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EXECUTIVE SUMMARY 

This document was commissioned by the European Parliament’s Committee on Economic and 
Monetary Affairs (ECON).  It is a quick critique, conducted over a four week period, of those 
sections of the European Commission’s Impact Assessment (hereafter “the IA”) on the revisions 
to the Capital Requirements Directives that relate to home-host issues and crisis management.1 

Reform of the CRD 
The Capital Requirements Directives (implementing the Basel II framework) — hereafter 
collectively referred to as the CRD — had previously left open a number of issues relating to 
home-host supervision and crisis management.  Current proposals are under consideration for 
modifying the CRD in these areas. 

The Commission’s Impact Assessment of these proposed revisions in these areas defines the 
problems with the current approach that they seek to address as being: 

 Extra compliance costs and unlevel playing field for cross-border financial groups in 
going-concern situations 

 Sub-optimal effectiveness of supervisory arrangements in prevention of crisis 
situations 

 Costs to creditors, employees and shareholders of cross-border groups as well as 
taxpayers in case of bank failure 

 Increased financial stability risks for host Member States of systemically relevant 
branches 

 Potentially higher direct and indirect costs for the industry and EU economy in case 
of broader crisis 

The four general objectives of the proposals are to ensure that the effectiveness of the Capital 
Requirements Directives is not compromised in terms of: 

– Enhanced financial stability 

– Enhanced safeguarding of creditor interests 

– Ensuring international competitiveness of EU banking sector 

– Further promoting the internal banking market integration 

There are six specific objectives: to 

– Enhance legal certainty 

– Enhance supervisory cooperation 

– Enhance level playing field 

– Reduce compliance burden 

– Promote cross-sectoral convergence 

– Reinforce risk management 

                                                 
1  See pp99ff of http://ec.europa.eu/internal_market/bank/docs/regcapital/impact_assessment_en.pdf 
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For Home-Host Issues & Crisis Management, the following Operational Objectives were 
identified 

– Clarify and define rules and appropriate structures for cooperation and information 
sharing between home and host supervisors in going concern situations 

– Clarify and define appropriate rules for cooperation and information sharing between 
home and host supervisors in crisis situations. 

– Remove impediments to information sharing between supervisors, central banks 
and finance ministries.   

– Allow host supervisors to be better informed. 

Going Concern situations 
Regarding cooperation in “going concern” situations, the IA rejects the options of retain the 
current approach of relying on the country of origin principle, developing a lead supervisor 
model, or having a single EU financial supervision authority.  The preferred option is to have 
formal colleges of supervisors with involvement of CEBS and reinforced powers of a 
consolidating supervisor.  The key putative advantage of this option is that increased 
cooperation would identify potential crises at an earlier stage. 

We note a number of weaknesses in the IA in this area, including 

 It is unclear, in this arrangement, how decisions of colleges are to be enforced at 
Member State level. 

 The IA focuses on the drawbacks of regulatory diversity, but neglect the benefits 
(especially in terms of the discovery of regulatory best practice) and understate the 
drawbacks of excessive harmonisation of imperfect rules in terms of increasing 
systemic risk. 

 The proposal also appears not to take account of widely-discussed proposals for 
reforming the international financial architecture, including a wider role for the IMF 
as an international “early warning” system, or of the possibility that capital 
requirements might in future become an instrument of counter-cyclical monetary 
policy. 

Supervisory management in crisis situations 
The IA’s preferred option here is “specification of tasks, mandates and interaction with other 
forums”, and it rejects the current approach of cooperating under a memorandum of 
understanding, and likewise rejects the option of assigning responsibility to a consolidating 
supervisor.  The key putative advantage of the preferred option is that it is believed to enhance 
stability, legal certainty, supervisory cooperation, and the safeguarding of creditor interests. 

We consider that it might have been better to define various sorts of crises and the institutional 
interactions that would be appropriate to each form of crisis (e.g. which forms of institution 
would be expected to be in the lead).  We consider rather odd the IA’s apparent view that there 
is a sudden change between a no-crisis and crisis situation, yet in a crisis situation the 
supervisory framework is likely to be swept away in practice. 

Furthermore, our view is that the IA does not appear to reflect the reality of the close 
involvement of finance ministries in the current crisis, its consideration of the role of central 
banks is sketchy, and the roles of competition authorities and international agencies such as the 
IMF and the Basel Committee (all of which have been importantly involved in present events) 
are overly vague. 
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Access to information for host supervisors of systemically relevant 
branches 
The IA’s preferred option was to increase information for colleges in crisis situations, in 
preference to retaining the current approach of specific information exchange requirements.  
This is believed to be more effective in terms of legal certainty, supervisory cooperation and 
financial stability. 

We note that information-sharing could be complicated if there are many participants involved.  
We also wonder whether the IA recognises sufficiently that there may be good reasons, as 
opposed to frivolous ones, why supervisors are currently reluctant to share information, and 
that forced sharing might undermine the quality of information provided. 

Determination of which branches are systemically relevant 
The IA’s preferred option was to have an open list of criteria and determination by host 
supervisor. 

Exchange of information between central banks, finance ministries 
and supervisors 
The preferred option is to require supervisors to exchange information with central banks and 
finance ministries.  This is preferred to the current approach in which home supervisors must 
alert central banks and finance ministries in emergency situations (subject to confidentiality 
safeguards), because this is considered better at achieving financial stability. 

We note that the IA may not take full account of the potential intrinsic costs of information 
sharing (to firms and to Member States) in cases where sharing is currently limited.  The IA’s 
assumption appears to be that current refusals to share information are largely frivolous. 

Combined impacts 
The IA regards its measures as having unambiguously positive combined impacts for the 
banking industry, supervisors, and financial stability. 

Without, here, entering into a separate overall assessment, we note that some of the 
considerations in previous sections may imply that impacts are less unambiguously positive, and 
that potential drawbacks of various sorts of the proposals might usefully have been 
acknowledged, even if the conclusion would still be that, on balance, the same options were 
preferred. 

The single most important weakness appears to us to be the lack of an adequate treatment of 
how supervisory arrangements should differ in different types of crises.  We believe that the 
proposals might potentially usefully be amended to spell this out in more detail — for example 
by emphasizing the lead role of central banks in liquidity crises, finance ministries in solvency 
crises associated with past losses, and competition and industrial policy authorities when 
solvency crises reflect future profitability concerns and hence a need for material industrial 
restructuring. 

Overall, the IA appears to us to reflect relatively few of the insights garnered during the 
evolution of the crisis since summer 2007.  Perhaps this is because a judgement was made that 
it is too early to learn all the lessons from this crisis.  That judgement may be correct.  But in 
that case, might one consider whether this is the time to be revising the CRD at all?  Given the 
fluidity of events and the acknowledged difficulty in drawing lessons, how confident can one be 
that reforms at this time will make matters better rather than worse? 
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The limited timescale and scope of the present study mean that we have not been able to 
conduct our own independent quantitative analysis of the options the Commissions or of others 
we might have recommended be considered.  But, based on the considerations above and in the 
main body of this document, our tentative recommendations would be either to delay reforms in 
this area until it is clearer, drawing on the lessons of the present crisis, what reforms are most 
appropriate; or, if reform at this stage really is considered urgent and imperative, at least to 
include among these reforms a much clearer specification of arrangements for dealing with 
crises, recognising the different lead players in different kinds of crisis: central banks in liquidity 
crises; finance ministries in solvency crises associated with past losses; and competition and 
industrial policy authorities in future profitability crises necessitating significant restructuring of the 
sector. 
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1. INTRODUCTION 
This document was commissioned by the European Parliament’s Committee on Economics 
Affairs (ECON).  It is a quick critique, conducted over a four week period, of those sections 
of the European Commission’s Impact Assessment (hereafter “the IA”) on the revisions to 
the Capital Requirements Directives that relate to home-host issues and crisis 
management.2 

From Section 2 we critique the IA.  In each section we mark in bold blue the Commission’s 
line from the IA, and in italic red our own remarks upon what the Commission says. 

Section 2 itself considers the IA’s overall assessment of the problem motivating the 
proposed CRD amendments in this area, and sets out the Commission’s objectives for these 
amendments.  From Section 3 onwards, we move to considering the Commission’s options 
and its assessment of the impacts of those options, for each of the detailed proposals.  
Specifically: 

a) Section 3 considers “going concern” situations 

b) Section 4 considers how supervisory arrangements might respond in/to a crisis 

c) Section 5 looks at access to information for host supervisors 

d) Section 6 considers how to assess whether branches are systemically relevant 

e) Section 7 considers interaction with finance ministries and central banks. 

f) Section 8 considers the IA’s view of the combined impacts of its preferred 
options. 

g) In two Appendices, we set out, at a general theoretical level, how one might 
understanding the goals of prudential supervision and the nature of financial 
crises, and sketch a brief history of the relevant legislation.  

As will be seen, our view is that the IA is set out elegantly and is formally adequate so far 
as it goes (in the sense of addressing the formal steps of an impact assessment), with the 
possible exception of its treatment of geographic impacts (see paragraph 0 below), but that 
the proposals and analysis appear to reflect surprisingly few of the lessons and debates 
that have emerged during the financial crisis that has been in progress since summer 2007 
— perhaps the single most important of these being its sketchy treatment of crises and 
consequently its failure to provide an adequate framework for determining how cooperation 
between authorities should differ in different types of crisis.  This lack of absorption of the 
implications of recent events leads us to wonder whether the reforms proposed might 
perhaps be premature, and whether, instead, it might have been better to wait until clearer 
and more widely accepted lessons could be drawn. 

                                                 
2  See pp99ff of http://ec.europa.eu/internal_market/bank/docs/regcapital/impact_assessment_en.pdf 
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2. Home-Host Issues & Crisis Management — the 
Commission’s Impact Assessment 

This section lays out the Commission’s definition of the problem motivating this set of 
amendments to the CRD and its objectives in addressing those problems. 

2.1. Definitions 
Cross-border branches do not have independent legal status.  They are supervised by 
the home Member State of their parent institutions.  Member State supervisors have 
limited and residual responsibilities (e.g. liquidity).   

Cross-border subsidiaries are separate legal entities.  They are supervised on a solo 
basis by the authorities of their host Member State of establishment (i.e. where they are 
incorporated). 

The ‘consolidating supervisor’ (the national supervisory authority in the Member State 
where a group’s parent institution is authorised) is responsible for the consolidated 
overview of the financial health of a financial group, including its parent, branches and 
subsidiaries. 

2.2. Problem Definition 
The IA identifies3 the problems with the current approach as: 

– Extra compliance costs and unlevel playing field for cross-border financial 
groups in going-concern situations 

– Sub-optimal effectiveness of supervisory arrangements in prevention of 
crisis situations 

– Costs to creditors, employees and shareholders of cross-border groups as 
well as taxpayers in case of bank failure 

– Increased financial stability risks for host Member States of systemically 
relevant branches 

– Potentially higher direct and indirect costs for the industry and EU economy 
in case of broader crisis 

Remarks 
The present system for preventing cross-border spread of bank failures and banking crises 
and for handling them is based on nation states and in principle downplays or ignores 
cross-border problems.  It is this crucial area that that the proposed changes must address. 

One can always quibble with problem definitions in IAs, and indeed problem definition (or 
“rationale”) is often the weakest part of IAs — the “error at the outset” that undermines the 
quality of the IA as a whole.  Further, in the case of this particular IA it is questionable how 
robust the problem definition is to what might be quite large structural changes in the EU 
financial services sector, over the next few years, as a consequence of recent events.  
There must be a danger of chasing the problem or of solving yesterday’s problem instead of 
tomorrow’s. 

Nonetheless, the problem definition here is at least arguably defensible. 

                                                 
3  Page12, IA. 
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2.3. Objectives 
The objectives of the policy review are broken down into the following 
categories4.  The first four general policy objectives are to ensure that the 
effectiveness of the Capital Requirements Directives is not compromised: 

– Enhance financial stability (G-1); 

– Enhance safeguarding of creditor interests (G-2); 

– Ensure international competitiveness of EU banking sector (G-3); 

– Further promote the internal banking market integration (G-4). 

The specific objectives are to: 

– Enhance legal certainty (S-1); 

– Enhance supervisory cooperation (S-2); 

– Enhance level playing field (S-3); 

– Reduce compliance burden (S-4) 

– Promote cross-sectoral convergence (S-5); 

– Reinforce risk management (S-6); 

Operational Objectives were identified in order to address specific problem 
drivers.  The achievement of these Operational Objectives is supposed to lead to 
the achievement of the general objectives and certain specific objectives.  For 
Home-Host Issues & Crisis Management, the following Operational Objectives 
were identified 

– Clarify and define rules and appropriate structures for cooperation and 
information sharing between home and host supervisors in going concern 
situations.  (S-1,2,3,4) and (G1,2,3,4) 

– Clarify and define appropriate rules for cooperation and information 
sharing between home and host supervisors in crisis situations.  (S-1,2) 
and (G-1,2,3,4). 

– Remove impediments to information sharing between supervisors, central 
banks and finance ministries (S-1,2) and (G-1,2,3,4).   

– Allow host supervisors to be better informed (S-1,2) and (G-1,2,3,4). 

                                                 
4  Page 20, IA 
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3. Improving cooperation arrangments in “Going 
Concern” Situations 

3.1. Current Approach  
The EU supervisory framework is based on the supervision on a consolidated basis and the 
country of origin principle.  The supervision of credit institutions is carried out by both 
home and host Member State (MS) supervisory authorities.   

Supervisors are required to have specific written arrangements in place in order to facilitate 
and establish effective supervision.   

CEBS has developed a template Memorandum of Understanding (MoU) for colleges. This is 
focused on developing a common risk assessment, and is not specific in other areas.  This 
is for guidance only, and is not legally binding. 

“Going concern” is the language the IA employs to refer to a non-crisis situation.  It is 
worth noting, that a “going concern” in usual parlance refers to a single company operating 
in its present form. This may be thought indicative of, in the language of Appendix 
paragraph 0, a type (b) approach to regulation in which the focus is on an individual firm 
and the systemic risks involved are not central — potentially a weakness.  

3.2. Policy Option Comparison 
Policy Option Comparison 

Policy Options 
Effectiveness Acceptability Consistency Efficiency 

1.1 Retain current 
approach 

5 2 4  

1.2 Formal colleges of 
supervisors 

4 2 2  

1.3 Formal colleges of 
supervisors with 
involvement of CEBS 

2 1 1  

1.4 Develop a lead 
supervisor model 

3 2 4  

1.5 Formal colleges of 
supervisors with 
involvement of CEBS and 
reinforced powers of 
consolidating supervisor 

1 2 3  

1.6 EU financial 
supervision authority 

    

*The policy highlighted is the preferred policy option.  5 is the maximum score.  The scores are 
as determined by the IA (i.e. these scores are determined by the Commission). 
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Option 1.1: Retain current approach 

Option 1.1 contains a MoU to encourage cooperation between supervisors. 
However, the IA argues that the MoU is not specific in areas such as development 
of a common reporting framework, implementation of Pillar 2 measures and 
disclosure requirements on subsidiaries. It believes differences in supervisory 
approaches between home and host supervisors in these areas may be costly for 
cross-border groups, and concerns of cross-border banking groups about 
overlapping supervisory requirements would not be fully addressed. Hence it does 
not enable an enhanced level playing field (S-3).  

The MoU is not legally binding, so it is believed it would not enhance legal 
certainty (S-1).  

The IA highlights concerns that the MoU does not provide supervisors with the 
necessary incentives to develop a group-wide approach to prudential 
requirements (Enhanced supervisory cooperation, S-2), and may lead to the 
development diverging national approaches. 

The IA holds that it would not reduce the compliance burden (S-4) or enhance 
financial stability (G-1).  

Regulatory competition 

Although there is no space to argue the point in detail here5, it is important to note that, as 
well as the perils of regulatory competition often rehearsed and reflected in the discussion 
in the IA, there are also potential merits to having some limited degree of regulatory 
competition. Regulatory competition and harmonisation are not obvious contradictories in a 
dynamic setting in which policy makers either do not know the perfect form of regulation or 
in which the best form of regulation evolves through time. Through regulatory competition 
it is possible to identify best practise measures and then later implement them in a 
harmonised manner.  

Furthermore, there are drawbacks to excessive harmonisation, particularly the associated 
elimination of diversity. If all Member States in Europe have the same regulations, then this 
may lead to all Member States making the same regulatory mistake together. This poses a 
clear systemic risk. An all too clear example of which is the current financial crisis, with 
many commentators pointing to common regulatory failings as one of the causes.  

Regulatory competition is also desirable to prevent regulatory excess.  The Sarbanes-Oxley 
Act is now frequently used to show the dangers of burdensome regulation, which diverted 
much business away from the USA and towards the London markets. 

Option 1.2: Formal colleges of supervisors 

The IA argues that this approach would enhance financial stability (G-1) in terms 
of being more effective in the prevention of cross-border financial crises, by 
allowing for a broader picture of a group’s risks. 

The IA holds that more structured multilateral cooperation between supervisors 
would better involve host supervisors and while improving efficiency by avoiding 
duplication of tasks (Reduce compliance burden, S-4). 

                                                 
5  See Section 4, pp56ff, of The Impact of the New Financial  Services Framework — A Report by 
Europe Economics for the Internal Policies Directorate of the European Parliament, March 2007. 
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The IA states that the need to produce 'collegial' decisions will provide strong 
incentives for supervisors to consider the allocation of economic and regulatory 
capital within the group and reduce overlapping prudential and information 
requirements. 

The IA acknowledges that there may be a possible increase of administrative 
burden to supervisors. 

Remarks 

An objection which could be made to supervisory colleges is that there is no mechanism to 
ensure national enforcement of international decisions.  

It could be argued6 that this scheme would only be only be helpful for banks of modest 
size, since, at least typically, large banks in the EU do extensive business outside the EU.  
In which case, this system could be effective for major cross-border institutions only, whilst 
the remaining banking activity, such as small national banks and banks active in a few 
countries, could use the supervisory colleges structure. 

Conflicts of authority 

One question that remains unclear is how decisions of colleges are to be implemented in 
practice if parts of those colleges (e.g. a host country’s supervisor) does not enforce the 
decision to the satisfaction of other parts of the college. 

The IA states “that all cross-border banking groups might not necessarily need a strongly 
formalized college in place.” It continues by saying that in this instance, written 
arrangements would be made (not legislative) among home and host authorities. It might 
have been useful if guidelines were offered as to when a cross-border banking group would 
not need a strongly formalized college. The fact that different arrangements may need to 
be made for each cross-border banking group may significantly complicate the job of the 
supervisors and this should be addressed in the more detail in the IA. Considerable debate 
may ensue on which supervisors to include in which college. There is also a risk that, in 
order to achieve “collegial” decisions, guidelines end up being based on the lowest common 
denominator. 

A more extreme version of such problems might be the danger that the parent bank’s 
home countries authorities could, in principle, be unable or unwilling to use powers given to 
them, whilst, in turn, host countries might lose powers that they would have been willing 
and able to employ.7 

A further issue the IA might want to consider in more depth, is that argued by Schuler 
(2002). He argues that there may be incentive conflicts between home and hosts as home 
country regulators might want to disguise or delay information about a poorly performing 
branch. Supervisory conflicts may also be deepened when the systemic relevance of banks 
differs between countries.   

                                                 
6  e.g. page 5, “Comment on Achieving Financial Stability with Cross-Border Banking in an EU Perspective by 
Mattias Persson”, Geoffrey Wood. 
7  See, for example, p9 of “Achieving Financial Stability with Cross-Border Banking in an EU Perspective” by 
Mattias Persson. 
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Option 1.3: Formal colleges of supervisors with involvement of CEBS 

The IA expresses concerns that the level playing field between firms may be 
impeded by diverging regulatory and supervisory practices adopted under a 
narrow college of supervisors model.  Hence, this option would not achieve an 
enhanced level playing field (S-3). It goes on to say that this may be detrimental 
to further convergence of practices among Member States. 

In the approach laid out by Option 1.3, the IA argues that these conerns would be 
mitigated by involvement with CEBS, which could closely monitor the convergence 
of supervisory practices. 

The IA argues that, unlike Option 1.2, Option 1.3 will allow for minority views to 
be expressed, since matters could be referred to CEBS, who would act in a 
‘mediation’ role where supervisors do not agree within colleges on key group 
supervisory aspects (e.g. Pillar 2 measures on subsidiaries, reporting 
requirements). This, the IA expects, would provide supervisors with stronger 
incentives to reach agreements within colleges (Enhance supervisory cooperation, 
S-2). 

The IA acknowledges that the mediation mechanism in case of disagreement on 
key supervisory issues might make the decision-making process difficult and 
lengthy, which would be a negative aspect to this approach from the banks’ 
perspective. Although the IA says, as in the case of the Solvency II proposal, the 
mediation mechanism is coupled with the consolidating supervisor having a last 
say in taking final decisions, which is subject to a specific timeframe. 

Option 1.4: Develop a lead supervisor model 

The lead supervisor model was developed by the European Financial Roundtable.8 
In it, the lead supervisor would be the single point of contact for the credit 
institution and would be the sole authority for all matters of prudential 
supervision at the level of the group and its constituents, including, but not 
limited to, model validations and authorisations, Pillar 2 and Pillar 3 issues and 
capital allocation. The lead supervisor would make use of the expertise and 
knowledge of local supervisors / other members of the college and entrust tasks 
to them by means of the delegation of tasks and, where appropriate, 
responsibilities. A mediation mechanism at CEBS would be available if 
disagreements were to arise between the 'lead supervisor' and other members of 
the college. 

The IA states doing away with solo supervision for subsidiaries is not viable in the 
banking sector. IA argues that since national supervisors would remain 
responsible for the financial stability in their own jurisdiction, this option would 
result in a misalignment between the host supervisors' financial accountability 
and their competencies in terms of prudential requirements and, therefore, is not 
commensurate with the EU financial architecture. The IA believes this would 
particularly impact on new Member States. 

                                                 
8  Also known as the European Financial Services Roundtable — see http://www.efr.be/ for a list of 
members. 
 For the development of this model, see Monitoring Progress in EU Prudential Supervision, The European 
Financial Services Roundtable, September 2007. 
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Remarks 

This model could affect the level playing field for cross-border banking groups (in 
opposition to objective S-2, to enhance the level playing field). 

It could be argued that this model could work for banks with limited cross-border activities 
that are insignificant to the host country.  On the other hand, it should be noted that the 
importance of cross-border banking has grown in recent years, so (if this trend were to 
continue) this may not be a viable long-term solution. 

A possible counter to the concerns expressed in the IA, would be to consider the possibility 
of extending the lead supervisor model by giving the home country a pan-EU mandate, in 
which the home country regulators would be required to take the other countries concerned 
into account in its assessments and decisions (e.g. because they were agencies of the EU 
as a whole rather than of individual Member State governments). 

Option 1.5: Formal colleges of supervisors with involvement of CEBS and reinforced powers 
of consolidating supervisor 

Supervisors will be required to draw up “formal colleges of supervisors”.  CEBS 
defines colleges of supervisors as “permanent, although flexible, structures for 
cooperation and coordination among the authorities responsible for and involved 
in the supervision of the different components of cross-border banking groups.”  

Colleges would involve central banks, “where appropriate” (we are unclear what 
“where appropriate” means, and regard the concept as vague and rather odd, since central 
banks must surely be centrally involved in the provision of lender-of-last-resort funds in the 
event of a crisis and hence must be intimately involved in the supervisory process in 
advance).  The legislation would specify i) authorities to be involved in the college 
and ii) supervisory activities to be dealt with by supervisors in a collegial manner.  
CEBS would act as a moderator in case of disagreement on key supervisory issues 
and to allow for minority views to be taken into account.   

The IA argues that this option provides a clearer decision making process to 
increase both the effectiveness and the efficiency of supervision while ensuring 
consistency across colleges (Reduce compliance burden (S-4).  

The IA believes this approach will enhance supervisory cooperation (S-2) (as in 
Option 1.3), due to host supervisors being fully involved and better informed 
within colleges on group-related supervisory aspects.  

The IA believes this approach to be compatible with the current supervisory 
accountability structure in the EU in crisis situations. 

Balance between regulatory objectives 

In Appendix 1 we explain that prudential regulation and supervision can be conceived of as 
operating at three levels: 

a) as the counterpart of the lender of last resort function; 

b) as the representative of small stakeholders; 

c) as the protectors of financial stability. 

The prudential regulation of banks typically blends these three aspects in some way.  It is worth 
noting however, that: 

 These three notions of supervision involve subtle differences of stakeholder and thus 
potentially different (and even potentially conflicting) supervisory interests. 
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 Assuming, for our purposes here, that all three roles will always be present to some 
degree, it is by no means clear that the balance between them will be invariant to 
circumstance. 

The form of the proposals for colleges of supervisors does not appear to us to reflect the 
potential diversity of needs and circumstance arising from these multiple overlapping 
regulatory objectives.  This weakness in the IA will become more significant in the next 
section when we move on the consider crises, but is of specific relevance to the issue of the 
separation of central bank from supervisory functions. 

The separation of central bank from supervisory functions 

Central banks in the EU have responsibility for monetary policy and price stability 
mandates, whilst banking supervision is carried out by independent agencies. The study on 
“Financial Supervision and Crisis Management in the EU” comments that although there are 
formal and informal communication lines between the two, there may lie a problem “that 
this separation no longer breeds officials with the appreciation of systemic risks that 
naturally arises out of an experience that combines banking supervision with open-market 
and foreign exchange operations.”9  

It argues that a potential development on an EU scale would be for the Working Committee 
on Financial Conglomerates to support Member State supervisors in monitoring and 
coordinating supervisory activities over the twenty or so systemically relevant, largest 
banking and financial groups in Europe. The Study argues that The Financial Conglomerates 
Committee  

– could take on a broader strategic view of the European market as a whole and 
examine the risks and related challenges posed by financial conglomerates to the 
European financial system. 

– should conduct research into systemic issues, working closely with the ECB in a 
mutually informative and supporting role. 

– could, in due course, become a focus for the discussion of systemic issues that arise 
not only across EU borders, but also within Member States, and throughout 
international financial markets. 

Option 1.6: EU financial supervision authority 

The IA states that Option 1.6 would entail different models of supervision 
(European regulatory agencies, European system of supervisors, single European 
supervisor), and hence “upgrading” CEBS.  

The IA believes that upgrading CEBS to an agency could enhance the confidence 
of host supervisors that the consolidating supervision will duly take into account 
financial stability concerns in all Member States and would not result in further 
fragmentation. 

The IA states that efficiency of centralised supervision is questionable if 
compared to that of colleges of supervisors, which benefit from the expertise of 
local supervisors.  

The IA believes that the system is likely to create an uneven level playing field 
between institutions supervised at the European level and those supervised at the 
national level. Thus, it would not create an enhanced level playing field (S-3).  

                                                 
9  Page 50, “Study of Financial Supervision and Crisis Management in the EU”, (IP/A/ECON/IC/2007-069), by 
the European Parliament’s Committee on Economic and Monetary Affairs, December 2007.   
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The IA considers that a more centralised and direct supervision of banks by a 
European agency does not seem commensurate with the current financial 
accountability structure and would likely entail a change to the Treaty. In 
conclusion, the IA rejects this option, and does not deem it appropriate to do a 
thorough assessment. 

Remarks 

Some benefits to an EU financial supervision authority which have not been detailed in the 
IA might be that the setting up of such a body would lead to the establishment of principles 
for equitable treatment of the partner countries and burden-sharing, should there be a 
cost.  In turn, this could increase the effectiveness of supervision and reduce the regulatory 
burdens for firms in substantial cross-border activities.  Interestingly, where reducing the 
compliance burden and improving efficiency are objectives of the Commission, Schüler and 
Heinemann (2005) have estimated substantial cost efficiency gains with a European 
supervisor. 

It may well be unlikely that at the present time there would be the necessary political will 
to give up national control of national budgets, and give an international body unlimited 
access to these budgets.  Such grievances could perhaps be worked around eventually, 
however, and this is a possible route to which more thought could be given in future. 

Summary 
Option 1.1 is rejected as it is believed it would not enhance legal certainty (S-1), 
supervisory cooperation (S-2) orthe level playing field (S-3). The IA holds that it 
would not reduce the compliance burden (S-4) or enhance financial stability (G-
1).   

Options 1.3 and 1.5 alone are deemed to effectively contribute to all of the 
relevant objectives.   

Option 1.5 is considered more effective with regard to reducing the compliance 
burden (S-4), and so is the preferred option.   

Further comments 

Increased costs to regulators 

The IA does acknowledge that there may be a possible increase of administrative burden to 
supervisors, as they would be required to regularly meet to come to common supervisory 
decisions. However, the IA concludes that it is “expected to be rather immaterial”.  
Unfortunately, no quantitative evidence is offered in the IA to support this conclusion. 

It is perhaps worth noting that, since the IA does not spell out in detail by how much 
regulatory/administrative costs would be greater under Option 1.3 than Option 1.5, this 
appears a somewhat weak basis for preferring Option 1.5. 
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International aspects 

The IA takes little or no account of the developing ideas on the international financial 
architecture, for example how the colleges of supervisors would interact with a newly 
reconstituted IMF acting as a "global early warning system" or as a global coordinator in 
coping with global crises.  For this to function there would have to be quite strict formal 
arrangements, but this possibility is not reflected in the IA.  Similarly, there has been much 
coordination of international central banks (e.g.  coordinated interest rate cuts) and of 
finance ministries (e.g.  proposals for coordinated fiscal stimulus packages).  It might have 
been useful for the IA to address the issue of how the IA's colleges of supervisors would 
interact with supervisory authorities in countries outside the EU. 

The crisis has led to (perhaps temporary) changes in the Basel arrangements (e.g.  in 
respect of the mark-to-market provisions).  It would have been useful to understand more 
precisely how colleges of supervisors would contribute to interaction in such decision-
making. 
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4. Improving Supervisory Cooperation in Crisis 
Situations 

4.1. Current Approach 
The CRD currently requires cooperation between supervisors, and, “where appropriate”10, 
with central banks in crisis situations. This is complemented by a Memorandum of 
Understanding  developed by the EFC. 

4.2. Policy Option Comparison 
Policy Option Comparison 

Policy Options 
Effectiveness Acceptability Consistency Efficiency 

2.1 Retain current 
approach 

4 3 2  

2.2 Assign responsibility 
and leading role to the 
consolidating supervisor 

3 3 2  

2.3 Specification of tasks 
and mandates of home 
and host supervisors 

2 1 1  

2.4 Specification of 
tasks, mandates and 
colleges for crisis 
situations 

2 2 1  

2.5 Specification of 
tasks, mandates and 
interaction with other 
forums [sic.] 

1 1 1  

*The policy highlighted is the preferred policy option.  5 is the maximum score.  The scores are 
as determined by the IA (i.e. these scores are determined by the Commission). 

Option 2.1: Retain current approach 

Existing CRD requirements to cooperate and coordinate activities between 
supervisors and central banks in crisis situations would be expanded upon and 
complemented with a MoU developed by the EFC. 

The IA notes that legislative changes may be premature as further developments 
are underway and are yet to be tested. In particular, it expects the guidelines to 
move from purely national concerns to include a cross-border component. 
However, the IA also notes that MoU’s are not legally binding (so would not 
enhance legal certainty (S-1), and hence may not be sufficiently efficient or 
effective (i.e. it would not enhance financial stability, G-1). 

The IA may well be right in its caution concerning the effectiveness of Memorandums of 
Understanding at promoting supervisory cooperation. However, it should be noted that a 
MoU may well be a necessary first step in the process by which central banks and finance 
ministries are involved in crisis prevention.  

                                                 
10  IA page 113 
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Option 2.2:  Assign responsibility and leading role to the consolidating supervisor 

The consolidating supervisors tasks would be to coordinate supervisory activities 
and take a lead in the decision making process. 

The IA sees the advantage to this approach is that it would enhance legal 
certainty (S-1).  

The IA highlights the disadvantages to this option being that it does not 
incentivise the consolidating supervisor to take into account the effects of its 
decision on the financial stability of the host Member States. Plus, it considers 
this approach to not be commensurate with the current financial stability 
architecture, where national supervisors are accountable to their national 
Parliament and Treasury. 

Option 2.3:  Specification of tasks and mandates of home and host supervisors 

Legislation could impose on supervisors the obligation to have regard to potential 
impact of their decisions on the stability of the financial system in all Member 
States concerned. Thus, there would be a clear legal obligation to cooperate. 
Tasks performed by the consolidating supervisor in relation to host supervisors of 
subsidiaries and systemically relevant branches would be specified. 

By facilitating bank crisis resolution solutions, the IA believes that this option 
would contribute to minimizing the collective costs facing EU states from potential 
cross-border bank failures.   

The IA holds that this option is compatible with the current European financial 
stability framework.  

The IA see this option as a way to reconcile the goals of stable financial system 
and integrated financial market with the national financial supervision, through 
joint responsibility and accountability. 

It sees the advantages to this option being that it addresses disincentives to 
cooperate, but does not modify the responsibility of home and host authorities to 
ensure the financial stability in domestic jurisdictions. 

Policy option 2.4: Specification of tasks, mandates and colleges for crisis situations 

The IA believes that “crisis prevention and crisis management must be seen as a 
continuum.”11  Hence, it holds that colleges in crisis situations would logically 
complement option 1.3 where colleges are established for going-concern 
situations. 

The IA states the advantages to this option are that colleges are best situated to 
prepare contingency plans, and, as a crisis evolves, to perform and specify the 
assessment of the crisis. 

However, the IA argues that since colleges are only a vehicle for supervisory 
cooperation, they and are likely to become less relevant in crisis situations as 
most decisions would take place elsewhere. 

                                                 
11  Page 114, IA 
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The IA argues that formal colleges do not seem suited to all crisis scenarios, since 
specifying the form and the structure of cooperation between supervisors and 
central banks in crisis situation is likely to introduce unintended bureaucracy and 
reduce the flexibility that may be needed in a crisis situation. 

Interestingly, in the light of our discussion in Appendix 1, this appears to accept, albeit 
implicitly, that crises can differ in nature and that such differences may impact upon the 
ideal supervisory arrangements. 

Defining a Crisis 

The IA states that “a ‘crisis situation’ does not lend itself to a precise definition.  In terms of 
supervision, crisis prevention and crisis management must be seen as a continuum.” If this 
is the case, and one cannot strictly delineate a crisis prevention from a crisis management 
situation, it may nonetheless be useful to define different types of crises.  For example, as 
discussed in previous sections, it is not clear that all crises would require the same actions.  
Hence, in this way, appropriate specific supervisory arrangements could be outlined for 
each crisis type.  Consider Figure 1.  The IA wants to argue that there is no strict 
separation between “No Crisis” and “Crisis”, which we illustrate, in a stylized way, by 
drawing a continuous line between “No Crisis” and “Crisis” in the upper case in the figure.  
But this is not the only way in which there might be a continuum.  In the lower case there 
are three different types of crisis – in each case with a continuous (solid) line between “No 
Crisis” and some type of crisis.  But in this case the crises are distinct from one another. 

No Crisis Crisis 

Crisis Type 
A

Crisis Type 
B

Crisis Type 
C

No Crisis 

 
Figure 1: ‘No Crisis’ to ‘Crisis’ as a continuum 

Figure 1 perhaps concedes too much, because of course it could be argued that, in terms of 
supervision, the transition from crisis prevention to crisis management should not be seen 
as a continuum.  Examples to support this idea include September 2007 where the Libor 
rates soared above the Bank of England base rate and a week later Northern Rock is 
granted emergency financial support from the Bank of England, and Monday 15th 
September 2008, when Lehman Brothers filed for bankruptcy early in the morning, followed 
by shares around the world plummeting.  It seems fairly clear that the nature (or at least 
degree) of the crisis was (non-incrementally) different on September 16th from September 
12th 2008.  
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The IA does not appear to us to reflect the reality of the close involvement of finance 
ministries in the current crisis, and its consideration of the role of central banks is sketchy 
(at best).  Further, there is no recognition of the potential need to include competition 
authorities in decision-making and the role of international agencies is not very explicit.  
The IA’s attitude appears to be that in a crisis the supervisory framework is liable to swept 
away by force majeure, stating that “Colleges are only a vehicle for supervisory cooperation 
and are likely to become less relevant in crisis situations as most decisions would take 
place elsewhere”12, leaving one rather to wonder what the point is of setting out a crisis 
management framework at all.  This view also seems at odds with the idea, expressed 
earlier in the same paragraph of the IA (and disputed here above), that “crisis prevention 
and crisis management must be seen as a continuum.”  If colleges are irrelevant in a crisis 
situation, but there is no distinction between a crisis situation and one of no crisis, when 
are colleges ever really relevant at all?  The IA’s position here seems frankly incoherent. 

Policy option 2.5: Specification of tasks, mandates and interaction with other forums 

This option is designed to address the shortcomings of Option 2.4. Whilst colleges 
“will have a part to play in a crisis”13, legislation would make it clear that other 
forum (i.e. cross-border standing groups involving in particular Ministries of 
Finance) will take the lead in reaching certain decisions. 

Competent authorities participating in colleges will be expected to have full 
regard to the work of other forums that will be established under the EFC MoU 
between supervisors, Ministries and Finance and central banks. 

Financial Crises 

As explained in more detail in Appendix 1 we believe it is important to distinguish between 
three forms of crises: 

a) Liquidity crises 

b) Solvency crises arising from past losses  

c) Future profitability crises 

The authorities likely to be involved will differ depending on the nature of the crisis: 

 if the crisis is purely or mainly a liquidity crisis, then central banks would be in 
the lead; 

 if the crisis is purely or mainly a solvency crisis arising from past losses in which 
taxpayer capital injection is a potential policy response, then finance ministries 
would be in the lead; 

 if the crisis is purely or mainly a future profitability crisis necessitating 
significant industrial restructuring, then competition and industrial policy 
authorities would be in the lead. 

As well as differing in form, crises might differ in scope (one member state; a small 
number; the whole EU or even the whole world) and sector (just banks, banks and 
insurers, the whole financial sector, etc.). 

Different kinds and scopes of crises may involve different forms of interaction between 
regulatory and supervisory authorities. 

                                                 
12  IA, p115 
13  Page 115, IA 
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The above considerations suggest that, setting aside the option of establishing both a single 
currency operating throughout the EU and a single pan-EU financial regulator (either 
through the ECB or as a separate institution), the reality is that there must be cooperation 
between Member State-based supervisory institutions.  Let us use the term “colleges” to 
denote groups of small numbers of Member State-based supervisory institutions.   

The membership of such colleges will obviously include financial regulators, and in times of 
crises, inevitably, also include central banks, ministries of finance, and competition 
authorities. 

In crises of broad scope, there will also need to be cooperation between these colleges and 
EU-level institutions (e.g.  DGCOMP) and also international institutions such as the IMF and 
the Basel Committee. 

Summary 

Option 2.1 is rejected as it is believed it would not achieve the objectives to 
enhance legal certainty (S-1), enhance supervisory cooperation (S-2), enhance 
the level playing field (S-3), enhance financial stability (G-1) and enhance 
safeguarding of creditor interests (G-2). 

Option 2.2 is deemed only effective with regard to enhanced legal certainty (S-1), 
and to be not acceptable to all stakeholders. 

Option 2.5 is considered effective with respect to all the relevant objectives, and 
to be “marginally more effective” with regard to attaining enhanced financial 
stability (G-1) and enhanced safeguarding of creditor interests (G-2), and so is 
the preferred option.   

Other remarks 

The proposition that a going-concern situation developing into a crisis situation should be 
viewed as a continuum in terms of supervision, perhaps indicates an alignment to the 
prudential regulation of type (b) (Appendix paragraph 0), i.e.  the form of prudential 
regulation that exists to protect the providers of bank capital.  This may suggest that 
inadequate consideration is given to the systemic risk that the failure of a single institution 
may pose (more relevant to type (a) or type (c) concepts).  

This is in line with other commentators’ views concerning the central weaknesses of the 
Basel II framework.  For example, from the “Study of Financial Supervision and Crisis 
Management in the EU” 14: 

“The major weaknesses in the CRD stems from the flawed regulatory model of Basel 
II – a model that attempts to approximate a bank’s regulatory capital to its 
economic capital without directly focusing on the externality of systemic risk – and 
hence fails to protect society from the social cost of bank risk-taking and banking 
behaviour.” 

                                                 
14  Page 40, “Study of Financial Supervision and Crisis Management in the EU”, (IP/A/ECON/IC/2007-069), by 
the European Parliament’s Committee on Economic and Monetary Affairs, December 2007.   
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In response to this crisis, there has been some policy debate about the use of bank capital 
requirements as a counter-cyclical instrument of monetary policy (including at the Basel 
Committee).15  If implemented, such a system would require highly formalised interactions 
between central banks and other financial regulators acting as prudential supervisors.  
Drawbacks and advantages of the Options considered in the IA if such monetary policy 
were to become widespread are not considered. 

                                                 
15  See, for example, the speech by UK Shadow Chancellor George Osborne to the Harvard Business School on 8 
April 2008: 
http://www.conservatives.com/News/Speeches/2008/04/George_Osborne_Lessons_from_the_credit_crunch.aspx 
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5. Access to information for host supervisors of 
systemically relevant branches 

5.1. Current Approach 
Specific information exchange requirements only apply to legal entities within a group, but 
arrangements for sharing information with supervisors for branches are far less 
comprehensive. The CRD requires host and home supervisors to collaborate, but does not 
specify which information shall be passed on. Networks of MoUs complement this, though 
are not legally binding. 

5.2. Policy Option Comparison 
Policy Option Comparison 

Policy Options 
Effectiveness Acceptability Consistency Efficiency 

3.1 Retain current 
approach 

3 2  2 

3.2 Further access to 
information in crisis 
situations 

2 1  1 

3.3 Further access to 
information in crisis 
situations by 
involvement in colleges 

1 1  2 

*The policy highlighted is the preferred policy option.  5 is the maximum score.  The scores are 
as determined by the IA (i.e. these scores are determined by the Commission). 

Option 3.1 Retain current approach 

The IA notes that the CRD requires specific information exchange, but that this 
only applies to legal entities (i.e. subsidiaries) within a group, and that 
information sharing arrangements are far less comprehensive for branches (i.e. 
the CRD does not specify which information shall be passed on).  

The IA points out that under this approach, supervisors of branches that are 
significant for the stability of the banking system of a host Member State may 
receive little information about these establishments. Hence, this approach does 
not enhance financial stability (G-1). 

The IA argues that the MoUs are not legally binding (and so do not enhance legal 
certainty (S-1)), and they do not provide strong enough incentives to cooperate 
(enhance supervisory cooperation, S-2). 

Option 3.2 Further access to information in crisis situations 

The home authority will be required to pass on information pertaining to adverse 
developments in the credit institution (enhancing financial stability (G-1)). 

The IA argues that specific information requirements would reduce asymmetries 
of information between host and home supervisors, particularly in crisis 
situations.  
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Option 3.3: Further access to information in crisis situations by involvement in colleges 

Supervisors of systemic relevant branches might be invited to participate in 
meetings of colleges, where the home supervisor considers how its decision may 
impact the financial stability in the host Member State.  This is hoped to ensure 
that host supervisors receive information that is relevant for the stability of their 
financial system (in line with achieving enhanced financial stability (G-1)).   

It is envisaged that host supervisors could be invited according to the relevance 
of the issue to be discussed and the impact of the possible decisions on the 
financial stability in the host Member State.   

The IA argues that a flexible composition of colleges would be required, 
depending on the type of issues to be discussed, to avoid any substantial 
additional administrative burden to supervisors (in line with the objective to 
reduce compliance burden (S-4)).  

The IA argues that colleges will further enhance information exchange and 
cooperation between home and host authorities (achieving enhanced supervisory 
cooperation (S-2)), where systemically relevant branches are not part of a cross-
border banking group with subsidiaries in other Member States.  

Summary 

Option 3.1 is rejected as it is believed it would achieve objectives Enhance legal 
certainty (S-1), Enhance supervisory cooperation (S-2), and Enhance financial 
stability (G-1). 

Option 3.3 has higher implementation costs for supervisors than Option 3.2, but is 
considered more effective with regard to achieving objectives Enhance 
supervisory cooperation (S-2) and Enhance financial stability (G-1), and so is the 
preferred option.   

Further examples and comments 

The example of the Nordic and Baltic countries highlights certain potential information 
sharing problems.16  There are six Nordic banking groups with significant cross-border 
activities. The regulatory contacts of these groups include seven supervisors and eight 
central banks.  It seems natural to be concerned that that information sharing could be 
complicated and slow in such a setting. 

One perhaps important overall comment here is the following.  The IA appears to take the 
view that supervisors are currently reluctant to share information without good reason.  
Consequently, forcing them to share such information comes at no intrinsic cost — for 
example:  

a) perhaps forcing information sharing would reduce the quality of such information 
provided by firms, leading to policy decisions being made on the bass of flawed 
information, reducing rather than enhancing stability; 

b) perhaps forcing information sharing might lead to actions by authorities in other Member 
States that would be to the detriment of systemically relevant branches.  For example, 
authorities in a host Member State, on discovering problems in a branch in another 
Member State, might act so as to protect the interests of the host financial sector.   

                                                 
16 “Achieving Financial Stability with Cross-Border Banking in an EU Perspective” by Mattias Persson 
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The Market might then consider why these actions had been taken, and correctly 
conclude that there were problems with the host state branch, reacting by withdrawing 
credit from that host state branch — when, given more time and less transparency, the 
host branch’s problems might have been resolved without incident.  One lesson drawn 
from the crisis since summer 2007 is that there can be excessive transparency.  Thus, 
for example, the Bank of England’s Special Liquidity Scheme includes provisions 
protecting users of the scheme from disclosure, so as to avoid stigma effects. 

This tale illustrates that there can be problems even when regulatory authorities and the 
Market act optimally (from their own point of view) to information.  Of course, the 
problems might be even worse if regulatory agencies or the Market over-react. 

But it must, at least in principle, be possible that supervisors do have good reasons for 
their reluctance.  This might imply that there are costs of the Commission’s proposals here 
that are not accounted for in the IA. 
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6. Determination of which branches are systemically 
relevant 

6.1. Current Approach 
The objective of reforming the CRD in this area is to produce a method for determining 
which branches of an institution are systemically relevant, and to set out which authorities 
should have the final say concerning the systemic relevance of cross-border branches. This 
proposed change is a consequence of retaining the policy option 3.3. There is no current 
approach to this issue.  

The IA states that “from the crisis management standpoint, the notion of a ‘systemic 
branch’ relates to the potential impact of a crisis on the financial stability in a host Member 
State, and not to the significance of such branch to its parent credit institution”. 

6.2. Policy Option Comparison 
Policy Option Comparison 

Policy Options 
Effectiveness Acceptability Consistency Efficiency 

4.1 Limited list of criteria 2 1  2 

4.2 Open list of criteria 
and determination by 
host supervisor 

1 2  2 

4.3 Open list of criteria 
and determination by 
home supervisor 

2 2  1 

*The policy highlighted is the preferred policy option.  5 is the maximum score.  The scores are 
as determined by the IA (i.e. these scores are determined by the Commission). 

Option 4.1: Limited list of criteria 

Under this option, home and host authorities would be required to liaise together 
to define which branch is significant based on specific criteria.  

The IA argues that there would be advantages in specifying which criteria 
(quantitative or qualitative) should be taken into account, due to the legal 
obligations that a systemically relevant branch entails. It notes that a 
disadvantage to this approach would be that a limited list of criteria could result 
in arbitrary decisions and might not necessarily address all crisis scenarios. 

We consider it unclear what value there could be, even potentially, in having a home 
supervisor involved in the final determination of whether a branch is systemically relevant 
in another Member State (though obviously there might be potential value in liason over 
information, for example). 
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Option 4.2: Open list of criteria and determination by host supervisor  

Systemically relevant branches would be determined jointly by home and host 
supervisors, with the host supervisor having the final say in the case of 
disagreement.   

The IA acknowledges that a disadvantage to this approach is the risk that the 
effectiveness of the decision making process in colleges might be undermined if 
too many authorities were involved in their activities. However, it notes that this 
could be mitigated by allowing the consolidating supervisor to have the right to 
choose which authority participates in college meetings depending on the 
relevance of the issues to be discussed. 

We consider it unclear in what sense there is a real problem to mitigate here. 

Open list if criteria and determination by home supervisor 

The home authority would have the final say in the decision making process, 
consistent with the EU supervisory framework based on supervision on a 
consolidated basis and the country of origin principle. 

The IA highlights an inconsistency with this approach: the determination of 
systemically relevant branches relates to the financial stability in a host country 
and does not pertain to the significance of a branch within a group. 

Summary 

Option 4.1 is considered most effective at achieving enhanced legal certainty (S-
1), but least effective in achieving enhanced financial stability (G-1).   

Option 4.2 is considered less efficient than Option 4.3, though more effective with 
regard to enhanced financial stability (G-1), and so is the preferred option.   
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7. Exchange of information between central banks, 
finance ministries and supervisors 

7.1. Current Approach 
The CRD require the home supervisors to alert central banks and finance ministries in 
“emergency situations”17, although this is subject to confidentiality safeguards. There is 
evidence18 for the existence of legal impediments to information sharing between 
competent authorities, and central banks and finance ministries in other jurisdictions. The 
implementation of the CRD in this area varies from one country to another.   

7.2. Policy Option Comparison  
Policy Option Comparison 

Policy Options 
Effectiveness Acceptability Consistency Efficiency 

5.1 Retain current 
approach 

2    

5.2 Require supervisors 
to exchange information 
with central banks and 
finance ministries 

1    

*The policy highlighted is the preferred policy option.  5 is the maximum score.  The scores are 
as determined by the IA (i.e. these scores are determined by the Commission). 

Option 5.1: Retain current approach 

The IA contends that keeping the current legal framework would be “sub-
optimal” for crisis management, since this task may involve not only competent 
authorities but also central banks or finance ministries of Member States where 
an entity or a systemically significant branch of a banking group is located.  (It is 
unclear to us what “sub-optimal” means in this context, and the use the term seems to 
pre-judge the impact assessment on this issue.) 

With the current legal framework, the IA states concerns that supervisors may 
object to sharing information because it may be communicated to third parties 
(e.g. central banks and finance ministries).  

The IA states concerns that the EFC’s efforts to enhance European financial 
stability framework by developing cross-border standing groups involving central 
banks, finance ministries and supervisors to deal with crisis situations would be 
undermined.  

Option 5.2: Require supervisors to exchange information with central banks and finance 
ministries.  

This option is consistent with the existing obligation under Article 130 of the CRD 
to alert central banks and finance ministries.  

                                                 
17  We are unaware of a precise definition of an “emergency situation”. 
18  European Banking Committee (Lamfalussy process Level 2 committee) questionnaire to Member States.  
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Competent authorities would be required to pass on “all relevant information” in 
crisis situations.  This option would put the creation of cross-border standing 
groups between supervisors, central banks and finance ministries being led by the 
EFC on a legal footing. 

The IA asserts that this would not entail additional administrative burden to 
supervisors. 

A problem here, of course, is that the question of which information is or is not “relevant” 
might be disputable — who makes the judgement? 

Summary 

Option 5.2 is considered more effective than Option 5.1 at achieving enhanced 
financial stability (G-1), and so is the preferred option.  

Other issues 

In crisis situations, positions may quickly change and complicate information gathering. 
This resolution of this issue is not fully fleshed out in the IA.  For example, in very fast-
moving crisis situations, could there be a conflict of priorities between supervisors dealing 
with domestic matters and interacting with or sending information to authorities in other 
Member States? 
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8. Combined Impacts of Preferred Options  

8.1. The Banking Industry 
The proposed changes are argued, in combination, to increase the overall 
efficiency of supervision in going-concern situations by reducing conflict, overlap 
of requirements, establishing a clear decision making process and allowing the 
consolidating supervisor to have the last final say in disagreements.  It is believed 
that there would be a more level playing field for cross-border banks.  Greater 
supervisory cooperation is hoped to benefit the banking industry in crisis 
situations. 

Since the IA does not specify at all how colleges of supervisors are to interact with 
competition authorities, industrial policy authorities, or international agencies, and since its 
coverage of interaction with central banks and finance ministries is limited, it is unclear how 
much progress is really made. 

Another area in which more overall consideration might have been useful is the strategic 
response of banks.  Financial institutions tend to be very adaptable in the face of regulatory 
changes, developing regulatory get-arounds.  Events over the past few years suggest that 
financial institutions have sought to avoid regulatory restrictions through the use of special 
purpose companies, some of the complex financial products and various other forms of off-
balance-sheet accounting, as well as through changing regulatory jurisdiction (e.g. in 
response to Sarbanes-Oxley).  There appears limited explicit consideration in the IA as to 
how (a) firms might be adapting their cross-border structure anyway, given recent events; 
and (b) what the risks are that these changes drive regulatory get-arounds (e.g. perhaps 
firms establishing branches in certain Member States purely in order to increase the 
chances of being determined as systemic in those Member States and hence eligible for 
certain kinds of support). 

Supervisors 

With respect to the supervisory authorities, it is argued that the proposed 
changes will increase their cooperation in going-concern and crisis situations via 
better access to information and involvement in colleges of host supervisors.  The 
changes will mean that the consolidating supervisors will have the final decision 
on which authorities participate in individual meetings, and so will be able to 
control the operational efficiency of colleges.  The mediation mechanism in case 
of disagreements between competent authorities is hoped to reassure host 
authorities. 

We consider this plausible, but there remain areas of potential dispute, as discussed in 
previous sections, such as: 

a) Who determines which information is relevant in different situations? 

b) What will happen if a college makes a determination, but then participants in the college 
disagree as to the adequacy of national enforcement? 

c) In very fast-moving crisis situations, could there be a conflict of priorities between 
supervisors dealing with domestic matters and interacting with or sending information to 
authorities in other Member States? 

39 



Policy Department A: Economic and Scientific Policy 
____________________________________________________________________________________________ 

Financial Stability 

The proposed changes are argued to enhance financial stability by allowing for 
signs of stress to be detected earlier in college-type environments, along with 
joint contingency plans being produced. 

The IA acknowledges that whilst colleges of supervisors will have a role in crisis 
situations, work of other forums (e.g.  cross-border stability groups established 
under the EFC’s Memorandum of Understanding and involving finance ministries 
and networks of central banks) would be at the centre of reaching certain 
decisions.   

It is believed financial stability will be enhanced by improved information 
exchange between supervisors, central banks and finance ministries in crisis 
situations, and better access to information from host supervisors for host 
Member States of systemically relevant branches. 

The IA asserts that “more concerted responses to crisis situations will effectively 
help to minimise the ensuing economic and social costs for bank creditors, 
employees and shareholders, and eventually, taxpayers.” 

We would, however, repeat again the issue raised earlier that there is a danger of creating 
over-harmonisation, losing the learning benefits of regulatory competition and increasing 
systemic risk by increasing the chance that all regulators make the same mistake at around 
the same time. 

Similarly, we have argued that increased information flow and hence increased 
transparency is not an unambiguous contributor to financial stability — instability can also 
be the result of transparency and the doctrine of maximal transparency appears now to 
have past. 

Furthermore, the IA appears to assume that more concerted responses, and responses that 
reflect wider social concerns, will be better responses and responses that reduce financial 
instability.  But it by no means obvious that political responses in crisis situations always 
enhance economic welfare or financial stability.  For example, many commentators have 
suggested that the creation of Fannie Mae in 1938 in response to the events of the 1930s 
was an important contributor to the instability of the 2000s.  We do not seek here to assert 
either that political responses to recent events have been suboptimal or that responses to 
future events will ever be suboptimal, but we do think that the (perhaps theoretical) 
possibility that government intervention might make things worse rather than better cannot 
be completely ignored. 

Geographical aspects 

We suspect the IA might have benefited from a more thorough setting out of how impacts 
might differ between different, and between different sorts of, Member State.  The 
approach seems more to assume the current existence of a Single Market in banking, 
rather than regarding itself as a step along the path to achieving it. 
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Overall 

The single most important weakness of the IA appears to us to be the lack of an adequate 
treatment of how supervisory arrangements should differ in different types of crises.  We 
believe that the proposals might potentially usefully be amended to spell this out in more 
detail — for example by emphasizing the lead role of central banks in liquidity crises, 
finance ministries in solvency crises associated with past losses, and competition and 
industrial policy authorities when solvency crises reflect future profitability concerns and 
hence a need for material industrial restructuring. 

Overall, though the IA sets out its view of the issues elegantly and is formally adequate so 
far as it goes, the proposals and analysis appear to reflect surprisingly few of the lessons 
and debates that have emerged during the financial crisis that has been in progress since 
summer 2007.  Perhaps this is because a judgement was made that it is too early to learn 
all the lessons from this crisis.  That judgement may be correct.  But in that case, might 
one consider whether this is the time to be revising the CRD at all?  Given the fluidity of 
events and the acknowledged difficulty in drawing lessons, how confident can one be that 
reforms at this time will make matters better rather than worse? 
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APPENDIX 1:  UNDERSTANDING THE GOALS OF PRUDENTIAL 
SUPERVISION AND THE NATURE OF CRISES 

Concepts of Prudential Regulation 

Prudential regulation and supervision can be conceived of as operating at three levels: 

a) as the counterpart of the lender of last resort function: Imagine a central bank that 
operated as a “lender of last resort”, in the sense of providing the currency managed/issued 
by the central bank in notionally limitless quantities under certain conditions — e.g.  if the 
borrowing bank were solvent; would remain solvent even after paying penalty interest on 
loans from the central bank; and faced a liquidity crisis as a consequence of a systemic 
liquidity crisis rather than as a consequence of poor cashflow management.  In order to carry 
out this lender of last resort function, the central bank would need to establish whether these 
conditions applied — it would need some form of oversight of the solvency and liquidity of 
those banks for which it promised to act as a lender of last resort.  A natural partner of 
determining whether lender of last resort funds would be available would be informing the 
bank of when it was at risk of ceasing to be eligible for such borrowing.  This form of 
oversight/lender-of-last-resort arrangement might even exist with a private central bank 
(e.g.  like the Bank of England until 1946) — this is not intrinsically a state regulatory 
function.  Note that this form of regulation exists to protect the interests of the currency 
manager.19 

                                                 
19  Concerning the lender of last resort function as conducted by the European Central Bank (ECB), Article 105 

(5) of the Treaty states that “the ESCB [European System of Central Banks] shall contribute 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”. 

 Article 25.1 of the ESCB Statute authorises the ECB to “offer advice to and be consulted by the Council, the 
Commission and the competent authorities of the Member States on [all relevant legislation]”. 

 The ECB’s advisory role in supervising credit institutions could be extended into a more direct prudential 
function if it satisfies the requirements of Article 105 (6) of the Treaty that state, in relevant part, “the Council 
may, acting unanimously on a proposal from the Commission and after consulting the ECB and after receiving 
the assent of the European Parliament, confer upon the ECB specific tasks concerning the policies relating to 
the prudential supervision of credit institutions”. 

 This has not been implemented thus far, presumably because the strong political support required within the 
Commission and the Parliament has been lacking.  

Perhaps partly as a consequence of this, concerns have been raised over the ambiguous division of authority 
between the Member State central banks and the European Central Bank (ECB) with regards to the provisions 
governing emergency liquidity, and have been subject to a variety of interpretations regarding the exact role of 
the ECB and national central banks (Goodhart, 2000; Kremers et al., 2000; Padoa-Schioppa, 2004; 
Lastra,2006). This has lead to academic uncertainty regarding the ECB’s role in a liquidity crisis, and a lack of 
academic confidence in the European System of Central Banks’ (ESCB) lender of last resort function.  
Tomasso Padoa-Schioppa, a former ECB official, dismissed these concerns as unfounded because relating to 
an outdated concept of the lender of last resort function.  In the European Parliament study “Financial 
Supervision and Crisis Management in the EU” , it states that: “Padoa-Schioppa’s views appear to have been 
vindicated in the recent crisis in light of the ECB’s successful management of market operations to inject 
liquidity into the eurozone banking system during the liquidity crunch.”  However, at the time of the writing 
of that report there was particular acclaim of the ECB’s liquidity operations during 2007 — in contrast, 2008 
has seen greater criticism of the ECB’s handling of events. 

1.6 Many commentators  argue that the that EU and ESCB procedures and mechanisms for resolving a financial 
crisis should be publicised in advance and that they should be clear regarding which EU institutions and 
Member State bodies should have responsibility for providing emergency liquidity. 
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b) as the representative of small stakeholders: The managers of depositing institutions 
face limited liability (even if managers are also shareholders, bankruptcy is a limited form of 
punishment).  Therefore they have incentives to engage in risky activities that might return 
high rewards but also might lead to large losses — or alternatively to engage in many 
different very risky activities, each of which has only a relatively small chance of success.  
This means that such managers need monitoring by those whose money they invest.  
However, many depositors are small (in fact a major function of banks is to collect relatively 
small deposits to use for relatively larger loans) so each depositor faces incentives to free-
ride on the monitoring of other depositors, and the same would apply to a bank with many 
small shareholders.  Hence (in the absence of market-led aggregate monitoring solutions) 
there may be under-monitoring of banks to the detriment of some depositors and 
shareholders.  Hence it is argued that there is a need for private or public “representatives” 
of small stakeholders.20  Note that this form of regulation exists to protect the interests of 
the providers of bank capital. 

c) as the protector of financial stability: Failure by one financial institution might harm not 
only its depositors, but also other firms by affecting the confidence of investors more widely.  
For example, because banks operate on the basis of fractional reserves, bank runs can 
sometimes cause the failure of even the soundest banks.21  Note that this form of regulation 
exists to protect the interests of other financial institutions (and perhaps also the 
wider economy). 

The prudential regulation of banks typically blends these three aspects in some way.  It is 
worth noting however, that: 

These three notions of supervision involve subtle differences of stakeholder and thus potentially 
different (and even potentially conflicting) supervisory interests.  These interests are not even 
clear subsets of one another.  For example, the providers of bank capital have an interest in 
maximising return as well as controlling risk.  It is by no means obvious that the risk-return 
trade-off that would be optimal for stakeholders in an individual institution is the same as that 
optimal from the point of view of maximising stability for the system as a whole.22  Again, the 
manager of the currency may be content with more risk for certain institutions than would be 
considered optimal from the point of view of the wider economy under some circumstances, but 
less risk under others (e.g.  the famous “paradox of thrift” points to a situation in which banks 
maximize their individual stability but the wider economy is said to suffer as a consequence). 

Assuming, for our purposes here, that all three roles will always be present to some degree, it is 
by no means clear that the balance between them will be invariant to circumstance.  For 
example, the role of “protector of financial stability” may be of value as a means of reducing the 
likelihood of crisis, but once a crisis is underway, it may be that the “counterpart of the lender of 
last resort function” gains in prominence.   

                                                 
20  This is the famous Dewatripont and Tirole “representation hypothesis”.  See Dewatripont, M.  and Tirole, J.  

The prudential regulation of banks. 
21  For example, during the US bank runs 1930-32, the Bank of the United States failed, but paid over 92 cents in 

the dollar to its creditors (albeit some time later). 
 In passing, we note that the issue of confidence loss contagion leading to bank runs on sound institutions is 

rather less straightforward than many accounts suggest.  It is most unclear why, under conditions of 
widespread bank runs, sufficiently sound institutions could not simply offer very high interest rates to attract 
depositors — the example of IceSave illustrates that depositors are indeed attracted by high interest rates even 
under conditions of crisis (and IceSave was not eliminated by a bank run) — or borrow from sophisticated 
highly-monitoring lenders (e.g.  other banks or a private central bank). 

22  This point has been raised, for example, in the UK in the context of the “dual mandate” of the FSA in respect 
of the stability of individual institutions and the stability of the financial system as a whole. 
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In “normal” trading conditions it may be adequate for lenders of last resort to rely upon 
information provided by other institutions (e.g.  financial regulators) but in fast-moving crises 
lenders or providers of capital may demand an ability to form their own view as to the solvency 
and viability of firms seeking assistance.  However, this is not a universally accepted view.  For 
example, in the “Study of Financial Supervision and Crisis Management in the EU” which states: 

“There is no meaningful distinction between the necessary supervisory 
arrangements for crisis prevention and crisis management given the crucial role 
of supervisors, acting in concert through colleges, to detect and forestall crises, 
along with their duties to coordinate crisis management operations with central 
banks and finance ministries.”23 

Institutional arrangements for prudential supervision must, if they are to be practical, 
represent the need to blend these three aspects of supervision and to adapt that blend if 
appropriate in times of crisis. 24 

A Taxonomy of Crises 

Forms of crisis 

This brings us to the issue of how to understand a “crisis”.  Let us distinguish between three 
forms of crisis that firms — in any industry — can face: 

a) Liquidity crises  

b) Solvency crises arising from past losses  

c) Future profitability crises 

A liquidity crisis is a lack of available cash to pay bills that are now (or will shortly become) due 
for payment.  If there is no solvency problem, either from past or future losses — in other 
words, if a firm has assets securely greater than its liabilities and likely to remain greater than 
liabilities if the firm continues trading — then a liquidity crisis can be resolved straightforwardly 
by borrowing money.25 

                                                 
23  Page 39 of the “Study of Financial Supervision and Crisis Management in the EU”, (IP/A/ECON/IC/2007-

069), by the European Parliament’s Committee on Economic and Monetary Affairs, December 2007.  Of 
course, since the study was done in 2007, it is unclear whether the authors would still hold this view after the 
events of September 2008.   

24  In 2007, a new Memorandum of Understanding set out “practical guidelines for crisis management” that 
provide a common understanding of the steps and procedures that need to be taken in a cross-border crisis.(see 
Council of Ministers (ECOFIN) statement on ‘Clearing and Settlement’ 13571/07 (Presse 217) (9 Oct 2007) p. 
23).  1.1 Key points to note on these principles are:  

 the common principles recognise that the objective of crisis management is to protect the stability of the 
financial system in the EU as a whole while reducing the social costs of harmful financial activity.  

 private sector solutions will be given primacy in resolving a crisis,  
 the principles emphasise that managers should be held accountable and that shareholders should not be 

bailed out,  
 public money should not be used unless there is a serious disturbance to the economy and the overall 

social benefits of the bailout exceed the public costs of recapitalising a failed institution.  
 Supervisory arrangements for crisis prevention must be consistent with supervisory arrangements for crisis 

management and resolution. 
25  A liquidity crisis is perhaps the most natural pair of the “lender-of-last-resort” concept of prudential 

regulation.  The other forms of crisis are not such “clean” matches to prudential regulation concepts.  
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A solvency crisis arising from past losses is less easy to resolve by just borrowing money — 
though that may be a solution.  When a firm has assets less than its liabilities, there is a risk to 
its continuing trading, because perfectly normal business practices — like paying bills at the end 
of the month — will impose risks on the firm's suppliers (if it were to cease trading there would 
not be sufficient money to pay all those to whom the firm owes money).  If a firm's future 
profitability is secure, it might trade its way out of problems — future profits will restore 
solvency eventually.  In some industries, however, the risks imposed by insolvent firms 
continuing to trade will be high (for example, an insolvent firm may be tempted to take great 
risks, because limited liability for shareholders makes those risks a one-way bet for an insolvent 
firm).  Indeed, in some industries it is considered sufficiently risky for insolvent firms to continue 
trading that it is not normally permitted — banking would be an example.  An alternative way 
through would be an injection of new capital — "recapitalisation".  This restores solvency, and if 
future profitability is secure, then this may be sufficient. 

Lastly, we have a future profitability crisis.  By this we mean a situation in which either there will 
be future losses rather than profits, or, at best, future profits will be insufficient to pay off future 
interest on current debts.  In other words, the company is no longer viable over the medium 
term in its current form.  In such a situation, unless the company is liquidated quickly or action 
is taken to raise future profitability expectations, equity capital will disappear and the company 
will become insolvent.  In this kind of situation neither lending nor recapitalisation will be 
adequate, unless accompanied by a credible plan to restore profitability.  An attempt to address 
such a situation by recapitalising will simply throw good money after bad, because future losses 
will, over time, eliminate the new capital injection — all recapitalisation will achieve is to (i) lose 
more money; and (ii) put off, a little, the day at which the company becomes terminally 
insolvent. 

The kinds of institutions likely to be involved will differ depending on the nature of the crisis.  A 
pure liquidity crisis may be resolvable by the central bank alone.  A solvency crisis arising from 
past losses may require wider input — for example, institutions providing new capital injections 
may be competitors of the banks they are recapitalising and give rise to competition 
considerations, necessitating the involvement of merger  and other competition authorities; if 
the taxpayer is involved in the recapitalisation then Member State ministries of finance will need 
to be involved, as may European Commission authorities considering whether issues such as 
State Aid arise.  Similarly, if there is to be major restructuring of the industry that may, again, 
give rise to competition issues, and also may potentially have very broad economic and political 
implications (e.g.  concerning the security of ordinary deposits) necessitating the involvement of 
multiple government departments and institutions. 

Thus, perhaps the most obvious relationship between supervisory arrangements and the nature 
of crises might be that: 

a) if the crisis is purely or mainly a liquidity crisis, then central banks would be in the lead; 

b) if the crisis is purely or mainly a solvency crisis arising from past losses in which 
taxpayer capital injection is a potential policy response, then finance ministries would be 
in the lead; 

c) if the crisis is purely or mainly a future profitability crisis necessitating significant 
industrial restructuring, then competition and industrial policy authorities would be in the 
lead. 

Thus, the appropriate institutional arrangements for prudential supervision might well depend 
on the form of the crisis.  In practice, of course, most crises will involve a blend of these three 
aspects, but the balance between them (and hence the appropriate balance in supervision 
arrangements) may differ materially between crises. 
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Scopes of crisis 

As well as differing in form, crises can differ in scope.  For example, a crisis might 

a) affect just one firm or a small and contained number of firms (e.g.  the collapse of Barings 
Bank did not create a systemic crisis); 

b) affect sufficient firms to represent a systemic crisis within one country or a small number of 
countries (e.g.  the Scandinavian banking crisis of the 1990s did not generate financial crisis 
in France or Spain); 

c) be sufficiently widespread to constitute a systemic event even at the international level (e.g.  
the financial crisis beginning in the summer of 2007). 

Clearly the institutions involved will depend on the scope of the crisis.  If a crisis is systemic at the 
international level, then there will almost certainly be involvement for bodies, such as the IMF and 
the Basel Committee, that would be much less likely to have an interest in crises affecting only 
individual institutions. 

Another issue of scope concerns the sectors affected.  The classical account of financial contagion 
involved bank runs.  This is, however, outdated in the modern financial system.  Insurance firms 
possess significant systemic threats of their own.  A clear example of this from the recent financial 
turbulence is the case of American International Group (more commonly known as AIG), whose role 
of insuring investment vehicles meant that its collapse was considered too great a risk to financial 
stability.26 Its failure would certainly have had significant affects on European institutions.  Insurers 
are currently required to follow the Solvency II rules laid out by the European Commission.  These 
requirements are often coined the "Basel for insurers”, and stipulate the minimum amounts of 
financial resources that insurers and reinsurers must have in order to cover the risks to which they 
are exposed, and provide principles to guide the insurers’ overall risk management.   

It is useful to distinguish between contagion arising via an exposure channel and an information 
channel.  In the case of the exposure channel, this refers to a bank’s insolvency problem leading to a 
chain reaction of bank failures in other locations (the collapse of Lehman Brothers is a case in point).  
Contagion via the information channel refers to the way in which information about one insolvent 
bank can quickly develop into a general belief that other banks are also having problems.  This form 
of contagion was seen in many ways in the last year, including 90 per cent plus drops in the share 
prices of major UK banks, and a rush to the “safe haven” of the fully government backed deposits in 
Irish banks by UK depositors.   

                                                 
26  On the 16th September 2008, AIG’s credit rating was downgraded and it suffered a liquidity crisis.  That 
evening the US Federal Reserve announced that a 24-month credit-liquidity facility was to be created from which 
AIG may draw up to $85 billion. 
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APPENDIX 2:  HISTORY OF THE LEGISLATION AND TWO THORNY 
ISSUES ARISING 

The Basel Accords 
The Basel Accords refer to the accords Basel I and Basel II issued by the Basel Committee on 
Banking Supervision.  The original Basel Accord was agreed in 1988 and is now referred to as 
Basel I.  It had two main purposes:  

– “To promote world financial stability by coordinating supervisory definitions of 
capital, risk assessments, and standards for capital adequacy across countries”;  

– “To link a bank’s capital requirements systematically to the riskiness of its activities, 
including various off balance-sheet forms of risk exposure.” 

Basel I required lenders to calculate a minimum level of capital required based on a single risk 
weight for each of a limited number of asset classes.  The regulatory measure of bank risk could 
differ greatly from the actual risk.  It failed to adequately highlight contingent credit risk as 
there was little incentive for banks to monitor the risk associated with the loans they shifted into 
structured products.   

 
Basel II revises the existing framework, to make it more risk sensitive and representative of 
modern banks' risk management practices.  The objectives underlying Basel II are to enhance 
the level of consumer protection by limiting the possibility of consumer loss or market disruption 
that may arise as a consequence of prudential failure.  Four main components:  

– It is more sensitive to the risks that firms face: the new framework includes an 
explicit measure for operational risk and includes more risk sensitive risk weightings 
against credit risk. 

– It reflects improvements in firms' risk management practices, for example by the 
introduction of the internal ratings based approach (IRB) to allows firms to use their 
own estimates of credit risk.   

– It provides incentives for firms to improve their risk management practices, with 
more risk sensitive risk weights as firms adopt more sophisticated approaches to 
risk management.   

– The new framework aims to leave overall capital held by banks collectively broadly 
unchanged. 

The Financial Services Action Plan 
The 42 measures of the Financial Services Action Plan (FSAP), commencing from December 
1998, were intended to create a legal and regulatory environment supporting the integration of 
EU financial markets.  Some FSAP measures take the form of EC Regulations, which apply 
directly in all Member States.  Most take the form of EC Directives, which have to be transposed 
into the law of each Member State.  Of these, some replace earlier Directives (e.g.  on 
investment services), which were out-of-date.  Others recast earlier proposals (e.g.  on takeover 
bids).  Some of the FSAP measures (e.g.  on mutual funds) were already under negotiation 
when the FSAP was launched; others added subsequently. 
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The Capital Requirements Directives 
The FSAP measures included the Capital Requirements Directives (Directive 2006/48/EC 
relating to the taking up and pursuit of the business of credit institutions and Directive 
2006/49/EC on the capital adequacy of investment firms and credit institutions) 

These Directives update European legislation (technically, by recasting two existing Directives; 
Consolidated Banking Directive 2000/12/EC and the Capital Adequacy Directive 93/6/EEC) 
and introduce a new supervisory framework in line with the international Basel II rules on 
capital measurement and capital standards.  The Directives apply to all credit institutions and 
certain investment institutions.   

The Directives aim to implement the Basel II agreement, in particular by striving to ensure that 
the financial resources held by a firm are commensurate to the risks they face (i.e.  those risks 
associated with the external and internal profile of the business environment).    

The new framework consists of three ‘pillars’:  

– Pillar 1 sets out a firm’s minimum capital requirements firms, given credit, 
market and operational risk. 

– Pillar 2 instructs that firms and supervisors have to take a view on whether a 
firm should hold additional capital against risks not covered in Pillar 1 and must 
take action accordingly. 

– Pillar 3 requires institutions to publish some details of their risks, capital and risk 
management.   

In respect of cross-border supervision, the Basel II objectives were incorporated into the CRD 
via the adoption of principles of home-host country control to facilitate the approval of Basel II 
credit risk methodologies on a cross-border basis.  The principles in the Directives for the 
allocation between home and host country authorities for approving and validating a bank’s risk 
methodologies internationally, are vague, though they urge home and host authorities to 
cooperate.  The Home supervisor has the authority to approve the home bank’s validation of its 
internal credit risk models.  In areas that are not detailed to be under the home supervisor’s 
authority, such as operational risk, the home and host authorities have to come to agreement 
over the approval of the bank’s validation of its internal models.   

On 1 October 2008, the Commission published proposals to amend the Capital Requirements 
Directives.  These amendments are, according to the Commission, designed to “reinforce the 
stability of the financial system, reduce risk exposure and improve supervision of banks that 
operate in more than one EU country.  Under the new rules, banks will be restricted in lending 
beyond a certain limit to any one party, while national supervisory authorities will have a better 
overview of the activities of cross-border banking groups.”    

Implementation timeframe of Capital Requirements Directives 
This Directive came into force on 14 June 2006 and the deadline for national implementation 
was the 31 December 2006.  Until this date, credit institutions and investment firms (as defined 
by MiFID) were able to choose between the ‘Basel I’ approach and the simple or medium 
sophisticated approaches under the new framework.  According to the Commission’s update on 
the state of play (as of September 2008) on the transposition of Directive 2006/48/EC, all but 
one Member State had provided the Commission with notification which had been checked by 
the Commission.  The remaining Member State had only partially notified the Commission.  For 
Directive 2006/49/EC, the picture was broadly similar but there were two remaining Member 
States which had only partially notified the Commission. 
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Review of the CRD 
The European Commission has proposed various revisions to the Capital Requirements 
Directives (amending Directives 2006/48/EC and 2006/49/EC).  The CRD had specific areas to 
be addressed subsequent to its initial implementation; however the proposals also in part reflect 
the current financial crisis.   

The areas of change are:  

– Large Exposures,  

– Hybrid Capital Instruments,  

– Home-Host and Crisis Management Arrangements,  

– Derogations for bank networks from certain prudential requirements,  

– Life insurance as eligible collateral,  

– Capital requirements for Collective Investment Undertakings under the Internal 
Ratings Based Approach,  

– Capital requirements and risk management for securitisation positions. 

This critique will focus on the proposed changes to Home-Host and Crisis Management 
Arrangements.   

Two Thorny Issues of Cross-Border Institutions 

1) The large home, small host problem 

Banking groups are increasing centralising a number of key functions at the group level in order 
to gain economies of scale and synergies in specialist operations. Such functions include risk 
management, liquidity management, funding operations and credit control, are typically 
exercised at the group level or in specialised affiliates.  

This also has led to the distinction between branches and subsidiaries becoming blurred. For 
instance, it is no longer the case that a large subsidiary bank operating in one jurisdiction will be 
allowed to stay in business if its parent company bank defaults or fails in another jurisdiction (at 
least not for the short-run).27  

One complex situation, of particular interest in the EU context, is the following.  Consider a 
financial institution that is headquartered in a large Member State and has a branch/subsidiary 
operating in a small Member State.  It is possible that the failure of such an institution might not 
represent a systemic crisis within its home Member State (for it is large) but would represent a 
systemic crisis within the small Member State in which its subsidiary operates.  In such a 
scenario, who should be responsible for supervision of the institution and who should be 
responsible for decisions such as whether the institution should be lent money, recapitalised, or 
restructured in the event of a crisis? 

The standard passporting principle within EU financial regulation might suggest that it would be 
the financial regulator in the home Member State that would be responsible.  But such a 
regulator could not be held responsible for rescuing the institution in order to avoid systemic 
crisis in the host.   

                                                 
27  In addition to this, the EU company statute offers companies the possibility of changing their subsidiaries into 
branches. This is already underway in the case of certain Nordic ember States (e.g. Danske Bank). This would lead 
to a shift in supervisory responsibility from the host to the home Member State, and raises supervisory challenges, 
i.e. the operational difference between a group and a company is likely to be very small while the legal and taxation 
effects may be substantial.  
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In some ways the most “efficient” arrangement might be for the home regulator to have 
oversight of all aspects of the institution, including in the host Member State, and then interact 
with the host’s central bank, finance ministry, competition authorities, and so on to assist in 
determining the nature and scope of any support in the event of financial crisis.  But even this is 
not straightforward, in that the home Member State might have an interest in free-riding on 
taxpayer funds, central bank lending, and so on provided by the host, and hence there might be 
a conflict of interest in taking at face value the indications of the home regulator concerning the 
allocation of the financial institution’s assets and liabilities between home and host.  This is 
complex enough in the case of just one host Member State, but in practice large cross-border 
financial institutions are likely to be involved in multiple other Member States, with the 
complexity magnified greatly — a situation that could be particularly unhelpful during a fast-
moving crisis. 

Although the large home, small host problem makes the issue of supervisory scope most naked, 
the conflict would arise, also, in solvency crises in which the financial institution were systemic in 
the home country as well as the host (for there would remain conflict of interest between the 
taxpayers in different Member States, and the incentive to free-ride). 

An interesting case study on these questions is New Zealand, which requires that every bank is 
an own legal entity. This was true in Canada for every systemically important bank until 1999, 
whereas today foreign branches are allowed but this is accompanied by substantial restrictions.  
In the EU context, however, it seems certain that the benefits from increased integration are too 
important for this form of restriction.  

2) The differing currencies problem 

If all Member States were members of the euro, then, at least in pure liquidity crises, home-
host problems might be potentially amenable to a solution involving emphasizing the role of 
prudential supervision as the counterpart of the lender of last resort function.  This would still 
leave many issues untouched in the case of solvency crises, but might represent some progress.  
However, given the reality that different Member States have (and for the foreseeable future are 
expected to continue to have) different currencies, this solution has only limited applicability. 

Currency issues can arise in two main ways.  First, there is the version of the home-host 
problem in which home and host operate different currencies, and hence there are different 
central banks.  The second form of the problem is that in which the institution has considerable 
liabilities denominated in a currency other than the home’s domestic currency.  The means that 
lender-of-last resort actions by the home central bank cannot be unlimited (debts cannot, even 
in principle, simply be inflated away by the printing of money).  This may limit the home 
Member State’s ability to rescue failed financial institutions (e.g.  this was a problem for Iceland, 
which had considerable liabilities denominated in other currencies) and thus increase the 
interest of other Member State authorities in participating in rescues. 

Implications 
The above considerations suggest that, setting aside the option of establishing both a single 
currency operating throughout the EU and a single pan-EU financial regulator (either through 
the ECB or as a separate institution), the reality is that there must be cooperation between 
Member State-based supervisory institutions.  Let us use the term “colleges” to denote groups 
of small numbers of Member State-based supervisory institutions.  The membership of such 
colleges will obviously include financial regulators, and in times of crises, inevitably, also include 
central banks, ministries of finance, and competition authorities. 

In crises of broad scope, there will also need to be cooperation between these colleges and EU-
level institutions (e.g.  DGCOMP) and also international institutions such as the IMF and the 
Basel Committee. 
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