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1. The Final report of the High-level Expert Group on reforming the structure of the EU banking sector 

represents a consensus view among the High-level experts who drafted the report. The view is based 

on the outlook and perceptions of banks in the current crisis, rather than a broader view of how 

banks function in the monetary union and associated parts of the European economy, from which 

banks import risk into their balance sheets. The report considers bank risk to be a problem of asset 

portfolio choice, and balance sheet integration between banks, rather than a macroeconomic 

problem. 

  

2. The suggested reforms therefore emphasise the stabilisation of bank balance sheets, through capital 

requirements and leverage ratios, rather than the stabilisation of the macro-economy. This overlooks 

the dependence of bank balance sheets on private and public sector balance sheets, and the 

progressive impairment of those balance sheets through the deleveraging (‘balance sheet recession’ 

in Richard Koo’s suggestive terminology) currently taking place in the European economy. 

Experience in Japan and the United States indicates that it is possible to stabilise bank balance sheets 

through sufficiently extensive open market operations. But this occurs at the expense of the 

intermediation function of banks. This is also indicated by the outcome of the recent Vienna 

initiative in Europe. 

  

3. A particular problem arises out of dealing with bank risk by raising capital ratios (Recommendations 

and Chapter 4). The supply of capital tends to be inelastic with respect to the offered return, and 

tends to be limited in times of recession. Raising bank capital requirements therefore ‘crowds out’ 

capital for non-financial businesses that might alleviate deleveraging and the decline in economic 

activity. In the current recession attempts to raise capital ratios to more ‘robust’ levels risks limiting 

the supply credit, as suggested by the recent Vienna Initiative. 
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4. These considerations point to the need for reforms to the structure of banking and financial markets. 

A key factor here is the stabilisation of the government bond market which uniquely has the 

potential for stabilising bank liquidity. A more effective means of regulation is to bring more inter-

bank activity onto the central bank balance sheet and require more detailed reporting of outstanding 

positions. 

  

5. Chapter 2 refers to the problem of shadow banking. To a considerable extent shadow banking is a 

market response to capital requirements. Shadow banking is more effectively drained by simpler 

regulation, stricter reporting requirements, and more extensive central bank intervention in inter-

bank markets (see point 4 above). 
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