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1 Introduction

A eurozone Banking Union (BU) was agreed, in principle, at the euro-area
summit on 29 June 2012. The euro summit statement and other documents
released around that time indicated that BU could include:’
1. A European single rule book.
2. A prudential supervisory mechanism, focused on crisis prevention,
having both European and national dimensions.
3. Aresolution authority focused on crisis resolution, having both
European and national dimensions.
4. A European resolution fund.
5. A European deposit insurance scheme.
6. A fiscal backstop such as the European Stability Mechanism (ESM).

On 12 September 2012, the EU Commission followed up with a proposed
design for the second element of BU in the form of a Single Supervisory
Mechanism (SSM), and a proposal relating to the responsibilities of the
European Banking Authority (EBA) for the first element); ensuring that EBA’s
decision-making will remain balanced in light of the new SSM.2 The
Commission also confirmed that a proposal for a single resolution mechanism
would follow.

Through proposing a supervisory architecture squarely aimed at safeguarding
financial stability, BU involves a significant departure from the current EU
framework for financial markets, based on home country supervision and
accommodation of national specificities in EU financial services regulation
and mutual recognition. So it is important to identify the potential implications
of the changes that will be needed to bring BU about.

The Commission’s proposals, while helping to ground key elements of the BU
debate, do not rule out its final form taking any number of configurations.
Moreover, BU's design can draw upon a number of
institutional/regulatory/market frameworks, for example:

e Existing EU treaties.

e The European System of Central Banks (ESCB).

e The new European System of Financial Supervisors (ESFS).

e Current support mechanisms such as European Financial Stability
Facility (EFSF).

e EUregulations already in place orin frain (such as proposals for the
Recovery and Resolution Directive (RRD) and revision of the Directive
on Deposit Guarantee Schemes (DGS)).

e Current reviews pertaining fo the character/definition/structure of the
EU’s firms and financial markets (such as the Likanen Review).

! In addition to the 29 June 2012 summit statement —

http://www.consilium.europa.eu/uedocs/cms data/docs/pressdata/en/ec/131359.pdf —it is also worth
examining the EU Council’s statement at the conclusion of the summit —
http://www.consilium.europa.eu/uedocs/cms data/docs/pressdata/en/ec/131388.pdf — and the pre-
summit report presented by Herman Van Rompuy, the President of the EU Council, Towards a Genuine
Economic and Monetary Union -

http://ec.europa.eu/economy finance/focuson/crisis/documents/131201 en.pdf

2 For the EU Commission’s BU proposals, see

http://ec.europa.eu/internal market/finances/committees/index _en.htm#maincontentSec|
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This report aims to support BU by analysing the components of BU that are
identifiable at this stage, and by providing an initial description and discussion
of the operational issues, taking account of the above frameworks as well as
other influences such as the broader call for changes in the style of
supervision and the culture of banking. Particular focus is given to the future
form and nature of supervision, the institutional changes which BU may
infroduce, potential changes to the EU financial markets and the operation of
the single market more broadly.

The Commission’s 12 September 2012 proposals inform this report, but do not
dictate the investigation. The report does not focus on the political dimensions
of BU, and while it does refer to various EU treaties and regulatory text, the
comments provided are not infended as legal guidance.

2 Organisation

Section 3 of this report contains themes and suggestions that emerge from
the analysis which could be used to help frame and advance BU’s design.
The conclusions that arise from the analysis at this stage of BU's evolution are
reported in Section 4, and further background material is included in Section
5.

The background section sets the stage for the analysis. It explains how the
elements of BU have been disclosed and what they may entail, puts BU in the
context of its economic drivers, and discusses relevant changes in the EU’s
supervisory architecture and EU regulatory initiatives that are in various stages
of progress. Also covered are wider environmental factors such as global
concerns about banking culture and deficiencies in supervision, and some of
the debate arising from regulatory reform in the UK (in response to supervisory
failures to date).

Annex 1 and Annex 2 provide further reference materials. Annex 1
reproduces often-cited freaty text, while Annex 2 provides a breakdown of
the frameworks referred to in this report.

3 Themes and suggestions arising from the analysis

Following an examination of BU's main elements — and given the
Commission’s proposals — an analysis of the operational issues that arise
underlines the fact that BU's final design will entail a number of carefully
balanced trade-offs. Getting these trade-offs right will help to ensure that BU is
effective and widely supported. So with a view of conftributing to BU's design
the key themes emerging from the analysis are reported together with
possible suggestions for going forward.

Systemic risk/macro- micro-supervision

One of the key themes is the treatment of systemic risks and the choices that
need to be made as to whether a bifurcated/two-tier approach to micro-
prudential supervision is adopted (or rejected). In broad terms, under such an
approach, the supervision of cross-border and/or Systemically Important
Financial Institutions or Banks (SIFIs/SIBs) would be the responsibility of a

2



centralised EU-level body, with national authorities retaining supervisory
responsibilities for all other financial firms in the euro area. Owing to concerns
about the risks presented by small banks, the Commission’s proposals rejects a
two-tier approach and puts the prudential supervision of all euro-area banks
under the European Central Bank (ECB).

Nevertheless the proposed Single Supervisory Mechanism (SSM) includes both
the ECB and the national supervisory authorities, and these authorities will
retain a significant role for many areas of the prudential supervisory process.
So in practice, the SSM may be a hybrid of a bifurcated/two-tier system — one
that features an extra layer of protection provided by the ECB's right to take
over active supervision at any time, but without the cover of national
supervisors being held responsible for their role in prudential supervision. This
could infroduce moral hazard issues and further consideration will need to be
given as to how roles and responsibilities align.

Given that BU is a multidimensional framework, it is important to clearly
elaborate how macro-prudential risks are to be managed and to consider
the opportunities this dimension might present for the design of BU and the
safeguards it might infroduce in relation to a powerful micro-prudential
supervisor with scope to impose countercyclical buffer rates and other
macro-prudential measures. As it currently stands, the Commission’s proposals
do not provide a detailed discussion of the ECB's proposed supervisory
responsibiliies in relafion to the current responsibilities of the European
Systemic Risk Board (ESRB) for monitoring and assessing systemic risks and
providing recommendations for remedial action in response to these risks.
Perhaps, they also overlook the role that the ESRB and European Supervisory
Authorities (ESAs) can play in identifying sources of financial instability not only
associated with smaller yet connected firms, but also with those that may not
be prudential in origin.

Financial stability /crisis prevention/crisis management and resolution

At the core of BU's design are the concepts of financial stability and the roles
that supervisory authorities play in both crisis prevention and crisis
management and resolution, so these ideas need to be fully discussed and
developed. Moreover, unlike price stability or balanced economic growth,
financial stability is not enshrined in the Treaty on European Union (TEU).

Supervision

In order for BU to deliver improved supervision, the work should not end with
the Commission’s plans for a single supervisory handbook to complement the
single rule book and promote coherent and convergent supervision across
the single market. Further work will need to be done on how supervision,
whether at the Member State or EU level, can become more effective, with a
view to perhaps incorporating the work of the Financial Stability Board (FSB) in



this area® and promoting the implementation of bank standards focused on
personal integrity, internal risk governance, and corporate governance.*

Growth

While BU needs to create an institutional and behavioural framework that can
address sources of financial instability within the eurozone, it also needs to
support sustainable growth. These two goals should be complementary, but
an overly aggressive approach to the former could undermine the latter. So
the determination of which financial services firms should be in scope of BU
needs to safeguard sources of funding and credit that banks and investment
firms cannot provide, but are particularly important for small- and medium-
sized businesses.

Look for ways to include democratic processes

As it looks likely that the first phase of the BU process will rely on a treaty
provision that denies the EU Parliament any significant role in the
establishment of a centralised micro-prudential supervisor, it is probable that
the Parliament will look to insert the democratic process through leveraging its
responsibilities for legislation most associated with BU — the RRD and CRR/CRD
45 — or perhaps via any proposed amendments to the regulations governing
the EBA that would be voted on by the Parliament.

Technical issues

As the design for BU unfolds, the focus will turn to technical issues. The
Commission’s proposals anticipate this by including details concerning the
licensing of firms, passporting arrangements, and the treatment of third
country banks establishing branches or providing cross-border services.
Although not examined closely for the purposes of this report, each of these
will initiate a series of specific and specialised discussions that could become
detached from the broader question of BU and what it needs to deliver. So
the outcomes of these types of technical discussions will need to be checked
to ensure they do not go against the grain of BU's final design.

3 The FSB’s publications on this question can be found at
http://www.financialstabilityboard.org/list/fsb_publications/tid 147/index.htm. The Association for Financial
Markets in Europe (AFME) has also looked at this issue — see Annex 1 of AFME's 2010 Prevention and Cure:
Securing Financial Stability after the Crisis which explores the question of enhanced supervision and what it
may entail in practice.

4There are numerous examples of such standards. The Commission is expected to produce a corporate
governance roadmap in the autumn of 2012 and in September 2011 EBA published Guidelines on Internal
Governance -
http://www.eba.europa.eu/cebs/media/Publications/Standards%20and%20Guidelines/2011/EBA-BS-2011-
116-final-(EBA-Guidelines-on-Internal-Governance)-(2) 1.pdf

5 The Recovery and Resolution Directive and the Capital Requirements Regulation/Capital Requirements
Directive.




4 Conclusions

The analysis of the central elements of BU's design — given the various EU
institutional/regulatory/market frameworks — yields a number of operational
issues and highlights possible routes that BU's design could take. The package
of documents issued by the Commission in connection with its proposals on 12
September 2012 informs this report, but has not dictated the shape of the
analysis, as BU may still take a number of twists and turns.

The Commission’s package included two proposals: proposed amendments

to the regulation establishing the EBA (COM (2012) 512 final) and a regulation
conferring specific tasks on the ECB (COM (2012) 511 final). Also issued was A
Roadmap towards a Banking Union (COM (2012) 510 final) and a very helpful
frequently asked questions (FAQ) document (no reference number given). All
four documents are referenced in the following conclusions.

4.1 The Treaties

4.1.1 The financial stability objective

o At the heart of prudential supervision is the concept of financial stability,
whether it is in the context of micro-prudential supervision (the safety
and soundness of individual firms) or macro-prudential supervision (the
health of the entire financial system in the face of risks building up in the
system as a whole).

o Maintaining financial stability is also at the core of resolution, whether it
be dealing with an individual firm or with a group of firms that present a
risk to the financial system as a whole.

e Financial stability, however, does not appear to be equivalent to other
core EU objectives such as growth or price stability.

e Consider that:

o TEU¢ 3 (3) clearly states the Union's goal is to establish an internal
market based on a number of elements including balanced
economic growth and price stability, but notably financial stability
is not explicitly mentioned.

o TFEU” 127 (1) sets the objectives and tasks for the ESCB in terms of
price stability (and not financial stability).

o This is reconfirmed by Article 2 of Protocol (No.4) on the Statute
governing the ESCB and ECB which clearly states that the ESCB'’s
primary objective is to maintain price stability. It is without
‘prejudice to the objective of price stability’ that it shall support the
general economic policies of the Union that contribute to the
objectives of TEU 3 (3).

o Nevertheless, TFEU 127 (5) appears to be forward-looking and considers
the ESCB's role in contributing to financial stability through the policies
pursued by the relevant competent authorities.

6 The Treaty on European Union
7 The Treaty on the Functioning of the European Union



e However, with the establishment of the new ESFS, aimed at improving
the regulation and supervision of financial institutions, perhaps it is
unsurprising that the notion of financial stability is now being explicitly
infroduced and discussed as an idea as well as an objective. Indeed:

o In the November 2010 legislative act — Regulation 1092/2010 - that
establishes the ESRB, financial stability is discussed in Recitals 1 and
24 and Arficle 3. Under Recital 1, financial stability is cited as a
precondition for the real economy to provide jobs, credit and
growth. Then later, under Recital 24, it is stated that the ECB and
National Central Banks (NCBs) have existing responsibilities in the
area of financial stability (as well as expertise). Article 3 clearly
states that the ESRB has an oversight role in prevention and
mitigation of systemic risks to the financial stability of the Union, so
as to avoid periods of widespread financial distress.

o In Arficle 2 of each piece of legislation establishing the three new
European Supervisory Authorities (ESAs), the ESAs are tied to the
objective of the ESFS which is to ensure that the rules applicable to
the financial sector are adequately implemented to preserve
financial stability, and to ensure confidence in the system as a
whole.

o Article 1 (5) of the legislation establishing the ESA responsible for
Banking — the European Banking Authority (EBA) — states that its
objective is defined as protecting the public interest by
confributing to short, medium and long-term stability and
effectiveness of the financial system, for the Union economy, its
citizens and businesses.

e Financial stability is also an overriding objective of the proposed RRD
which is designed to allow aqiling institutions of any size and type to fail
without risk to financial stability, while avoiding costs to taxpayers.

e Financial stability is also a cornerstone of the Commission’s September
proposals. The ECB’'s experience with financial stability issues is one
motivation behind the proposal to put it at the centre of the SSM
(Recital 11, COM (2012) 511 final).

Operational concerns

e The delivery of financial stability under the proposed SSM, or by any
prudential supervisor (micro or macro), or indeed by any resolution
authority, may be hindered by the lack of explicit equivalence for
financial stability in the TEU and TFEU with core EU objectives, such as
growth or price stability.

o If the parameters of financial stability are not well defined and enshrined
in the treaties, an important limit on the ECB's mandate, under the
proposed SSM, they may not be fully appreciated and may potentially
be underutilised.



4.2

4.2.1

Single rule book

Achieving a ‘single rule book’

The single rule book has been identified as a basic building block of BU,
but even its contours have yet to be fully agreed. In particular, there are
ongoing discussions regarding how the inflexibility that a single rule book
implies can be married to the deployment of (mostly) micro-prudential
tools for macro-prudential purposes.

The single rule book is generally described as the goal of developing
and implementing a set of harmonised rules across the EU. In many
instances these rules will take the form of detailed technical regulations
which will be developed by the ESAs and which will bypass the EU
Parliamentary and Member State rule-making processes. The price of
harmonisation, with all its advantages, will be a loss of flexibility at the
national level to modify these rules, for example on aggregate capital
levels or liquidity buffer requirements, to address national-level
macroeconomic or sector-specific concerns.8

There is a risk that progress on BU could be undermined if a consensus is
not reached on the degree of ‘constrained discretion’ (i.e. flexibility at
the Member State level - across the single market - to adjust these rules)
that might be appropriate, and the safeguards that might be needed to
ensure that this discretion is contained within agreed parameters.

The Commission's proposal (COM (2012) 512), which amends the
regulation governing the EBA, preserves the EBA’s role with respect to
the single rule book and confirms its development for all EU Member
States. It also clarifies that in relation to the EBA, the ECB is a competent
authority, so that the ECB is included in all the artficles relating to
competent authorities under Regulation 1093/2010 which establishes the
EBA.

Nevertheless, the Commission proposal establishing the SSM (COM
(2012) 511 final), also gives the ECB the power to impose capital buffers
including countercyclical buffers for other macro-prudential measures
(Article 4 (1) (e)), and clarifies (under Recital 26), that the ECB can
exercise powers to adopt regulation where (i) there is none to deal with
certain aspects necessary for the proper exercise of the ECB's tasks, or
(ii) the regulation in place does not deal with them in sufficient detail.

8 On 29 March 2012, Mario Draghi, in his capacity as chair of the ESRB, outlined that macro-prudential
authorities at the Member State and Union level need discretion to require additional disclosures and to
temporarily tighten a diverse range of Pillar 1 calibrations for broad requirements such as aggregate
capital levels, liquidity requirements and limits to large exposures and to leverage, and for more targeted
requirements such as sectoral capital requirements to address specific vulnerabilities (e.g. households,
corporate, real estate, intra-financial system) across different parts of banks' balance sheets in order to limit
arbitrage. He also noted that the ESRB is working fo develop additional macro-prudential tools; and in the
case where these are also used for micro-prudential purposes, on ways to ensure consistency. The letter,
Principles for the development of a macro-prudential framework in the EU in the context of the capital
requirements legislation, containing these comments is available at
http://www.esrb.europa.eu/pub/pdf/2012-03-29 CRR-

CRD letter.pdfedafdc180851e9f99038d4678f4cc5c74




Operational concerns

o A conservative vision of the single rule book, that disallows any flexibility
in the national implementation of micro-prudential measures,
undermines its use as an effective building block for BU from a macro-
prudential perspective.

e Even if ECB powers in relation to macro-prudential measures help to
accommodate a more flexible vision of the rule book (i.e. a central
authority is deploying these measures rather than national authorities
that may be struggling with competing agendas), it is not clear how
these powers marry with EBA rule-making.

o Similarly, if the ECB uses its powers fo adopt regulation where Union acts
(based on drafts developed by the EBA) leave gaps in respect of the
ECB’s new responsibilities, this could introduce a rule book for Member
States participating in the SSM that departs from that applying to
Member States outside of the SSM.

Operational benefits

e A single rule book would reduce compliance costs for all cross-border
financial services firms operating in the EU and would likely produce a
more coordinated supervisory approach.

4.2.2 The form versus style of supervision

e To date, BU has focused on the elements and potential architecture of
BU, rather than considering how supervision needs to change to be
more effective. Given that BU is in its very early stages, this is probably
unsurprising but the issue will need to be addressed to help strengthen
market confidence.

e As part of the ESFS, the ESAs have responsibility for fostering convergent
supervisory practices across the EU and promoting a coherent
functioning of EU supervisory colleges. As summarised by Andrea Enriq,
this approach reflects the idea that ‘it is possible to drive supervision to
persistent outcomes while leaving ample flexibility in terms of national
processes’, although it is an approach that he now questions.?

e Enria has suggested that one answer may be a ‘Single Guidebook for
supervisors — a manual that defines common procedures and processes
for examiners.'19 It appears that the EU Commission has responded to his
suggestion with plans for a ‘single supervisory handbook’ included in the
Commission’s roadmap for BU. The proposed single supervisory
handbook is to complement the single rule book and cut short any
opportunities for regulatory arbitrage that might occur with dissimilar
regulatory approaches between the euro area and the rest of the EU.

9 Speech by Andrea Enria, Chair of the EBA, 5 December 2011, Banking Supervision: towards an EU Single
Rulebook - http://www.eba.europa.eu/cebs/media/aboutus/Speeches/Belgian-Financial-Forum-Banking-
Supervision---Towards-an-EU-Single-Rulebook---Brussels-5-Dec-201 1.pdf

101n his 5 December 2011 speech, Mr Enria pointed to work in the US by the Federal Financial Institutions
Examination Council (FFIEC) in the creation of a manual that defines common procedures and training for
examiners.




e Even a renewed focus on how fo support the convergence of

supervisory practices could miss the question of the style of supervision
which, whether at the Member State or EU level, has become
inextricably linked with improving the culture within financial services
firms. As highlighted by the UK's FSA experience, rules matter but it is the
style of supervision that can make the difference.’!

Operational concerns

If BU does not consider how the style of supervision needs to change to
become more effective, the result could actually be a very detailed
single rule book accompanied by a single supervisory handbook and
complicated architecture that simply fail to deliver the required
standard of supervision.

4.3 Scope

4.3.1

Banks versus other financial services firms
BU could potentially apply fo a very wide range of EU investment firms
as well as EU credit institutions.

o Article TFEU 127 (6), which allows the EU Council to confer tasks

upon the ECB relating to prudential supervision, only excludes
insurance undertakings (from the credit and investment firms that
fall within the Arficle’s scope).

The primary EU legislation setting out the micro-prudential rules for
EU credit institutions — the Capital Requirements Directive (CRD)
(2006/48/EC) — also already applies to a wide range of investment
firms including many of those within the scope of the Markets in
Financial Instruments Directive (MiFID).12

The Commission proposal (COM (2012) 511 final) applies, where
specified, to credit institutions and financial holding companies as
defined under the CRD, and mixed financial holding companies
and financial conglomerates as defined under the financial
conglomerates directive (2002/87/EC) and set out in the definitions
contained under Arficle 2 of the proposal. Under Article 9, ECB’s
requests for information can apply to persons involved in the
activities of these entities or closely and substantially related or
connected to the activities of these entities.

So if BU is applied broadly, a key issue for many financial services firms
will be its application to various segments of the sector particularly in
light of:

o The EU Commission’s current examination of shadow banking.

11 As highlighted in the 12 December 2011 FSA press release on the publication of the report on The Failure
of the Royal Bank of Scotland - http://www.fsa.gov.uk/library/communication/pr/2011/110.shtml

12 MiFID firms are brought into the scope of the MiFID via Annex IV of the CRD (2004/3%9/EC), which in its
identification of derivative transactions includes a cross reference to the MiFID (2004/39/EC) Annex | which
lists the services and activities in scope of the MiFID.




o The Liikanen Review on structural aspects of the banking sector.'3

Operational concerns

e Withregard to shadow banking, there is a need to balance the ‘same
business, same risk, so same rules must apply’ view with the need to
ensure a place for firms that can provide financial services to the
economy that banks and other investment firms cannot. Also, as part
of that, the extent to which small banks should be distinguished ought
to be given consideration as well.

e |f the Likanen Review recommends, like Vickers did in the UK,'4 aring
fence around retail banking, then consideration will need to be given
to how BU is applied to firms within and outside of that ring fence.

4.3.2 Systemic firms

e The EU does not have a specific regulatory initiative aimed at EU
Systemically Important Financial Institutions (SIFIs).'> However, it s
expected to adopt the recommendations of the Financial Stability
Board (FSB) on SIFls and the upcoming standards on Globally
Systemically Important Banks (G-SIBs) from the Basel Committee on
Banking Supervision (BCBS), and implement them through amendments
to the CRR/CRD 4.7¢

e Given that the impetus for BU has been motivated, in part, by the need
to better supervise SIFIs/SIBs, a bifurcated/two-tier approach to BU is
being discussed.'” Under such an approach, only large mulfi-
jurisdictional institutions would be subject to centralised (micro-
prudential) supervision and, perhaps, subject to a centralised resolution
authority.

e The Commission proposal (COM (2012) 511 final) rejects the notion of a
two-tier regime. Under Recital 13, it recognises that the safety and
soundness of large banks is essential to ensure the stability of the
financial system but also points to the experience with small banks.

e As such, under its transitional arrangements, as outlined under Article 27
of the proposal (COM (2012) 511 final) and the BU roadmap (COM
(2012) 510 final), from the first day of the SSM's establishment the ECB will
be empowered to take over the supervision of any firm in scope of the
regulation if it so decides, particularly if it is receiving public support. On
the first day (1 July 2013 has been proposed) significant European

13 References to the shadow banking and Likanen reviews are contained in Annex 2.

14 For more on the UK Independent Commission on Banking (Vickers), see
http://bankingcommission.independent.gov.uk/

15 This is in sharp confrast to the US where, under the Dodd-Frank Act, a Financial Stability Oversight Council
(FSOC) has been established with responsibilities for identifying and designating financial firms as
systemically important.

16 CRR/CRD 4 refers to the new capital requirements package which updates the current CRD for the new
Basel lll capital and liquidity standards. The CRR/CRD 4 is still going through the EU legislative process but
was proposed by the EU Commission before the FSB and BCBS work had been completed.

17 Deutsche Bank (DB Research), EU Monitor, EU Banking Union: Do it right, not hastily! (23 July 2012) -
http://www.dbresearch.de/PROD/DBR _INTERNET EN-
PROD/PRODO00000000002921512/EU+Banking+Union%3A+Do+it+right, +not+hastily!.pdf
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Systemically Important Banks (E-SIBs)'® will come under ECB supervision
and all other firms in scope will follow in a relatively short space of time (it
has been proposed that the transition period end on 1 January 2014).

Operational concerns

e A bifurcated approach to micro-prudential supervision or resolution
requires:

o That the EU develops criteria to define what an E-SIB or even E-SIF
might be.

o Safeguards to ensure that any risks that are not the focus of the
centralised or Member State supervisor/authority do not go
unreported.

o Mechanisms to address any regulatory arbitrage that might arise or
unforeseen divergences in single market supervisory regimes and
multi-jurisdictional regimes.

o Mechanisms to define which firms are to be supervised centrally
(e.g. cross-border and/or systemically important) and which are to
be supervised locally.

e The Commission proposal, with its transitional arrangements whereby E-
SIBs will be among the first set of firms to be supervised by the ECB, does
not avoid the challenge of needing to develop and implement criteria
for what an E-SIB might be. In fact, the transitional arrangements (Article
27 of COM (2012) 511 final) already suggest a criteria.

Operational advantages

e A bifurcated approach would provide an alternative to and/or reduce
the complexity associated with EU supervisory colleges.

4.3.3 Which Member States

o A key question of scope, and the one generating much discussion, is the
application of BU fo eurozone versus non-eurozone Member States and
whether some elements of BU can be applied to all, while other
elements can be applied to a smaller group.

e The EU Commission's 12 September 2012 proposals are based on the
understanding that:

o While a single rule book applying to all Member States will support
the reintegration and the functioning of the single market, it does
not automatically imply that a single micro-prudential supervisor is
necessary for all 27 Member States that are signatories to the rule
book.

18 E-SIBs include any credit institutions, financial holding companies and mixed financial holding companies
in scope of the proposed Regulation.
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o The cenfralisation of prudential supervisory responsibilities (to some
degree) is a key condition for the establishment of a backstop (in
the form of the ESM) for the 17 Member States that have adopted
the euro as their currency and the banks that these states have
licensed and supervised.

o The yet to be proposed centralised resolution mechanism would
complement the SSM, and is therefore likely to be considered with
reference to eurozone credit institutions (and other firms in scope
of the proposed Regulation).

Operational concerns

e With some elements of BU squarely targeted at eurozone Member

States, there is a risk that the concerns of the remaining members of the
single market may get overlooked, although all members will be
affected by:

o The single rule book.

o The interaction of the new centralised supervisory authority with
other EU authorities and insfitutions.

o Moadifications to the working arrangements of existing institutions.

Operational advantages

e Defining the supervisory element of BU in terms of the eurozone only, as

4.4

reflected by the Commission’s proposals, is politically more feasible, and
should provide a quicker route to achieving it.

Building blocks of integrated prudential framework

¢ The institutions making up the current, but sfill very new and untested

European System of Financial Supervisors (ESFS) — which includes the
European Systemic Risk Board (ESRB)'? and the three European
Supervisory Authorities (ESAs) — combined with the European System of
Central Banks (ESCB), present the basic building blocks for an integrated
prudential supervisory mechanism that has both a macro and micro
dimension.

Some of the modifications that could be undertaken to create an
infegrated  prudential supervisor mechanism would be more
fundamental than others so it is important to outline the nature of these
building blocks, and to highlight some of these potential changes and
their operational implications.

e The Commission’s 12 September 2012 proposals leverage both the ESFS

and the ESCB, but perhaps in unexpected ways or without a full
discussion of all the possible opportunities these building blocks present.

19 Established under Regulation (EU) No 1092/2010 - the relevant URL is provided in Annex 2.
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4.4.1

Bifurcated/two-tier macro-prudential system

The ESFS potentially provides the basic outlines for a two-tier macro-
prudential supervisory structure composed of a cenfralised EU-level
body that is responsible for systemic risks across the system as a whole, in
the form of the ESRB, and market/sector-level bodies, that are
responsible for the build-up of systemic risks in their respective sectors,
perhaps in the form of the three ESAs: European Banking Authority (EBA),
European Securities and Markets Association (ESMA), and European
Insurance and Occupational Pensions Authority (EIOPA).20

Shifting this current structure from one where the ESRB has an oversight
role — its three main tasks being to monitor and assess systemic risk,
provide early warnings when significant risks emerge, and to issue
recommendations for remedial actions and monitor  their
implementation — to one where it has powers to intervene and
potentially supervise, is a question of degree, but could involve, for
example, giving the ESRB:

i. A coordination role in the design and use of macro-prudential
tools, used at a national level to develop macro-prudential
policies.?!

i. Powers similar to those envisaged for the UK's Financial Policy
Committee (FPC), such that their recommendations would be
binding on the bodies to whom they were directed, and they
would also have a mandate to develop macro-prudential tools or
deploy tools that are readily available (e.g. capital buffer
requirements or leverage ratfio) to achieve a macro-prudential
goal.

ii. Powers to intfervene when systemic risks, with the potential for
undermining EU stability, are identified at the national level.

Increased powers for the ESRB could also mean increased powers for
the ESAs, which already provide data/information to the ESRB in relation
to its tasks. Under an alternate model to BU, for example, binding ESRB
recommendations could require that the ESAs have the authority to
implement ESRB measures (either via national supervisors or directly)
rather than (as is currently the case) follow-up on the ESRB
recommendations within the limited scope of their mandates, leaving
the supervision of individual firms to national supervisors.

Under Article 4.1 (a) of (COM (2012) 511), the Commission gives the ECB
power fo ‘impose capital buffers ... including countercyclical buffer
rates and any other measures aimed at addressing systemic risk or
macro-prudential risks’. It does not discuss how the ECB's relationship
with the ESRB (or the ESAs) may evolve in the determination of such
rates. In part, this may be a consequence of the ESRB's relationship with
the ECB. Namely:

20 Respectively established under Regulation (EU) No 1093/2010, Regulation (EU) No 1095/2010 and
Regulation No 1093/2010 — URLs to these regulations can be found in Annex 2.

21 As suggested in Deutsche Bank (DB Research), EU Monitor 84, Financial supervision in the EU —
http://www.dbresearch.com/PROD/DBR_INTERNET EN-PROD/PROD0000000000276501.PDF
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o The President of the ECB is to chair the ESRB for the first five years of
the ESRB’s institutional life.

o The ECB President and Vice-President have seatfs on the ESRB’s
general board.

o The ECB is responsible for providing the ESRB with a secretariat and
thereby analytic, statistical and administrative support.22

Operational concerns
e In terms of the Commission’s proposals there is a need for:

o Further clarity as to the relationship between the empowered ECB
and the EU institutions currently responsible for monitoring, assessing
and providing recommendations on macro-prudential policy.

o Consideration of how the ESRB and ESAs might act as a
counterbalance on the ECB in its supervisory capacity.

e ESRB’s mission and objectives are currently defined in terms of the Union,
not the Eurosystem, so its mission statement would need to be revisited
to differentiate between its activities in relation to the Union and its
activities in relation to safeguarding the eurozone.

o Greater centralisation of macro-prudential policy will impinge further on
the independence of the Member States affected by this centralisation.

Operational advantages

e A cohesive approach to deployment of macro-prudential policy tools
could increase market confidence in EU markets and financial services
firms.

¢ An empowered ESRB, even in a coordination role, could help to limit
competitive distortions (such as differences in Loan-to-value (LTV) ratios)
at the Member State level.

e Empowering the ESRB, or indeed proportionally empowering all the
institutions of the ESFS, would, in a macro-prudential context, help to
ensure that systemic risks that might be non-prudential in origin (e.g.
arising from market abuse) would not be overlooked. This could be
particularly important in light of the Commission proposal (COM (2012)
511) which leaves responsibilities for non-prudential tasks with national
authorities, as these tasks cannot be conferred on the ECB under TFEU
127 (6). Tasks not assigned to the ECB include consumer protection,
money laundering, and the supervision of third country credit institutions

22 Perhaps, most notably, Council Regulation No 1096/2010 was created on the basis of TFEU Article 127 (¢)
to confer specific tasks on the ECB with respect to the ESRB. ESRB was established under Regulation (EU) No
1092/2010 which sets out wider governance arrangements (for URLs to both these documents see Annex 2
of this document). Notably Article 20 of Regulation (EU) No 1092/2010 states that in 2013 the EU Commission
will prepare a report for the European Parliament and Council on the ESRB that will assist in their review of
the modadalities for the designation or election of the Chair of the ESRB. The outcome of this review will
determine how the Chair of the ESRB will be designated for subsequent terms.
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establishing branches or providing cross-border services within a
Member State.23

The legal basis for the ESRB and the ESAs has already been established
on the basis of TFEU Artficle 114, so the freaties would not need to be
revisited although the regulations establishing these bodies would.

4.4.2 Bifurcated/two-tier micro-prudential system

The ESCB potentially provides the basic outline for a two-tier micro-
prudential supervisory structure with a cenfralised EU-level body for
selected supervisory tasks — such as perhaps the supervision of cross-
border and/or systemically important firms — and the NCBs which, along
with the ECB under TFEU Article 127 (5), already have responsibility for
contributing to the smooth conduct of policies pursued by the
competent authorities relating to the prudential supervision of credit
institutions and the stability of the financial system.

The apparent treaty basis for conferring the ECB with supervisory tasks is
TFEU 127 (6) whereby: ‘The Council, acting by means of regulations in
accordance with a special legislative procedure, may unanimously, and
after consulting the European Parlioment and the European Central
Bank, confer specific tasks upon the European Central Bank concerning
policies relating to the prudential supervision of credit institutions and
other financial institutions with the exception of insurance undertakings.’

TFEU 127 (5) and (6) do appear to fit most easily with a bifurcated
system, but that does not exclude the alternative of a single centralised
supervisor with a responsibility for all banks or indeed a bifurcated system
as a building block towards such a system. It also allows for the case
when competent authorities are not NCBs.

Although 127 (5) is written in terms of the ESCB, TFEU 282 (1) also refers to
the Eurosystem — the ECB and NCBs of the eurozone — a subset of the
ESCB.

The Commission proposal (COM (2012) 511) makes full use of TFEU 127 (6)
and appears to be informed by 127 (5):

o From 1 July 2013 the ECB will be empowered to take over the
prudential supervision of the E-SIBs and, if it so decides, any of the
financial firms in scope of the proposed Regulation. By 1 January
2014 any remaining firms in scope of the proposed Regulation will
come under the ECB's remit.

o The proposed SSM is clearly a mechanism composed of the ECB
and national authorities where, according to the Commission’s 12
September 2012 BU FAQs, most day-to-day verifications and other
supervisory activities necessary to prepare and implement the
ECB's prudential acts could be exercised by national supervisors
operating as part of the SSM.

23 A Roadmap towards a Banking Union (COM (2012) 510).
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The Commission’s BU FAQs also provide three separate examples —
relating to bank authorisations, day-to-day assessments, and
internal risk models — that illustrate how the ECB might relate to,
and interact with, the national authorities and the degree to which
the national authorities would continue to have a significant role
for large segments of the supervisory process.

e The enlarged mandate of the ECB intfroduces the need for safeguards in
the form of organisational principles as set out in (COM (2012) 511 final).
These include (but are not limited to):

@)

The separation of the ECB’s supervisory function from its monetary
function.

Its accountability to the European Parliament and Council
supported by annual reporting to the European Parliament, the
Council, the Commission and the Eurogroup.

An obligation to respond fo questions from the European
Parliament or Eurogroup?* either orally or in writing.

The creation of an internally distinct supervisory board whose Chair
is elected by members of the Governing Council — the body with
final responsibility for the ECB’s actions.

The appointment of the President and Vice-President of the
Governing Council by the European Council after consultation with
the European Parliament.2s

Operational concerns

e Whether TFEU 127 (6) provides sufficient basis for BU may yet be
challenged. Its scope of application relies on the phrase ‘policies
relating to prudential supervision’.

e As already noted TFEU 127 (5) does not, however, anticipate how the

ESCB

's objectives concerning price stability might be balanced with an

expansion of the ECB’s tasks. So even if 127 (5) and (6) are considered
sufficient and there was a view that only the Protocol on the Statute
governing the ESCB and ECB% needed to be revisited, Artficle 2 of that
Statute clearly states that the ESCB's primary objective is fo maintain

price

stability. So again, if the ECB took on a more enhanced role, its

objective set and that of the Eurosystem, if not the ESCB, would need to
be revisited.

o Deployment of Article 127 (6) raises concerns about the democratic
processes associated with BU — the European Parliament will only be
consulted on the expansion of the ECB’s mandate and does not have
powers of co-decision under the Arficle.

24 The Eurogroup refers to the finance ministers from the EU Member States that have adopted the euro as

their currency.

25 As highlighted in 12 September 2012 EU Commission BU FAQs.

26 Protocol (No 4) of the Statute of the European System of Central Banks and of the European Central
Bank, in the Protocols accompanying the consolidated TEU and TFEU - http://eur-
lex.europa.eu/LexUriServ/LexUriServ.do2uri=0J:C:2010:083:0201:0328:EN:PDF
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e The ECB is already a powerful organisation, so the sufficiency of

4.5

4.5.1

safeguards aimed at ensuring it is independent but democratically
accountable will need to be fully debated as will the checks and
balances governing the division of the ECB's tasks internally and its
relationship to other bodies in the EU.

Despite the Commission’s rejection of the notion that the ECB be
responsible only for the prudential supervision of E-SIFls/SIBs, in practice,
the SSM may be a hybrid of a bifurcated/two-tier system, featuring an
extra layer of protection provided by the ECB’s right to take over active
supervision at any time, but without the benefits associated with national
supervisors being held responsible for their role in prudential supervision.
This could introduce moral hazard issues.

Building an integrated EU resolution framework

The building blocks for an integrated approach to crisis management
and resolution are not as evolved as they are for crisis prevention (i.e.
infegrated prudential micro- and macro-supervision). Each Member
State has its own legal framework and cultural approach to dealing with
firms which are no longer viable or do not look to be viable in the longer
term. Consequently, arriving at a common view, let alone the details, of
an integrated framework with a centralised resolution authority will be a
challenge.

The Commission’s roadmap on BU indicates that it envisages making a
proposal for a single resolution mechanism that would complement the
SSM. So it is important to consider what a new resolution framework
might include by identifying the building blocks that are available
against what is required, and the operational issues they entail.

RRD founding principles

e The proposed Recovery and Resolution Directive (RRD), although

decentralised to Member State level in approach, details many of the
key elements that are likely to form the basis of an integrated EU
resolution framework, regardless of its final form. These include:

o The underlying principles on which resolution is fo be based.
o The requirements for recovery and resolution planning.

o The principles determining the relationship between the Member
State supervisory and resolution authorities and their relationship to
the regulatory authority.

o ldentification of the key resolution tools and their relationship to
each other.

e The RRD requirement that each Member State establish a resolution

authority that is independent from the supervisory authority,? is aligned

27 Under the proposed RRD, the resolution authority designated by the Member State to act in accordance
with the Directive may also be the same competent authorities as under the CRD, if there is a clear
separation of resolution and supervisory functions.
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to the existing UK approach - although this is now subject to significant
revision with the passage of the Financial Services Bill through the UK
Parliament — and to the German framework where responsibilities for
supervision and resolution reside with two distinct authorities.?8 The US has
the Federal Deposit Insurance Corporation (FDIC), which is also an
independent authority responsible for resolution, although it does
supervise a number of small banks for operational safety and soundness.

Operational concerns

¢ RRD has only started its legislative journey, so it is possible that these key
elements may change and perhaps take a direction that does not align
with efforts to design a more integrated resolution framework. However,
the Commission appears to be mitigating this risk with its indication that
(i) a proposal for a single resolution mechanism would follow once there
is agreement on the existing Deposit Guarantee Schemes (DGS) and
RRD proposals and (i) both the DGS and RRD proposals should be
accelerated and adopted by the end of 2012.2°

4.5.2 A centralised resolution fund and the national fund network

o A cenfiral element of the EU resolution framework, envisaged in Herman
Van Rompuy's report, is a European resolution scheme/fund. Such a
fund would typically be used:

i To pay out funds to creditors if it is found that they received less
in economic terms than if the institution had been liquidated
(the ‘no creditor worse off’ principle).

ii. To finance operational costs of resolution.

iii. To minimise taxpayer exposure to losses from solvency support
(to say a bridge bank).

e The RRD is based on the premise of home country supervision, so instead
of a cenfralised fund it proposes a European System of Financing
Arrangements (ESFA) based on the establishment of resolution funds at
the national level that allows for borrowings between national
arrangements and mutualisation of financing arrangements in the case
of a group resolution.

e The RRD specifies how national funds should be funded and to what
levels, but not which national authority should manage these funds,
despite specifying that Member States designate a resolution authority.
In contrast, the plan for BU does not suggest financing arrangements,
but does suggest that a common resolution authority control the fund.

e The Commission’'s roadmap for BU does not go as far as to discuss a
European resolution fund, but it does signal that a single resolution
mechanism could also be entrusted with further tasks of coordination
with regard to the management of crisis situations and resolution tools.

28 BaFin is responsible for supervision and the FMSA is responsible for resolution.
29 12 September 2012 EU Commission FAQs on BU.
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Operational concerns

A pan-European resolution framework will need to reconcile the funding
requirements of a central fund with national resolution funds, particularly
in a bifurcated/two-tier supervisory system where some firms might baulk
at paying into multiple funds (thereby resulting in funding shortfalls).

The decisions concerning the establishment of the new centralised
authority and its relationship to other EU institutions may also determine
how national funds are managed.

4.5.3 A European deposit insurance scheme and the proposed DGS

The proposed Deposit Guarantee Schemes (DGS) directive has been
difficult fo produce and is aimed aft harmonising and simplifying
protected deposits schemes, ensuring a faster payout and improving
the financing of national schemes.

We have no knowledge of the shape or form of the envisaged
European deposit insurance scheme, but as highlighted by some
commentators, deposit guarantee schemes are of ‘limited relevance’ in
the context of large cross-border failures, where assets like deposits are
normally fransferred to the good ‘bridge bank’.30

Then there is the outcome of the Liikanen Review to consider and the
potential for retail banks to be ring-fenced, with such schemes
potentially only applying within the ring fence.

The Commission’s roadmap for BU provides no further comment on a
European deposit insurance scheme, but as indicated above, in the
FAQs on BU the Commission has indicated that the DGS proposal should
be accelerated and adopted by the end of 2012.

Operational concerns

The Commission’s wish for the passage of the proposed DGS directive to
be accelerated is dependent on legislative and democratic processes.

There is a need to ensure that European deposit schemes fit the
characteristics of the marketplace they operate in and acknowledge
the national schemes that are already in place, so perhaps suggestions
to complement national schemes with a European reinsurance scheme
(which could back up the national schemes)3! should be actively
considered.

Need to address how national schemes would be funded if a central
deposit scheme was established.

30 Deutsche Bank (DB Research), EU Monitor, EU Banking Union: Do it right, not hastily! (23 July 2012) —
http://www.dbresearch.com/PROD/DBR_INTERNET EN-

PROD/PROD0000000000291512/EU+Banking+Union%3A+Do+it+right%2C+not+hastily%21.pdf;jsessionid=F9C2

CFE3E2FD13BF37816A0F7E?C4DESB .srv-loc-dbr-com

31 Deutsche Bank (DB Research), EU Monitor, EU Banking Union: Do it right, not hastily! (23 July 2012) —
http://www.dbresearch.com/PROD/DBR INTERNET EN-

PROD/PROD0000000000291512/EU+Banking+Union%3A+Do+it+right%2C+not+hastily%21.pdf;jsessionid=F2C2

CF3E2FD13BF37816A0F7E?C4DESB.srv-loc-dbr-com
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4.5.4 Common insolvency regime

A common resolution authority requires a common legal framework for
dealing with the insolvency of credit and other financial institutions.

However, the EU currently lacks such a framework. The current EU Bank
Winding-Up Directive (WUD) applies only to EU credit institutions with
branches in other Member States, so it is limited in scope and does not
address the issues partficular to the reorganisation and winding-up of cross-
border banking groups, let alone investment firms. The WUD is also based
on home country principles — it assumes that national authorities will
oversee the winding-up of a bank - so it would seem that the directive
would need to be amended if BU requires that resolution be done
centrally.

Further work on issues relating to the winding-up of cross-border credit
institutions was kicked-off in 2007 when the EU Commission launched a
consultation on the WUD, but a proposal for a new or revised Directive has
yet to be produced.

Operational concerns

The feasibility of delivering a pan-European insolvency regime that aligns
to the changes in responsibilities (for winding-up) and timeframes
suggested by BU.

The WUD is not discussed under either the roadmap for BU or the FAQs on
BU.

4.5.5 Considerations in the determination of a centralised/common

resolution authority

At the core of a resolution authority’s responsibilities are decisions on the
distribution of burdens between shareholders, creditors, other financial
participants and taxpayers (where their exposure to financial firms
deemed ‘too big to fail' has not been fully eliminated). This brings a
political dimension to the role and is why responsibilities for banking
supervision (which need to remain apolitical) are normally independent
from the resolution authority.

As already highlighted, various countries have approached this issue in
different ways. But perhaps, most notably, in the UK, it is proposed that the
Bank of England (BOE) has operational responsibilities for crisis
management in additional to its responsibilities for monetary policy,
macro-prudential supervision and ifs role in micro-prudential supervision
through its subsidiary, the Prudential Regulation Authority (PRA). This model
seeks to give significant powers to the central bank, and then seeks to
create a series of internal checks and balances. So, in the UK case, in the
context of financial crisis management, a check on the BOE's powers is
the requirement that once there is a risk to public funds, regardless of the
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amount, the Treasury must be notified and then it is the Chancellor and
the Treasury that are involved in any decision involving public funds.32

Another motivation for ensuring that supervisory and resolution functions
are independent is the potential conflict of interest issue that can arise. If
these functions are one and the same, supervisors may be reluctant to
take immediate action when faced with a failing firm since this would
point to their own supervisory failures. UK regulatory reform, as envisaged
under the Financial Services Bill introduced in January 2012, does not
address this issue.

Operational concerns

That when the centralised/common resolution authority is established, its
objectives and role are well understood, and its independence
safeguarded.

That putting the ECB in charge of the common resolution authority would
align the ECB’s set-up to the BOE, an outcome that would require
numerous safeguards.

4.6 European Stability Mechanism (ESM) and the ECB

The yet to be established ESM will be a permanent institutional mechanism
that, subject to specific conditions being met, will provide financial
assistance to euro-area Member States where that assistance is needed to
safeguard the euro.

o lIts establishment is subject to the ratification of the founding treaty
by Member States representing 90% of its capital requirements3?
and is also conditional on the ratification of the amendment to TFEU
Article 136 (3).34

o Unlike the European Financial Stability Facility (EFSF), which the ESM
will replace, it will also have a substantial amount of ‘paid in
capital’. Moreover, because of its status as a permanent
intfernational organisation, loans from the ESM wiill be recorded as
direct loans, so unlike the ESFS will not be routed through the
national accounts of the eurozone countries providing the support
and will not increase their debt levels.35

The ECB will be involved in the ESM’s operations in the following ways:

o It will licise with the European Commission and the IMF to assess
where there is a risk to the financial stability of the eurozone as a
whole.

32 For high level details on UK regulatory reform and reference materials, see Annex 2.

33 Statement by the Euro Area Heads of State or Government, European Council press release, 9 December
2011 - http://www.consilium.europa.eu/uedocs/cms data/docs/pressdata/en/ec/126658.pdf

34 The expected July 2012 ratification of the ESM has been delayed, most notably by developments in
Germany. This has been widely reported in the press — see for example reports in Spiegel Online and the
Irish Times — http://www.spiegel.de/international/germany/german-high-court-requests-delay-in-esm-and-
fiscal-pact-ratification-a-840295.ntml and

http://www.irishtimes.com/newspaper/world/2012/0711/1224319791885.html

35 ECB Monthly Bulletin, July 2011, The European Stability Mechanism —
http://www.ecb.int/pub/pdf/other/art2 mb201107en pp71-84en.pdf
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o ECB staff will provide technical advice to the negotiation of a
macroeconomic adjustment programme and the monitoring
activities of the ESM.

o The ECB president will be a member of the ESM’s Board of
Governors.

e It may also be used as a mechanism to directly capitalise eurozone banks,
as part of the agreement on BU, buf only if a centralised (and presumably
micro-prudential) supervisor is established.

e The ESM’s financial resources are such that there are limits to its ability to
recapitalise banks, so the precedents set by the Spanish Memorandum of
Understanding (MoU)3¢ will become a key feature of BU, in terms of:

i. Setting the bank standard for restructuring — with respect to the
bailing in of unsecured creditors up to and including unsecured
bank debt holders?” — with a view to eliminating, or at least
reducing, the need for taxpayer support.

i. Specifying that EFSF financial assistance once fransferred to the
ESM will not gain seniority status.

Operational concerns

e While the ECB undoubtedly has the technical expertise to support the ESM,
this is another example of how its role might be expanded (and perhaps in
practice its independence undermined) under BU.

e The possibility for Member States to use their own fiscal resources to bail-
out banks will presumably remain subject to competition policy/state aid
requirements.

5 Background

5.1 The economic drivers

While a common currency presents a number of advantages in facilitating
the trade of goods and services and cross-border investment for its members
and frading partners, for example the reduction of transaction costs, it also
requires that the economies within the Union respond to economic
challenges and support the creation of economic opportunities in a manner
that ensures their fiscal health and productive capacities remain aligned. An
absence of economic growth can reveal disparities in productivity and fiscal
approaches and perhaps, depending on the severity of any economic
downturn, limit the range of any number of policy options. This, combined
with insufficient fiscal tfransfers between members of the Union, will put the
sustainability of any currency union under stress, as its members (and the
markets) try to evaluate the benefits of returning to/developing a national

3 Under this MoU, in order to receive 100 billion euros in support from the EFSF and, eventually, the ESM, banks drawing on
these resources would have to ‘bail in’ their unsecured creditors up to and including unsecured debt holders. For further details
on the MoU — ESFS (2012), Spain: Memorandum of Understanding on Financial-Sector Policy Conditionality, 20 July 2012 — see
http://ec.europa.eu/economy finance/eu/countries/pdf/mou en.pdf

% Citi Research, Global Economics View, 2 August 2012, Three unanticipated consequences of banking union —
http://www.scribd.com/doc/102178706/CITI-BUITER-Three-Unanticipated-Consequences-of-Banking-Union
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currency that can be devalued to reflect and address misalignments and
help support the competiveness of states.

As concluded by the Bank for International Settlements (BIS)38 the global
economy has yet to overcome the legacies of the financial crisis that took
hold in 2007 to achieve balanced and sustained growth and, in different
ways, vicious circles are hindering this. In the case of the eurozone, the BIS
and the IMF¥ have identified these specific feedback loops as being
between sovereigns and their banks which, in turn, have encouraged
financial de-integration as investors and counterparties lose confidence.

In some cases concerns about eurozone member banks’ solvency are
directly linked to their holdings of sovereign debt, in the face of concerns
about the ability of the sovereign to meet its debt obligations. In other cases,
governments are struggling with the fiscal risks arising from the contingent
liabilities of weak banking sectors where sovereigns are being forced to act as
a backstop to weak banks4 to protect depositors. With depositor confidence
at alow in the affected eurozone states and diverging perceptions of
sovereign and banking risks (in a system where delivering financial stability
remains a national concern), the IMF has tracked the movement of capital
from the affected states to ‘safer’ eurozone states or abroad, and the
increasing fragmentation of financial markets away from an area-wide
system to national markets. According to the IMF, ‘the sovereign bond and
interbank markets have been most deeply affected by withdrawals of intra-
euro-area cross-border capital flows.’

Recognising that private sector adjustments are also required, BU is widely
viewed as a way for the eurozone to sever the feedback loops between
sovereigns and banks, and to provide the necessary incentives to return to
the financial integration that was occurring before the crisis. Indeed both the
BIS and IMF have indicated that the centralisation of the lender of last resort
functions and responsibility for financial stability would unify the eurozone's
banking system. They also suggest that BU could operate within existing terms
of the currency union, and that unifying fragmented banking rules would
support the centralisation of responsibility with a common regulator,
supervisor, deposit insurer and resolution authority.

5.2 Identifying BU

An analysis of BU for the purposes of identifying key operational issues requires
some common understanding of its basic components. However, as BU is sfill
in the design stages, it is important to identify its likely elements as well as
other considerations that could influence its final shape and scope.

38 BIS Annual Report 2011/2012 — http://www.bis.org/publ/arpdf/ar2012e.pdf

39 BIS Annual Report 2011/2012 - http://www.bis.org/publ/arpdf/ar2012e.pdf, IMF Country Report No.
12/181, 2012 Article IV Consultation (July 2012a) —
http://www.imf.org/external/pubs/ft/scr/2012/cr12181.pdf, IMF Country Report No. 12/182, Euro Area
Policies: 2012 Article IV Consultation - Selected Issues Paper (July 2012b) -
http://www.imf.org/external/pubs/ft/scr/2012/cr12182.pdf

40 These banks might be large ‘systemic’ banks or groups of smaller banks, for example, like the Spanish
savings banks (or cajas).
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5.2.1 Known elements of BU

As a means to break ‘the vicious circle between banks and sovereigns’, a
eurozone BU was agreed in principle at the euro-area summit on 29 June
2012. The summit statement together with the pre-summit report presented by
Herman Van Rompuy, the President of the EU Council, Towards a Genuine
Economic and Monetary Union, and the EU Council’s published statement at
the conclusion of the summit4! set out a vision of BU that included at least six
distinct elements:

J—

A European single rule book.
2. A prudential supervisory mechanism that:
o Is focused on crisis prevention.
o Inftegrates supervision at the European and national levels
dimensions.
3. Aresolution authority that:
o Isfocused on crisis management and resolution.
o That has both European and national dimensions.
o Is part of a European resolution framework.
4. A European resolution fund that is part of a European resolution
framework and further fortified by a fiscal backstop.
5. A European deposit insurance scheme that is also perhaps fortified by
a fiscal backstop.
6. A fiscal backstop such as ESM.
The summit statement included key details concerning elements of the BU
decision. Firstly, that the establishment of an ‘effective single supervisory
mechanism’ would involve the ECB on the basis of the Treaty on the
Functioning of the European Union (TFEU), Article 127 (6).42 The statement also
made clear that another element of BU, the yet to be ratified European
Stability Mechanism (ESM)4 — a backstop for Member States of the euro area
— could possibly recapitalise euro-area banks directly, although this would be
conditional, of course, on the effective single supervisory mechanism being
established. Furthermore, the statement also pointed to how resolution tools
might develop given the affirmation that the financial assistance currently
provided to eurozone banks via their sovereigns will be transferred to the ESM
without gaining seniority status once the ESM becomes available.

Nevertheless, Herman Van Rompuy's report’s consideration of the wider
European financial framework, and the possible split of powers between a
cenftralised supervisor and national authorities, helped to underline the
multidimensional nature of BU and the range of possible consequences it
might have for a variety of stakeholders. As such, over the summer a number

41 For the 29 June 2012 euro area summit statement see

http://www.consilium.europa.eu/uedocs/cms data/docs/pressdata/en/ec/131359.pdf, for the European
Council 28/29 June 2012 conclusions see
http://www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/ec/131388.pdf, and for Towards a
Genvuine Economic and Monetary Union see

http://ec.europa.eu/economy finance/focuson/crisis/documents/131201 en.pdf

42 Article 127 is reproduced in Annex 1 of this document and a consolidated version of TFEU can be found
at http://eur-lex.europa.eu/LexUriServ/LexUriServ.do2uri=0J:C:2010:083:0047:0200:en:PDF

43 ESM is more fully outlined in Annex 2, and the (yet to be ratified) treaty can be found at
http://www.consilium.europa.eu/media/1406404/treaty establishing the esm 2012 final.pdf
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of influential actors outlined their vision as to how BU might fit into a
refashioned EU financial framework.#4

As instructed by the Council, on 12 September 2012 the EU Commission
published its vision of BU with:

e A proposed design for the second element of BU in the form of a
Single Supervisory Mechanism (SSM).

e A proposal relating to the EBA's responsibilities for the first element — a
single rule book — while ensuring that EBA’s decision-making remained
balanced in light of the new SSM.

e Confirmation that a proposal for a single resolution mechanism would
follow as part of the roadmayp for BU.45

At the heart of the Commission’s proposed design is an expanded role for the
ECB that, as foreshadowed by the 29 June euro summit statement, depends
on TFEU 127 (6). This tfreaty Article allows:

‘The Council, acting by means of regulations in accordance
with a special legislative procedure, may unanimously, and
after consulting the European Parliament and the European
Cenftral Bank, confer specific tasks upon the European Central
Bank concerning policies relating to the prudential supervision
of credit institutions and other financial institutions with the
exception of insurance undertakings.’

While the Commission’s 12 September 2012 proposals and communications
cover a lot of ground, these documents do not explicitly discuss the role of
the ESRB and its relationship to the ECB’s supervisory function, particularly in
relation to systemic risks that might inifially be non-prudential in form. Neither is
it clear whether the conditionality associated with the establishment of the
ESM is met with the establishment of the proposed SSM or whether perhaps a
resolution mechanism also needs to be in place. The Commission’s 12
September 2012 package does not expand on plans for the ESM. However,
this was probably owing to constitutional discussions concerning the
ratification of the ESM by Germany .4

5.2.2 The possible influences on BU’s design

Even within these parameters, BU's shape can take on any number of
possible variations. Nonetheless the EU has a number of
institutional/regulatory/market frameworks that can be drawn upon, as well

44 For instance, Mark Hoban suggested that to avoid fragmenting the single market, BU — as it applies to
supervision and resolution —is a matter for the eurozone states, while a single rule book should apply to all
27 members of the EU (as is the case today) — Banking Union in the eurozone (9 July 2012) - http://www.hm-
freasury.gov.uk/fst speech 090712.htm. Whereas Michel Barnier stated that in his personal view BU should
be built for all 27 Member States — Towards a European financial union and a more solid European banking
sector (12 July 2012) -
http://europa.eu/rapid/pressReleasesAction.do2reference=SPEECH/12/554&type=HTML.

45 For the EU Commission’s BU proposals see

http://ec.europa.eu/internal market/finances/committees/index_en.htm#maincontentSecl

46 On the same day that the Commission’s proposal was announced — 12 September 2012 — Germany's
Federal Constitutional Court ruled against petitioners challenging the ESM. For more on this see A Setback
for Germany'’s Euroskeptics, as reported by Spiegel Online -
http://www.spiegel.de/international/europe/constitutional-court-ruling-a-setback-for-germany-s-
euroskeptics-a-855413.html
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illustrated by the Commission’s September package. In summary, these
include:

e Existing EU treaty provisions.

e The European System of Central Banks (ESCB) — the ECB and NCBs of
the 27 Member States.

e The new European System of Financial Supervisors (ESFS): the European
Systemic Risk Board (ESRB) — which is responsible for macro-prudential
oversight — and three European Supervisory Authorities (the ESAs).

e Current support mechanisms: European Financial Stability Mechanism
(EFSM) and European Financial Stability Facility (EFSF).

e Regulations in place - such as the Bank Winding-up Directive — orin
train — for example, the new elements of the Capital Requirements
Regulation and the Capital Requirements Directive (CRR/CRD 4), the
Recovery and Resolution Directive (RRD), and the proposed revision of
the Directive on Deposit Guarantee Schemes (DGS).

e Current reviews pertaining to the character/definition/structure of the
EU’s financial firms and markets, such as the Liikanen Review.

In all likelihood, BU's final design will also be influenced by regulatory reform
elsewhere in the EU — not least in the UK — and the broader call for changes in
the style of supervision. Discussions on the style of supervision are also now
being linked to the call for changes in the culture of banking through the
implementation of improved banking standards (e.g. corporate and internall
(risk) governance standards) and professional codes of conduct which should
support better people risk management.

The current regulatory focus on the supervision of Systemically Important
Financial Institutions/Systemically Important Banks (SIFIs/SIBs) will also continue
to shape BU.# Therefore developments on this front also need to be
monitored and considered as BU is negotiated.

47 Annex 2 includes references to the work done by the Financial Stability Board (FSB) and the Basel
Committee on Banking Supervision (BCBS) on SIFls and SIBs, as well as FSB's work on enhanced supervision
and the July 2012 call for evidence on banking standards by a UK Parliamentary Commission.
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