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Abstract

This note develops two arguments:
1. Ideally, there should be one regulator and one supervisor for the euro 
area, and quite possibly for the EU as well.
2. The ECB is essential for macro-supervision and the least badly suited 
for micro-supervision. 
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EXECUTIVE SUMMARY
Capital mobility is one of the four freedoms promised by the European Union. Its corollary 
is the integration of financial services market. One of the stated purposes of the Single 
Currency is to further enhance financial services market integration by removing the hurdle 
of exchange rate fluctuations. Ten years after the launch of the euro, integration is lacking. 
One of the reasons is that financial market regulation and supervision remains in national 
hands. This situation has long been identified as an oddity that persists mainly because of 
lingering protectionist forces. The financial crisis has shown that the situation is not just 
detrimental to economic effectiveness, it is also dangerous. Dealing with market stress 
requires quasi-instantaneous decision making. Reaching the right decision requires in-depth 
knowledge of the situation in the affected financial institutions. In addition, when the 
financial institutions operate across borders, different regulations allow for “regulatory 
arbitrage”, i.e. the ability for regulated institutions to “shop around” and partly evade the 
lawmaker’s intention. For all these reasons, the case for a common regulator and a 
common supervisor has been strengthened. From an economic viewpoint, the case is 
overwhelming. 

It may be surprising that more than two years into the crisis, the principle of a common 
regulator and a common supervisor has not been adopted. Powerful interests – the national 
regulatory and supervisory agencies and the regulated institutions – strongly oppose such a 
reform. The de Larosière group, set up to study the issue, has come out with a delicately 
balanced proposal. The report proposes to separate out micro from macro supervision. In 
each case, it recommends a EU-level system that federates the national-level supervisors. 
The ECB is expected to play a major role for macro supervision and no role at all for micro 
supervision. 

The note agrees that, indeed, the ECB must be involved in macro supervision since it is 
formally responsible for financial stability in the euro area. The note also agrees that there 
are powerful arguments against involving a central bank in general, and the ECB in 
particular, in micro supervision. But the note argues that compelling counter-arguments 
should be recognized and that the balance of the debate lies in favour of delegating micro 
supervision to the ECB as well. The decisive factors are the need for foolproof institutional 
independence and for a high degree of competence. 

The note also identifies a few difficulties with the proposal of devolving financial supervision 
to the ECB. First, the ECB can only supervise euro area institutions. The other countries 
would have to retain full responsibility for their own institutions, even though a common 
regulation would be necessary. Second, national central banks would have to share 
supervisory authority with the ECB because any emergency operation would need prior 
approval from the corresponding national fiscal authority. 
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1. THE ISSUE
Even before the launch of the euro, it was pointed out that the common currency should 
lead to an integration of financial markets, that this was a desirable implication, but that it 
would have to be accompanied, possibly even preceded, by the adoption of common 
regulation to be enforced by a common supervisor. 

Financial integration, it was believed, would occur as currency conversion costs and risks 
would be eliminated. It was seen as a good thing because it would offer both savers and 
borrowers a wider menu of possibilities, partly as a result of more competition in the 
financial sector. The emergence of multinational banks and financial markets would 
challenge national-level regulation and supervision because the playing field would then not 
be even. This could seriously distort competition. It could also lead financial institutions to 
seek to evade regulations by moving certain activities in one jurisdiction and other 
activities in another jurisdiction. 

A decade later, we still do not have euro-area level regulation and supervision. The de 
Larosière report envisions a relatively complex organisation with a European System of 
Financial Supervision (ESFS), which would coordinate and oversee national supervisors, 
and a European Systemic Risk Council (ESRC), which would concern itself with aggregate 
risk. 

An optimist interpretation of the ESFS is that it is a first step on a path that would gradually 
bring national supervisors under one roof. A pessimistic interpretation is that it is fudge
that creates the appearances of cooperation. Time will tell. As for the ESRC, it is a direct 
response to the crisis. Focused on individual financial institutions, the micro-supervisors 
looked at the trees, not at the forest. The ESFS is meant to look at the financial system as 
a whole. 

The de Larosière report suggests that the ECB should play a prominent role within the 
ESRB, but this has drawn opposition particularly from countries that do not belong to the 
euro area. The proposal is clearly incongruous, even though all countries without a 
derogation are expected to eventually adopt the euro. In addition, within the euro area, it 
may seem surprising to create a new system when we already have the European System 
of Central Banks (ESCB) which brings together the ECB and the national central banks, 
which are explicitly or implicitly in charge of financial stability, a task mandated for the 
European Treaty (Article 105(2)). The answer is that in some euro area member countries, 
supervision is not entrusted to the central bank but to an independent body, an often 
controversial situation that the report does not wish to wade into. 

2. THE DESIRABLE SOLUTION

2.1. One money, one financial system
With a single currency, there is no reason why European financial markets (banking, asset 
markets) should be segmented along national lines. Before the adoption of the euro, 
depositors from one country were concerned that assets held in another country’s currency 
could be subject to significant uncertainty in case of unexpected parity changes. With the 
elimination of this source of uncertainty – a key reason for the adoption of the euro –
depositors can still be concerned about doing business in other countries if:
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- depositor protection differs from one country to another
- regulations governing the financial institution differ in ways that affect the profitability 
and stability of assets
- regulations impose explicit or implicit restriction on cross-border services.

The Single Market has been designed to eliminate all these restrictions. Ten years after the 
introduction of the euro, there is substantial evidence that many hurdles remain in place. 
This has led the European Commission and the European Parliament to take measures
designed to gradually eliminate these barriers, which are often seen as driven by 
protectionist motives. This includes cutting costs on cross-border transactions as well as 
the complex Financial Services Action Plan (FSAP). Officially, therefore, removing all 
barriers to an integrated financial market is an important objective. 

In practice, however, many countries are reluctant to remove existing barriers to trade in 
financial services. They have national champions that they would like to see in the pole 
position, if not at the European level at least at the national level. Another challenge is that 
agreeing on the desirability of common rules of the game is one thing, agreeing on 
particular rules is another one. The FASP is a welcome but slow effort to deal with these 
difficulties. Indeed, given formidable resistance against the effort, the FASP was designed 
to deliver gradual progress. 

2.2. One money, one regulatory regime
Even so, the FASP does not really address the issue of regulation and supervision, where 
difficulties abound. Indeed, some countries have traditionally favoured light regulations and 
supervision, others have always seen finance as an activity of dubious economic and moral 
value. The crisis seems to vindicate the latter while the former consider that what went 
wrong is mostly poor regulation and supervision. The rift is deep and ancient; it will not be 
resolved this time around. 

Yet action is needed because poor regulation and supervision is a key reason behind the 
crisis and also because the “light touch” approach, which relies on self-appraisal by 
financial institutions, has been found wanting. Banks and financial institutions have taken 
unacceptable risk partly because they were allowed to do so under existing regulation, 
partly because supervisors did not seek to close the loopholes. 

An additional important reason to make adjustments is that dealing with troubled 
institutions that operate across borders has proven to be challenging, as well illustrated by 
the case of Fortis bank, which called for emergency negotiations between Belgium, 
Luxembourg and the Netherlands. Negotiating on committing tens of billions of taxpayer’s 
money in a few hours with imperfect information about the bank’s financial situation is not 
just challenging but also unwise. National supervisors have every reason to conceal 
information if doing so can save their taxpayers’ money. They may also seek to protect 
national institutions. Worse perhaps, troubled institutions, which exploit fears of turmoil to 
extract favourable conditions, can play national supervisors against each other and fail to 
disclose unfavourable information. 
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2.3. Opposition to the single regulatory regime
These are strong arguments in favour of a single regulatory regime, at least within the euro 
area. These arguments have been known and formulated even before the creation of the 
euro but they have never been taken up by decision-makers. Three main counter-
arguments have been advanced, listed here in order of increasing strength.

First, given Europe’s diverse banking and financial traditions, a single regulatory regime 
would be difficult to agree upon. Compromises could lead to an inefficient arrangement.
Historical diversity is an argument that has been used again and again to deter integrative 
efforts. 

Second, given the size of the euro area, a single authority would be too large to be 
efficient. The US offers the example of many authorities that do not cooperate efficiently 
and even occasionally compete. Existing authorities have considerable know-how that
would be diluted and ultimately lost. But the US situation is rather an argument of fewer 
authorities, and a testimony to the ability of plethoric institutions to survive against 
reasonable criticism. 

Third, the ultimate outcome of financial instability is that some institutions fail and may 
have to be rescued. Rescue operations (lending-in-last resort or straight bailouts) involve 
the commitment of taxpayers’ money, quite possibly in very substantial amounts as the 
recent crisis showed. In such a situation, the decision can only be made by the national 
government that bears the cost. It implies that, one way or another, each government 
must control the regulatory and supervisory authorities whose actions can trigger massive 
fiscal commitments. 

But the unspoken and most influential argument lies elsewhere. It combines protectionism 
and turf defence. National regulatory and supervisory authorities do not want to lose power 
to a “federal” authority. This concern is often shared by national governments, equally
opposed to relinquishing power. Both views are shared by most banking and financial 
institutions. They prefer to deal with local authorities, which they know well and which are 
likely to want to protect national firms. 

3. THE POLITICALLY PALATABLE SOLUTION
The de Larosière Group has attempted to draft a compromise between the economically 
desirable solution and politically acceptable reforms. As shown in Figure 1, it envisions two 
new institutions:
- The European System of Financial Supervision (ESFS) that would federate national 
supervisors. Supervising individual financial institutions, it would rely on national 
supervisors for data collection and analysis but would take initiative in some identified 
cases such as cross-border institutions or crises, and would arbitrate disagreements. It 
would also try to harmonize national regulations. 
- The European Systemic Risk Council (ESRC), which would use information provided by 
national supervisors to detect macro-risks of the kind that materialized during the crisis. 
The ECB is expected to play a role an important role in the Council. The following figure 
summarizes the proposal.
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Figure 1. The de Larosière Proposal

The proposal does not deliver the single regulatory and supervisory arrangement that is 
most desirable since it explicitly envisions the continuing existence of national authorities 
with unchanged responsibilities.1 This is obviously a concession to political realities. An 
optimist view is that the two new institutions are of a federal nature and, as is often the 
case, they will gradually erode the power of national supervisors. A pessimistic view is that 
this erosion will only be the most desirable outcome of conflicts and mistakes, both of 
which may be extremely costly. The crisis has exposed how inadequate the flow of 
information among supervisors can be. The row between the FSA and the Bank of England 
at the time of the Northern Rock crisis, or among national supervisors when Fortis 
collapsed, illustrates the inherent tendency of national supervisors to retain information 
that, they believe, may be detrimental to national financial institutions. In fact, as it 
discusses the crisis, the de Larosière Report explicitly acknowledge this fact:

“The regulatory response to this worsening situation was weakened by an inadequate 
crisis management infrastructure in the EU, both in terms of the cooperation between 
national supervisors and between public authorities. The ECB was among the first to 
react swiftly by provide liquidity to the inter-bank market. In the absence of a 
common framework for crisis management, Member States were faced with a very 
difficult situation. Especially for the larger financial institutions they had to react 
quickly and pragmatically to avoid a banking failure. These actions, given the speed 
of events, for obvious reasons were not fully coordinated and led sometimes to 
negative spill-over effects on other Member States.”

                                               
1 An important part of the proposal is the upgrading of competence of national supervisors through 
better pay and mobility between the public and private sectors. 



Charles Wyplosz - ECB Supervision
____________________________________________________________________________________________

6

In summary, a lesson of the crisis is that the fragmented regulatory and supervisory 
system in Europe is inadequate. Yet, we are not likely to shift overnight to a radically better 
system. It is likely that the recommendations of the de Larosière Report will shape the 
limited  reform. There remains to examine the role that the ECB could and would play. 

4. WHAT ROLE FOR THE ECB?
The case for central banks to take over macro supervision is very strong. Formally, 
macroeconomic stability is a function of central banks. As a consequence, they should 
already be adequately informed of the situation of local financial institutions; in fact a 
nearly half of EU central banks are also in charge of micro-supervision as the table below 
shows.

EU countries where 
central bank is 

supervisor

EU countries where 
central bank is not 

supervisor
Bulgaria Austria
Cyprus Belgium
Czech Republic Denmark
France Estonia
Greece Finland
Italy Germany
Lithuania Hungary
Netherlands Ireland
Portugal Latvia
Romania Luxembourg
Slovakia Malta
Slovenia Poland
Spain Sweden

UK

Source: Committee of European Banking Supervisors

Doubts about a role for the ECB role only concern the micro-supervision function. The de 
Larosière Report dutifully considers the issue and concludes that the ECB should not be in 
charge, although it would be kept informed by the ESFS. The Report justifies its conclusion 
with the following five arguments:
1. The task of monetary stability requires the ECB’s full attention.
2. With many countries, the task would be too complex for a single supervisor.
3. Several euro area national central banks are not in charge of supervision.
4. Not all EU countries are euro area member.
5. Statutory, the ECB is not allowed to oversee insurance companies while the frontier 
between banking and insurance is fuzzy. 

The first argument is unconvincing. The second argument effectively rules out a single 
supervisor, for the political reasons presented above. The third argument is only valid if the 
system is to remain decentralized. The fourth argument is important and will be considered 
further below. The last argument is correct but purely technical. 
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Thus one key reason for not putting the ECB in charge of micro-supervision is the view that 
supervision should be kept at the national level, in many cases in the hand of the local 
central bank. The fact that a number of countries are not in the euro area does necessarily 
not rule out putting the ECB in charge of micro-supervision in the euro area, leaving these 
countries free to carry out supervision as they see fit. The ESFS could then federate the 
euro area supervisor and the non-euro area supervisors. 

A further important argument concerns a potential conflict of interest of central banks. 
Being in charge of lending-in-last-resort (when a financial institution fails), a central bank 
may feel compelled to intervene generously if it has failed to detect early enough a serious 
difficulty in one of its banks. Thus one mistake in supervision could lead to another mistake 
in the form of unjustified bailout. 

Yet, there are at least three strong, possibly overwhelming arguments for putting the ECB –
and other central banks in the EU – in charge of micro-supervision:

1. Supervisors must be highly skilled and supported by a highly competent staff. The de 
Larosière Report explicitly notes that this is not generally the case and, indeed, the crisis 
probably would not have happened had supervisors skilfully exercised their prerogatives. 
The ECB has been able to assemble a highly competent staff for its current functions; there 
is no reason why it would not proceed in the same manner if it were given the supervision 
task.

2. Supervisors must be independent. They are likely to come under powerful political and 
financial pressure when they deal with important financial institutions. While it is possible to 
build up new institutions with adequate independence, the risk of capture by the financial 
sector is high, even in countries with a good system of government control. The ECB is 
already an independent institution, unlikely to yield to national pressure. 

3. In order to carry out macro-supervision, the ECB anyways need to be informed in real 
time of the situation of systemically important institutions. The idea that an independent 
supervisor will provide timely information was convincing before the Northern Star crisis in 
the UK. As it turned out, the FSA failed to adequately inform the Bank of England. In the 
euro area context, the idea that supervisors in Dublin, Vienna or Athens will fully share 
detailed information with the macro-supervisor is simply unbelievable. 

Thus, in spite of all the arguments to the contrary, entrusting the ECB with both macro and 
micro-supervision seems the least risky solution. Obviously, the ECB is only suited to 
supervise the euro area. 
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5. WHAT SHOULD CHANGE AT THE ECB?
Obvious changes would be required for the ECB to assume new responsibilities. It would 
have to hire a staff of highly qualified supervisors. This could require a different pay-scale 
than the current one. It would also have to develop methodologies, starting for best 
practice elsewhere. 

The most delicate issue concerns lender-of-last-resort operations. Currently, these 
operations are to be conducted by national central banks with the ECB agreement. 
Crucially, the costs are to be borne by the corresponding national fiscal authorities, which 
must therefore give prior agreement to their respective central banks. If the ECB is given 
the authority to supervise, it will have to directly seek approval by the concerned
government to commit (quite substantial) fiscal resources prior to any intervention. This 
could easily be contentious at a time when decisions must be made instantly. This issue 
alone probably implies that the national central bank must be involved all along, both as 
co-supervisor and as co-sponsor of any proposal to bail out or not ailing financial 
institutions. This is how the ESCB already operates so all that is needed is to transfer the 
new authority to the ESCB. 
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