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         Summary

The present financial crisis has clearly shown the strengths and 
weaknesses of the actual system of financial supervision in the EU and in the 
Euro Area. As a general outcome of the crisis it can be said that, in almost all of 
the member countries where the financial supervisor is not the central bank, but 
a government or independent agency, their banking systems have shown the 
worst results of a weak supervision in terms of failures or even bankruptcies of 
some of their larger banks. By contrast, in almost all of the member countries 
where the financial supervisor is the central bank, supervision has proved to be
much more efficient and their banking systems have kept up much better having 
very few minor or no failures.

The main lesson coming out of this crisis is that the system of 
supervision in the hands of governments or independent agencies has proved 
to be quite deficient while that made by central banks has proved to be quite
efficient in terms of soundness and stability. Therefore it seems obvious that 
going forward central banks should take the leading role in supervising all 
financial entities, not only banks but all the other financial institutions as well 
(insurance, funds, brokers and dealers) while another independent agency 
should take the leading role of supervising the conduct of financial markets and 
consumer protection. This is called the “twin peaks” approach: central banks 
supervising the health and conduct of all financial entities while independent 
agencies supervising the health and conduct of all financial markets and 
consumer protection.

Applying these lessons to the case of the Euro Area means that national 
central banks members of the ESCB, the NCBs, should be in charge of the
micro-prudential supervision of all financial institutions in their own member 
states, with a high degree of coordination among them, while the ECB should 
take the role of the macro-prudential oversight for the Euro Area financial 
system as a whole. Other less radical or step by step ways of solving this 
problem, without a major change from the present situation will not be as 
efficient in terms of avoiding similar crises in the future.



                           Recent Supervisory Trends

Recent tendencies followed by the changes in supervision, have been 
characterized by two distinctive features: consolidation and specialization.  

In the last two decades, some EU member states have been moving 
towards unifying supervision taking it away from the central banks and 
concentrating it in the government or an independent agency. The first were 
some Nordic countries such as Denmark (1988) and Sweden and Finland 
(1991), then the UK (1998), Austria and Germany (2002), Belgium (2004) and 
Poland (2006). Other member states have gone the opposite trend, maintaining 
or even concentrating banking supervision in the national central bank. Among
those maintaining it were France, Italy, Spain, Netherlands, Portugal and 
Greece, while among those concentrating it were Ireland in 2003 and the Czech 
and Slovak Republics in 2006.

Some member states have also merged two or three sectoral supervisors 
into one and trying to go toward a “twin peaks” system based on having the 
central bank as supervising the safety of all the financial institutions and an ad 
hoc independent agency supervising the conduct and transparency of the 
financial markets.

As a result, the present supervisory landscape is more diversified and 
complex than ever before. At the Group of Thirty we have tried to classify the 
existing approaches to supervision in the world into four categories: 

First, the institutional approach, by which, the legal status of each
financial firm determines the supervisor which will oversee its activity. This is 
the system with more difficulties and strains to survive at present given the rapid 
changes in financial markets and the increasing blurring of product lines across 
financial sectors. 

Second, the functional approach, by which, the supervisory oversight is 
determined by the business that is transacted, and not by the specificity of the 
financial institution. This system works better than the previous one, but it needs
a high level of coordination among the different supervisors and it is becoming 
increasingly a suboptimal structure and it is moving progressively towards the 
“twin peaks” approach.

Third, the integrated approach, by which there is only a single universal 
supervisor for every financial institution. This system of supervision is proving to 
be very effective in the case of small financial markets, but it becomes more 
difficult to apply the larger and more complex the financial markets are. It has 
the advantages of being simple and of avoiding supervisory arbitrage, confusion 
and conflict among supervisors but it also creates the risk of a single point of 
supervisory failure.

Fourth, the “twin peaks” approach, by which supervision is based on the 
two different objectives of supervisory policies: One supervisor takes care of the 



safety, soundness, stability and solvency of the financial system and another 
one takes care of financial business and markets being conducted in a proper 
and transparent way and of consumer protection. This system is becoming 
increasingly considered to be the most efficient given that it has most of the 
efficiencies of the integrated approach and, at the same time, addresses the 
inherent conflicts that arise between the objectives of safety and soundness of 
the financial entities and the objectives of consumer protection and 
transparency.

My personal view is that the “twin peaks” approach is the most efficient
for the Euro Area, provided the central bank is the “peak” that takes care of the 
supervisory role of the soundness, safety and stability of all financial entities 
leaving the other supervisory policy role of transparency and consumer 
protection to the government (or another agency independent from the 
government). 

Central banks have a very important advantage for taking such a role 
given that they have a direct and intense relationship with the banks, they 
operate daily with them supplying or retiring liquidity to and from them and are 
the ones that have the best and more critical information about them. Therefore, 
any integration of the supervisory role of financial entities into one single 
supervisor should be based on the central bank and not on a government or an
independent agency.

    Are monetary policy and supervisory roles of central banks conflicting?

Most empirical evidence suggests that it is better to integrate the financial 
supervisory powers in the central bank than in other agencies because of its 
informational economies of scope advantages, its longer experience, the higher 
quality of its human capital and its well proved independence. Nevertheless, as 
in every economic issue and policy, there are different points of view in the 
economic literature creating a permanent debate about it but at the same time, 
showing some wider consensus.

On the one side, there is some research that shows the potential conflicts 
between the two goals of a central bank, that is, between monetary policy and 
banking supervision in terms of moral hazard, of too much bureaucratic power
given to central banks away from elected political institutions as well as in terms 
of creating a conflict of interest among both goals. The main case for separation 
of the both goals is that the optimal provision of incentives for self-interested 
bureaucrats and the advantage of having agencies with well defined missions 
and with enhanced accountability.

Bureaucrats worried about their professional career may fail to take 
decisions that, although necessary, call into questions the quality of their work. 
For example, if the authority for supervision and intervention of banks is the 
same the person in charge of supervision may be reluctant to accept that a 
bank must be closed down since closure will reflect unfavourably on its 



supervisory task, so that it would be better to separate both roles. Moreover, by
definition, an institution with multitasks or multi roles is more difficult to control 
and to be accountable than another with one single task or role.

There is also a fear that the combination of control of monetary policy 
and the role of lender of last resort (LOLR) may give rise to the abuse of the 
second one with inflationary consequences. But, in principle, the central banks 
can always sterilize the injections of liquidity necessary for the stability of the 
system in the event of a crisis so that there is no increase in the money supply.  

Another potential conflict of interest may arise when many banks have 
problems and the supervisory authority tries to ease credit by lowering interest 
rates to help the banks which it may be in conflict with the aim of price stability. 
But, usually, when banks have serious problems with non performing loans are 
in recessions, where high unemployment and low consumption levels tend to 
produce low inflationary pressures and monetary stance should be eased. 

A more serious conflict may arise when the central bank is the guarantor 
of currency stability as well as the guarantor of the stability and solvency of the 
financial system. The combination of both functions may produce in some cases 
a problem of credibility and reputation for the central bank. There is some 
empirical evidence showing that central bank’s involvement in supervision tends 
to deliver a higher rate of inflation, irrespectively of the degree of its
independence. 

By contrast, there is also other research that shows exactly the opposite 
view, that is, that having supervisory powers may assist the central bank in both
making monetary policy more effective, making crisis management more
efficient and in producing a much higher quality supervision, by being able of
producing and or attracting more skilled supervisors by having the means of
educating them in house or selecting and paying them better than any other 
government or non government and independent bodies.

The strongest argument to keep supervision within the central bank lies 
in the presence of high informational economies of scope and synergies 
between its monetary policies, its lender of last resort and its supervisory roles. 
The monetary policy role of the central banks is so essential that there is not 
any dispute about it. The central bank is also a natural candidate to have the 
LOLR role. Its unique capacity as crisis lender is due its capacity to commit 
unlimited liquidity resources as well as to act with the necessary speed. Another 
important role for the central bank is as crisis manager, helping to solve the 
coordination problem among creditors or asking other safe banks to rescue o 
distressed bank, or helping the insurance deposit fund with temporary loans to 
deal with a high rate of disbursement following a crisis. 

If these two central bank roles are accepted, then there are several 
arguments in favour of having the supervisory role as well. Such a role will help 
to distinguish between problems of liquidity and of solvency in order to minimize 
the losses associated with loans granted. Its supervisory capacity may make it 
easier to determine the best kind of intervention (open market or discount 



operations). There are also economies of scope in the acquisition of information 
between the function of providing liquidity and that of supervising. By being able 
to supervise the central bank becomes highly knowledgeable about the liquidity 
requirements of the banks. 

There are as well synergies between its monetary policy role and that of 
its supervisory role. Some banking supervisory information such as early 
warning problems with non performing loans or changes in bank lending 
patterns is very useful for being more accurate in its macroeconomic forecasts.
Finally, there are also synergies between the LOLR function and the 
supervisory role, because, central banks will tend to be stricter and more risk 
averse in their supervision if they will take the risk of having to use their LOLR
function if banks become distressed, than if other agency or the government is 
responsible for that function.  

        Micro-Prudential and Macro-Prudential Supervision

The objective of macro-prudential supervision is to limit the risk of 
episodes of financial crisis with significant losses in terms of real output for the 
economy as a whole. The objective of micro-prudential supervision is to limit the 
risk of episodes of financial distress at individual financial institutions, 
regardless of their impact on the overall economy. So the macro-prudential 
approach falls into the realm of the macroeconomics tradition and that of micro-
prudential approach is best rationalized in terms of consumer, investor and 
depositor protection. 

The macro-prudential approach is top-down. It sets first the relevant 
threshold of systemic crisis and then calibrates the prudential controls on the 
basis of the marginal contribution of each institution to the systemic crisis risk as 
well as the correlations across all the institutions in order to distinguish between 
systematic and idiosyncratic risk. That means that some financial institutions 
large and operating in many countries have a larger probability to produce 
systemic financial risk than the rest.

The micro-prudential approach is bottom-up. It sets prudential controls in 
terms of each financial institution and the total is added ignoring correlations 
among them. The macro-prudential approach assumes that risk of systemic 
crisis is in part endogenous with respect to the behaviour of the financial system 
while the micro-prudential assumes that that risk is exogenous.  

The present financial crisis stress more than ever the importance of 
macro-prudential supervision not only at the Euro Area level but worldwide. The 
US financial crisis has contaminated the rest of developed countries and 
caused eventually a major global slowdown given the high degree of financial 
globalization and the large degree of integration of financial markets around the 
world. This crisis has shown the tension between both approaches. The failure 
of individual institutions spreads through a variety of contagion mechanisms, 
such as financial and real asset prices, inter-linkages between balance sheets



and inter-bank markets and then through amplification mechanisms such as 
over reaction by investors driven by imperfect or asymmetric information, lack of 
confidence in financial institutions and eventually, risks become endogenous
and end in a systemic and almost global financial crisis with huge
consequences for the world real economy.

  Macro and Micro-Prudential Supervision at the Euro Area

The Treaty of the European Union opts for the separation of the 
monetary policy authority from the supervision of the banking system. 
Supervision is, in principle, in the hands of the national governments while 
monetary policy is in the hands of the European System of Central Banks 
(ESCB). Regulation is national, supervision is also national and mainly in the 
hands of their governments. But in six Euro Area (EA) member countries central 
banks continue to have the supervisory role of their national banks. 

The ECB is not entrusted with any direct responsibility related to 
prudential supervision of credit or financial institutions or the stability of the EA 
financial system, although, according to the Maastricht Treaty it could have 
some potential supervisory powers if the European Council so decides. This 
means that the ECB could be assigned supervisory powers without the need to 
reform the Treaty and that the NCBs should keep having supervisory powers or 
being transferred to them from the governments.

Therefore, the present situation in the EU and the EA is that financial 
markets are integrating through the freedom of capital movements and freedom 
of establishment, but not enough, while, paradoxically, financial regulation and 
prudential supervision is still national (but somehow harmonised through 
minimum capital requirements, concentration of risks and investor protection 
and coordinated through exchange of information and cooperation among 
different bodies). The LOLR is supposed to be in the hands of each national 
central bank (NCBs) but it is not clear because national governments are taking 
an increasing role in that function and the deposit insurance role is also under 
national jurisdiction. The end result is that EU financial markets do not integrate 
fast enough remaining still segmented, mainly because of different national 
regulatory and supervisory arrangements.

There have been several proposals to improve the present supervisory 
system in Europe. The ESCB has called for banking supervision in Europe to be 
entrusted to central banks and being coordinated through the existing Banking 
Supervision Committee (BSC) of the ECB by making the BSC independent of 
the ECB and report to the ECOFIN. Another one has been made by the 
financial industry proposing the creation of a European FSA (EFSA) with a 
decentralised structure similar to the ESCB.  

In any case, the present financial crisis has made evident the need of a 
radical change of the present European financial architecture and also the need 



of a much larger centralized fiscal authority that issues European debt and can 
act in case of a major European wide recession to avoid a depression.       
   

It seems clearer now that the ESCB should assume the LOLR function
given that large and more systemic financial institutions are operating in many 
European member states affecting various LOLR national authorities. It is also 
evident that the NCBs should become the micro-prudential supervisor 
authorities in each member state, coordinating among themselves as members 
of the ESCB. Finally is also evident that the ECB should become the macro-
prudential supervising authority to be able to react speedily in extreme systemic 
crisis as the present in the same way that the US FED does. Now it is only a 
question of taking the opportunity of this crisis to do it.

It is not yet clear if this major but necessary supervisory step can be 
done through a mere interpretation of the Treaty or if it needs to change it but it 
is without any doubt the best and more efficient option of all other alternative 
proposals.  

The most recent proposal is the High level Group of Experts charged by 
the President of the EU Commission with reviewing the EU financial regulatory 
framework, chaired by Jacques de Larosière. But this report is more 
evolutionary than revolutionary in the sense that it does not propose a single EU 
supervisory structure but it focuses on enhancing existing structures. It 
proposes setting up a European Systemic Risk Council (ESRC) to be chaired 
by the President of the ECB to pool and analyse data on macro-prudential 
policy and composed of members of the Governing Council of the ECB, 
members of the European Commission and members of the three existing pan 
European committees of banking, insurance and securities supervisors. Finally, 
it expects to create by the end of 2009 supervisory colleges for all major 
European cross-border financial firms. It is a step forward in the right direction 
but yet still far from what should be an optimal supervisory European structure.
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