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Abstract

The proposed legal framework for macro-prudential supervision 
does not give the ECB sufficient powers to directly collect the 
information it needs to assess macro- or systemic risk. However, 
the ECB could easily obtain this information within the present legal 
framework, if it only granted access to its lending facilities on the 
condition that the banks in question allowed the ECB to look closely 
at their books to verify their solidity. Given that banks attach so 
much importance to having access to central bank financing, they 
are highly likely to cooperate with this scheme.
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EXECUTIVE SUMMARY

This note mainly addresses the first question:

“Are the roles and powers foreseen for the ECB and the ESCB in the outline of the new 
supervisory framework adequate?”

The short answer is no, but there is a relatively straightforward way to ensure that their 
roles and powers are made adequate.

This Briefing Note starts from the assumption that the ECB has no interest in supervising all 
the thousands of banks in the euro area. The ECB is (and should be) interested only in 
systemic or macro-risk, and thus in the soundness of the about 40 major cross-border,
systemically relevant banks. Assessing systemic risk requires detailed information and 
analysis of this small group of systemically relevant banks. The new supervisory framework 
makes it unlikely that the ECB will obtain this kind of information. The ECB can only ask for 
information from supervisors and has to justify each request.

However, the ECB does not have to accept this situation. It could simply require banks that 
want to participate in its various tenders or draw upon its lending facilities to provide the 
ECB with all the necessary information so that it can properly assess the counterparty risk 
it takes. Given that access to central bank money is at present a question of survival for 
the banking system, it is likely that few banks would not allow the ECB to perform akin to a 
‘due diligence’ to assess their soundness.

In this way, the ECB could acquire all the relevant information it needs, irrespective of the 
details of the proposal for the new legal framework now published by the Commission
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1. INTRODUCTION

The ECB is the first ‘post-modern’ central bank. Central banks were originally created to 
prevent or at least manage the banking crises, which have been a feature of modern 
economies for centuries. As Padoa Schioppa (2003) put it: “The role of central banks in 
financial stability was thus part of their genetic code.”1 For example, the Federal Reserve 
System was created in response to a particularly severe banking crisis.

It was mainly in reaction to the persistent rise of inflation during the 1970s and 1980s that 
the focus of central banking shifted decisively towards the control of inflation. ‘Modern’ 
central banking arose when it became widely accepted that the main aim of monetary 
policy should be price stability. However, most central banks remained deeply involved in 
supervision. In some countries central banks retained the sole responsibility for banking 
supervision and in some others they shared this responsibility with other supervisory 
authorities. However, even in countries where the central bank no longer had any 
competence in supervising banks, it usually remained involved in the supervisory process, 
thus ensuring its access to all relevant information.

The ECB is the first ‘post-modern’ central bank in the sense that the modern focus on price 
stability was pushed to an extreme: the ECB has only this one target and had, until now, 
not only no supervisory powers, but also no mechanism to acquire the information required 
to assess systemic risk.

It is now clear that this approach is untenable.2 The historical background should be kept 
in mind when one discusses the role of the ECB in banking supervision. Any move in this 
direction would represent a return to the origins of central banking.

2. ARE THE ROLES AND POWERS FORESEEN FOR THE ECB 
AND THE ESCB IN THE OUTLINE OF THE NEW 
SUPERVISORY FRAMEWORK ADEQUATE?

The short answer is no, but there is a straightforward way to correct this situation.

The proposed legal framework does not give the ECB any power to obtain critical (usually 
confidential) information directly from banks. Instead, the ECB can ask supervisors for this 
information and has to justify each request. This latter requirement is likely, in practice, to 
severely limit the flow of information to the ECB because each request must presumably be 
motivated by at least the potential for systemic risk. During tranquil times, the ECB will 
thus have difficulties in ‘motivating’ its requests. Moreover, the ECB might often not even 
know in advance about developments which might lead to systemic risk, and hence would 
not even be in a position to ask for information about them.

The assessment of systemic risk requires intimate and frequent contact with the key 
institutions of systemic importance concerned. The ECB will not be able to contribute 
decisively to the monitoring of systemic risk if all the information it obtains is filtered, and 
probably delayed, by (national) supervisors who are likely to give to the ECB only tables in 

                                               
1 Shinasi (2009) provides a number of further authoritative statements in a similar vein.
2 The disadvantages of this approach were recognised early on: “The new central bank may find itself 
at the centre of European financial markets with limited information and tools for independently 
assessing creditworthiness of counterparties and rapidly assessing the systemic implications of a 
crisis.” (Prati & Shinasi, 1999, p. 50).
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some aggregate form in order to protect their turf. This is likely to apply in particular during 
difficult market conditions. It is noteworthy in this respect that there has not been a single 
cross-border warning of impending difficulties in large cross-border institutions over the 
last two years. It is unlikely that national supervisors will react differently in future.

3.  A SIMPLE SOLUTION

The framework proposed is thus clearly not adequate; but fortunately an alternative route 
exists, which would not require any new Community legal act: the ECB could simply decide 
that it would accept as counterparty to its normal monetary policy operations only banks 
whose solidity it can assess itself to reduce its own counterparty risk.3 To implement this 
would require only a decision by the Governing Council of the ECB; a decision that could be 
taken by a simple majority of its members. In practice the ECB would ask banks that wish 
to continue to participate in its tenders to open their books to the appropriate department 
in the ECB. The ECB would of course not be interested in the accounts of the thousands of 
smaller banks that use its lending facilities. It would be sufficient for the ECB to assess the 
soundness of the about 40 major (mostly cross-border) institutions that are of systemic 
relevance. Assessing the position of these banks in terms of the relevant risk parameters 
(liquidity and funding risk, capital position, etc.) would not take a very long time, nor a 
huge staff, as the ECB would not be interested in checking whether the banks satisfy the 
many requirements of Basle II, but rather how sound they are and whether they pose any 
systemic risk.

The issue of confidentiality, which has been the key reason why there has been so little 
exchange of information among supervisors, should not arise in the case of the ECB, which 
has a relatively small and highly professional staff and a track record of being able to 
maintain confidentiality.

In the unlikely event that a significant part of the banking system should refuse to allow 
the ECB to perform regular ‘due diligence’ on them, those banks that do not have a 
problem with providing the information required (presumably because their position is 
strong) would de facto become the ‘clearing banks’, which would have the explicit stamp of 
approval of the ECB. All financially strong banks would have an incentive to be part of this 
group so there would be no need to force them to open their books to the ECB. At this 
point, the ECB would have the information it needed to properly assess systemic risk.

All this could be done without any transfer of formal supervisory powers. However, the ECB 
would then, de facto, have an important influence because it could take away access to its 
facilities if a bank represents, in the view of the ECB, an unacceptable counterparty risk.

In a next step, the ECB could then set simple criteria (e.g. overall leverage and liquidity 
ratios) that it would require from the banks that want to participate in monetary policy 
operations. Most banks will want to do this and the few that cannot fulfil these criteria 
                                               
3 I am indebted to Tommaso Padoa Schioppa for suggesting this idea to me. As mentioned in the 
text, it would require ‘only’ a decision of the ECB’s Governing Council to implement this change.
Unfortunately the national central bank presidents represent a large majority of the members of the 
Governing Council and they face a conflict of interest: this change might be in the interest of the ECB 
(and the eurozone), but might not be in their own bureaucratic self-interest in the sense that the 
direct access of the ECB to this vital information would probably diminish the residual role national 
central banks still play in both the domestic and international context. Moreover, some presidents of 
national central banks might fear that some of ‘their’ banks might no longer qualify for access to the 
ECB’s financing facilities if the ECB found out about the true state of their balance sheets. This is 
unlikely to happen except in extreme circumstances, but its mere possibility is likely to be a factor 
explaining the reluctance of national central banks to agree to such a simple change which does not 
involve any increase in the competences of the ECB (whether supervisory or otherwise).
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would undertake every effort to achieve them over time. The access criteria to monetary 
policy could then become, de facto, minimum standards, which the ECB could vary in 
function of the systemic risk it perceives. The ECB does not have to take this route, but it 
could if it wanted to. The main argument made here is that the ECB already possesses all 
the powers it might need because it provides a very precious good: access to central bank 
liquidity. The ECB has so far not used these powers because it (or rather its decision-
making organ, the Governing Council) has chosen not to.

4.  CONCLUDING REMARKS AND FURTHER
CONSIDERATIONS 

I have argued here that the ECB could easily induce banks to provide it with the detailed 
(usually confidential) information it would need to assess both its own counterparty risk 
and the systemic risk for the sector as a whole. This kind of information would be 
particularly useful in the present juncture, when parts of the banking system are still fragile 
and the ECB is aware of the risk of a premature ‘exit’ from its extraordinary operations. For 
example, at present the ECB can only observe that some systemically important institutions 
make a very large recourse to its various facilities. But it has no way of determining to 
what extent these institutions depend on access to cheap central bank (re-)financing for 
their sheer survival. Direct information on the main systemically important institution would 
thus be of invaluable help to the ECB in the timing and shaping of its ‘exit’ strategy.
But even outside crisis times, the information about potential systemic risk the ECB could 
obtain in this way might be invaluable. Obtaining the required information is of course only 
the first step. The next step is what the ECB could do if it discovered systemic or macro 
risks. In principle it would be the responsibility of the ESRB to counter systemic risk. But 
the legal basis that has been proposed does not foresee any substantial decision-making 
power for the ESRB. It could only issue non-binding recommendations and appeals for 
action by others.

However, here again it is usually forgotten that the ECB has an instrument that it could use 
to foster financial stability. This instrument is the setting of legal reserve requirements (see 
de Grauwe & Gros, 2009, for more details). 

The ECB has the formal legal authority to impose the minimum reserve holdings by banks 
in the eurozone. It has used this authority to impose a uniform reserve requirement of 
2%.4 However, it has deliberately not actively used this instrument and has not changed 
the levels of minimum reserves since the start of its operations. The ECB has thus chosen 
to use variable reserve requirements neither to support its monetary policy, nor as a means 
to rein in the growth of the credit and monetary aggregates, which it has consistently cited 
as a key element in its strategy. 

There is no reason why the ECB could not use this instrument when there is a danger to 
financial stability. For example, during periods of excessive credit growth, like during the 
period 2004-07, the ECB could raise the minimum reserves to be held by banks. In so 
doing, the ECB would increase the cost of extending bank credit and would discourage 
credit expansion in the banking system. Such an action would, of course, be deeply 
unpopular with the banking system and would raise the familiar objection that it would lead 
to massive migration of deposits offshore (probably mostly to London). However, in light of 

                                               
4 Required reserves work like a tax on bank deposits because they force banks to hold funds equal to 
a certain percentage (at present 2) of their deposits with the central banks. In the eurozone, reserve 
requirements are remunerated at close to market rates. This was done because it was feared that 
banking business would otherwise migrate outside the euro area. However, reserve requirements still 
work like a tax at the margin, as can be seen from the fact that during normal times banks do not 
leave any excess reserves with the ECB.
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recent events, this might actually be in the longer-term interests of the euro area as it 
would lower the size of the balance sheets of euro area banks and thus limit the size of the 
burden on euro area governments should another crisis arise.

It is in this context that I wish to address the second question the Committee had asked:
“Would the transfer of supervisory powers to the ECB compel changes as regards the 
accountability and transparency of the ECB?”

The legal framework now being proposed for the supervisory framework in the EU does not 
really entail any transfer of supervisory powers to the ECB. Hence there is no need to 
change the accountability (and transparency) of the ECB. However, as argued elsewhere 
(see de Grauwe & Gros, 2009) there is now a strong case for the proposition that the ECB 
should have financial stability as a second primary objective and that, at times, there might 
be a conflict between price and financial stability. It is clear that such a conflict arises only 
occasionally; however, booms and busts in financial markets have had a major influence on 
the global economy (and also on the euro area) over the last decade. Preventing them 
must thus be a major task of public policy, and the central bank is the institution best 
suited to this task.

The new framework for financial supervision proposed in response to the De Larosière 
report represents an uneasy compromise between what most experts regard as necessary 
and what national governments are willing to cede. However, this is not really the problem. 
The ECB, if it wanted, could ensure that it has all the required information to assess 
systemic risk and it has an instrument, however crude, that could be used to rein in a 
credit boom.



Policy Department A: Economic and Scientific Policies
____________________________________________________________________________________________

REFERENCES

De Grauwe, Paul and Daniel Gros (2009), “Accountability and Transparency in Central 
Banking”, Study/Briefing note for the European Parliament.

Padoa Schioppa, Tommaso (2003), “Central Banks and Financial Stability: Exploring a Land 
in Between”, in V. Gaspar, P. Hartmann, O. Sleijpen (eds), The Transformation of the 
European Financial System, European Central Bank, Frankfurt.

Prati, Alessandro and Gary Shinasi (1999), “Financial Stability in European Economic and 
Monetary Union”, Princeton Studies in International Finance, Vol. 86, August.

Shinasi, Gary (2009), “US and EU Reform Efforts to Improve the Management of Systemic 
Financial Risk”, paper prepared for Conference on An Ocean Apart? Comparing 
Transatlantic Responses to the Financial Crisis, Rome, 10-11 September.


	CEPS_Sep09_rev.doc

