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A Wrinkle in Europe’s QE Effort

By MARCELLO MINENNA

The European Central Bank is
trying to stimulate growth by
launching an aggressive sover-
eign-bond purchase program to
encourage greater lending. Amid
all the debate about whether this
quantitative easing will work,
commentators have been slow to
recognize major barriers other
European agencies are erecting
against effective transmission of
the ECB’s monetary policy.

A clear example of the chal-
lenge comes in the form of a “re-
quest for information” sent in
March by the European Commis-
sion’s Directorate-General for
Competition sent to governments
of smaller eurozone countries re-
lated to an arcane accounting is-
sue. During the crises that
started in 2008, banks in these
peripheral economies racked up
as much as €110 billion ($118.93
billion) in so-called deferred tax
assets (DTAs). These represent
tax credits the banks accumulated
for their losses during the crises
that can be used to reduce their
tax bills as they return to profit-
ability in the future.

Because these tax benefits
only take effect if and when a
bank earns a profit, they are nor-
mally not included in calculations
of the Tier 1 capital that’s sup-
posed to cushion the institution
in the event of crisis. However,
an EU regulation issued in 2013
allowed banks in peripheral econ-
omies to include these tax bene-
fits in their Tier 1 capital so long
as governments converted de-
ferred tax assets into refundable
tax credits that governments
would reimburse to banks even if
the institutions never earn
enough profit to use their de-
ferred tax assets in the tradi-
tional way.

These refundable credits rep-
resent a claim for a tax-refund

A plan to bolster financial
stability may undermine
the ECB’s stimulus plan.

payment from the government,
although the laws don’t allow
banks to make that claim right
away. The point was to allow eas-
ier recapitalization of the banks
without needing to raise more
capital via markets or immediate
government cash injections. As of
2013, deferred-tax credits
amounted to more than 10% of
the Tier 1 capital of Italian and
Portuguese banks; 20% at Spanish
banks; and well above 40% at
Greek banks.

The European Commission ap-
pears now to be concerned that
such credits amount to illegal
state support for the banks. That
may be true. The laws that cre-
ated the refundable credits pro-
vide explicit guarantees of state
support under certain conditions.
In Spain, for example, the govern-
ment will refund the value of out-
standing credits after 18 years if
profits in the interim have not
been sufficient to use up de-
ferred-tax assets.

But enforcing the rules against
state support here undermines
the ECB’s monetary policies. If
banks are no longer allowed to
include deferred tax credits in
their Tier 1 capital, they will need
to raise more capital in some
other way. That could include re-
tained earnings or new rounds of
capital-raising. Or banks could
meet regulatory capital require-
ments by not expanding their
lending so as to keep their capital
reserves aligned with the balance
sheets they have now—not the
expanded balance sheets the ECB
wants them to have.

Nor is this the only example.
For now, EU regulations allow
banks to classify all government
bonds as zero-risk. That will no
longer be allowed under the
global Basel III guidelines being
phased in by the European Sys-
temic Risk Board, a regulatory
branch of the ECB. Instead, banks
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will have to adjust the risk as-
sessments of their government
bond holdings in line with a sov-
ereign’s risk of default.

Peripheral banks in particular
tend to hold large reserves of
their own countries’ bonds. In
2014, more than 90% of the gov-
ernment bonds held by Italian
banks were Rome’s debts, and
Greek banks held a similar pro-
portion of Greek government
debts. For Portugal and Spain, it
was 80%. Since these all are soon
to be deemed riskier, they face a
new round of recapitalization or
a forced reduction in their hold-
ings of their sovereigns’ debts.

This is compounded by other
Basel III components. The presi-
dent of the ECB Single Supervi-
sion Mechanism, Daniéle Nouy,
has publicly encouraged banks to
deleverage their positions in gov-
ernment bonds. Basel III guide-
lines suggest that no issuer con-
stitute more than 25% of an
institution’s bond portfolio. Meet-
ing that guideline would require a
massive portfolio rebalancing as
peripheral banks sell their own
countries’ debt to buy other gov-
ernments’ bonds.

Rough estimates suggest Span-
ish and Italian banks each would
need to sell off some €200 billion
of their sovereigns’ bonds, while
for Portugal and Greece it would
be €20 billion. Because the yields
on the “safer” bonds they buy
would be lower—indeed, even
negative in some cases in the
current environment—this rebal-
ancing would dent profitability
and therefore make it even
harder for banks to lend the way
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the ECB wants them to.

Policy makers can choose a fi-
nancial system in which banks
are encouraged to take risks for
the sake of stimulating economic
growth. Or they can choose a fi-
nancial system in which tighter
prudential regulations force
banks to bolster their capital re-
serves and take fewer risks. At
the moment, European leaders
are trying to choose both, and
the combination is sure to have
unintended consequences.
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