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    FOREWORD


    Yves Mersch1


    Ladies and gentlemen,


    Praising the importance of law for society and the economy at the ECB’s Legal Conference would be preaching to the choir. But it might be worth recalling that societies are founded on a social contract that precedes law. A common understanding of fundamental values and principles, such as democracy, the rule of law and human rights, forms the basis for enacting and enforcing the law.


    Such a social contract need not be constrained to the national level; it can also exist at European level. To pay tribute to this contract, we need an effective relationship between national and EU law, which allows the integrity of the EU law system to be preserved while respecting national differences.


    I will use the remainder of my introductory remarks to raise two questions highlighting some of the difficulties in this relationship:


    •First, how can we overcome limits on the transfer of competences to the EU level that stem from the “constitutional identities” of Member States?


    •Second, how can the relationship between national and EU law most effectively be designed, in particular to preserve the integrity of EU law as a whole?


    I am raising these questions as I am optimistic that, during this conference, you will not only discuss them, but also find compelling answers and creative solutions to them.


    ***


    Some national constitutional courts coined the term “constitutional identity” to reflect the distinction between the original, constituent power of the people and the derived, constituted power of the legislator.


    The genuine intention was to preserve the nature of Member States as viable and independent political entities. Constitutional identity assumes that each Member State enjoys the right of democratic self-determination through its national parliament.


    But what exactly does the right of self-determination mean in the context of membership of a political system such as the EU?


    According to the Lisbon Treaty, Article 1 of the Treaty on European Union (TEU) establishes that sovereignty in the Union rests with the Member States. Itformulates the concept that the Union owes its existence to the Member States by stipulating that they confer competences on the Union in order to attain common objectives. The second paragraph of Article 4 adds that national security remains the sole responsibility of the constituent states. And Article 5 TEU stipulates that the functioning of the Union shall be governed by the principles of subsidiarity and proportionality. With all these restrictions, the letter and spirit of the Lisbon Treaty clearly does not suggest that the EU should be transformed into a sovereign state called Europe.


    Still, only a very radical interpretation of constitutional identity limits the ability to share sovereignty. It assumes that competences cannot be transferred to another entity without violating the original power of the people. Such an interpretation is based on the antiquated belief that the nation state is the sole locus of legitimacy.


    This belief is rooted in the Westphalian model of international relations, which assumes that only the nation statehassovereigntyover its territory and domestic affairs.


    This model was certainly justified as a means of bringing an end to the Thirty Years’ War back in 1648. Some three hundred years later, however, after two devastating wars, the need to overcome the limitations of the nation state and the dangers of a warped understanding of patriotism, i.e. nationalism, became apparent. Sharing sovereignty in key areas was a precondition to appeasing Europe.


    Indeed, the European approach since then has shown that democratic states can share sovereignty in a number of policy areas without losing their statehood. In particular, the euro area has shown that like-minded states can introduce, manage and safeguard a single currency without having to merge into one overarching federal state. The “currency beyond the state” (Hoeksma) has revealed as false the widespread belief that a monetary union without a (fully fledged) state was not viable. Last but not least, the EU has developed an identity as a union of citizens and Member States, establishing a model of transnational democracy with an elected parliament and an independent Court of Justice2. Indeed, EU citizens have ample reason to say – as the incoming President of the European Court of Justice (ECJ), Koen Lenaerts once phrased it: Civis Europaeus sum3.


    ***


    However, not all policy areas are the same in this context. There is a broad consensus that the design and implementation of monetary policy should be taken away from the political arena to protect citizens’ purchasing power from the short-term temptations and pressures of the election cycle. Monetary policy should, therefore, be transferred to an independent institution, which is, however, accountable to the European Parliament.


    Fiscal policy, by contrast, is quite different. It is the core competence of parliaments. Taxation, for instance, mirrors the people’s preferences regarding the supply of public goods and their willingness to finance them. It therefore needs a much higher degree of democratic legitimacy and parliamentary control.


    Regarding economics, the “Five Presidents’ Report” rightly points to preconditions for a euro area-wide fiscal stabilisation function, namely a significant degree of economic convergence and financial integration4. Likewise, in the political sphere, any supranational fiscal authority – particularly if equipped with budgetary powers – would clearly need a degree of democratic legitimacy and actual parliamentary control. A college with powers delegated from intergovernmental forums would hardly satisfy these requirements.


    In this respect, it made sense, in the absence of a supranational fiscal layer and given the urgent nature of the crisis, for the European Stability Mechanism to be established as an intergovernmental institution (i.e. effective and efficient) which, for tasks such as payments, still requires the prior consent of national parliaments (i.e. control). In the longer run, however, the intergovernmental approach is a dead end.


    ***


    This reasoning in no way supports those championing a national or constitutional identity. Rather, it illustrates the need for different approaches to the respective policy areas, especially as the concept of constitutional identity has not only hampered deeper integration but risks winding back earlier achievements. National courts have repeatedly referred to constitutional identity to disapply EU law. More recently, following a referral to the ECJ, a national court suggested that it may declare the ECJ’s interpretation of EU law incompatible with the relevant Member State’s constitutional identity.


    If national courts claim the right to defend national sovereign prerogatives over and above the decisions of their democratically elected representatives, the legal doctrine of “constitutional identity” morphs into a political question. There is a risk that sovereignty becomes an ideological category. Such “sovereignism” could further undermine European integration.


    I share the concern recently expressed in an opinion of an Advocate General of the ECJ, who said that it seems an “impossible task to preserve this Union, as we know it today, if it is to be made subject to an absolute reservation, ill-defined and virtually at the discretion of each of the Member States, which takes the form of a category described as ‘constitutional identity’.” 5


    In addition, since its inception the ECJ has affirmed in historical judgments such as Van Gend and Loos v Administratie der Belastingen6, Costa v E.N.E.L.7 and Internationale Handelsgesellschaft mbH v Einfuhr- und Vorratsstelle für Getreide und Futtermittel 8 the principle that EU law cannot be overridden by national legal provisions, as this would call into question the legal basis of the EU itself. The principle of supremacy of European law is thus perhaps the ECJ’s single most important contribution to the European integration process.


    By necessity, such a European legal order means that the application of European law follows common standards throughout the EU. Some discretion in transposing EU law into national legal provisions ensures that legislators can take national differences into consideration.


    However, national discretion should neither result in negative spill-overs that affect other Member States, nor undermine agreed common standards. This particularly applies if EU institutions and bodies act on the basis of national law. For instance, despite being designed as a federal institution, the Single Resolution Board has to implement its resolution schemes based on national law. Likewise, the ECB resorts to national legal provisions when performing some of its supervisory tasks. EU institutions are obliged to interpret their mandate in a uniform manner across Member States. This prerogative must not be constrained by national legal provisions.


    However, Member States have started to transpose into binding national law supervisory practices that were followed in their jurisdictions prior to supervision being conferred on the ECB. If this approach sets a precedent, the ECB’s independence could be undermined by constraining the supervisor’s capacity to act coherently and consistently across jurisdictions.


    ***


    Let me conclude.


    While legal doctrine is important and necessary, it needs to be free of ideological interference and must not be used for purposes that go beyond its legal nature.


    Defending national sovereign prerogatives can easily lead to “sovereignism”, its ideological cousin, which inevitably clashes with any attempt at further European integration. This may undermine the application of EU law, leaving the EU legal order in a subordinate position. Ultimately, this could result in a failure to complete the European integration process.


    Nevertheless, we need to take into account that some policy areas do need a higher degree of democratic legitimacy and parliamentary control than others. Responsibility for budgets, taxation and fiscal policy cannot simply be transferred to unelected technocrats. In the long term, a European finance minister who is controlled by a parliament in the same constituency remains on the agenda.


    Any institutional step forward in the meantime needs to take into account the evolution of the Commission. Currently it already has a higher degree of democratic legitimacy compared to various intergovernmental gatherings. Still, the Commission increasingly experiences tensions between its ever-more political orientation and its role as guardian of the Treaty.


    All in all, the transition of the EU from an international organisation to a European democracy has proceeded faster than most eurosceptics have predicted; likewise, the quality of this democracy still needs more improvement than many euro enthusiasts tend to assume (Hoeksma).


    I am convinced we can overcome the narrow-minded interpretation of the nation state and continue to strive for a European Union that is worthy of the name. I am sure that, in this spirit, the ECB Legal Conference can contribute to the search for new opportunities for European integration.


    
      
        1 Member of the Executive Board, European Central Bank.
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    The ECB’s perspective on ABS markets


    Ulrich Bindseil1


    It may come as a surprise to some that a prestigious legal conference such as this one is opened by a panel discussing current legal and regulatory developments of the asset-backed securities (ABSs) market in Europe, which is certainly a rather specific and applied topic. It shows that the ECB attaches a very high importance to it. Let me devote my introduction to explain again why this is the case.


    ABSs as Eurosystem collateral


    The most practical ECB perspective on ABSs stems from the fact that the Eurosystem has accepted ABSs as collateral in Eurosystem credit operations since 1999. The ECB regards ABSs as a sound and relevant asset class that deserves to be part of the set of eligible Eurosystem collateral. The nominal value of Eurosystem eligible ABSs stood at EUR 292 billion in 2004, peaked at around EUR 1290 billion in 2009 and 2010, and has since declined again to around EUR 600 billion. The usage ratio of ABSs, i.e. the actual volume of ABSs posted with the Eurosystem as collateral, divided by eligible amounts, has exceeded that of other asset classes, and has been consistently above 30% since 2008. It is noteworthy that the share of ABSs used by the counterparty (group) that has also originated the ABS has been considerable most of the time. This was also relevant in the context of the ECB’s experience with the need to liquidate ABSs submitted as collateral by Lehman Brothers and the Icelandic banks, which defaulted in September 2008. Initially, the Eurosystem had to establish provisions totalling EUR 5.7 billion in view of the difficulty of assessing the true post-counterparty default values of these idiosyncratic ABSs in the middle of an acute financial crisis that had also to do with this asset class (see ECB, 2009). In the end, no losses occurred in the liquidation of the collateral, but recovery of claims took considerable time and effort (see for example Deutsche Bundesbank, 2013). This episode of course also shaped the ECB in its view on ABSs, including the importance of simplicity, standardisation, liquidity, credit quality and the desirability of a market placement of ABSs. ABSs that are submitted by counterparties different from the originator are in principle preferable from the ECB perspective for two reasons: (1) they have passed the test of actual marketability, which supports the perception of credit quality, transparency and liquidity; on a related note, marketability should also be understood as a precondition for the transfer of securitised credit risks to other sectors, thereby contributing overall to financial stability; (2) despite the fact that eligible ABSs and their pools of underlying assets are safely bankruptcy remote, the credit quality and liquidity of ABSs will be somewhat correlated with the state of their originating entity, in particular because the originator generally remains ‘involved’ in the securitisation transaction, e.g. when taking the role of the servicer. If the originating entity is in trouble or defaults, it is also more likely that the ABS that it once originated will suffer. Therefore, the ECB would like over time to see improvements in the ABS market so that the share of ABSs submitted by counterparties which are not linked to the originator increases further.


    It may be noted that the ECB changed the eligibility criteria for ABSs a number of times during the financial crisis, reflecting the role of ABSs in the crisis, its own experience, and the general approach in updating the collateral framework over time (see e.g. ECB, 2013, in particular Box 1 and the annex listing all changes made). In any case, the use of ABSs (as well as of other financial instruments) as collateral during the financial crisis should be regarded as a key element that supported the Eurosystem’s lender-of-last function during the crisis, which was essential to overcoming the crisis and allowing solvent but liquidity-stressed banks to continue operating and providing credit to the real economy. In this sense, ABSs were a very important positive element of the sound and secure implementation of the lender of last resort role of the Eurosystem and the eventual restoration of financial stability.


    ABSs as an asset class within the Eurosystem’s expanded asset purchase programme (EAPP)


    The motivation behind the EAPP is to provide for more monetary accommodation in a situation of low inflation rates and largely exhausted conventional monetary policies (According to ECB, 2015a: ‘Asset purchases provide monetary stimulus to the economy in a context where key ECB interest rates are at their lower bound. They further ease monetary and financial conditions, making access to finance cheaper for firms and households. This tends to support investment and consumption, and ultimately contributes to a return of inflation rates towards 2%.’). Actual ABS purchases have played a relatively minor role in the total volume of securities purchases in the EAPP, contributing around 2.5% of total purchases (around EUR 1.5 billion per month out of a total of EUR 60 billion). Some have wondered why ABSs have been included at all in view of these relatively low volumes. Two main reasons may be given:


    –Support of the ABS market in general: including ABSs in the EAPP sends a signal from the ECB to markets of its belief that this asset class is an important and sound one.


    –Preference for having private assets as part of the EAPP. While the EAPP could in principle also achieve its target volume exclusively with public sector assets, the ECB attached importance to aiming at a relevant representation of privately-issued securities. First, this links the programme closer to the funding of the real economy, which strengthens the effectiveness of the programme (for a given volume). Secondly, the ECB aims as a matter of principle at avoiding an ex ante favourable treatment of public sector issues, also in view of the relevant EU treaty provisions on monetary financing.


    In ECB (2015c), the ECB signalled its preferences in relation to certain features of ABSs and their underlying assets for the purposes of its purchase programme (the ABS Purchase Programme, ABSPP). This aimed at helping originators and the ECB’s external asset managers to focus their efforts, and thereby to make purchases more efficient, which should eventually support purchase volumes and direct markets (pending also the specification of qualifying securities currently undertaken by other relevant authorities – see below).


    The euro area bank lending survey for the first quarter of 2015 (ECB 2015b) elaborates on the impact of the ECB’s EAPP. Participating euro area banks provided qualitative feedback, reporting an overall improvement of their financial situation over the past six months and expecting this improvement to continue over the next six months. Nearly half of the euro area banks see a positive impact of the ABSPP on their market financing conditions, in particular for their financing via covered bonds and unsecured bank bonds, but also for ABSs (feedback provided by those banks with ABS business, namely about 50% of the euro area banks in the Bank Lending Survey sample).


    ABSs and price stability


    According to Article 2 of the Statute of the ESCB, the primary objective of the ECB is to maintain price stability. Moreover, without prejudice to the objective of price stability, the ECB must support the general economic policies in the Union and act in accordance with the principle of an open market economy with free competition, favouring an efficient allocation of resources.


    As explained in more detail in Bank of England and ECB (2014), ABSs can contribute to financial and economic efficiency and stability in a number of ways. As a funding tool, ABSs can support a well-diversified funding base of originators. ABSs can also facilitate asset-liability maturity-matching and can enable banks to access a broader range of investors, also by tailoring different tranches of an ABS to investors’ risk appetite and preferences. Credit risk transfer away from the banking sector can be beneficial to the real economy, the banking sector and both monetary and financial stability. Risk transfer can free up bank capital, supporting the ability of banks to extend new credit to the real economy. ABSs may provide long-term investors, such as insurance companies and pension funds, with a broader pool of assets that are low-risk from a credit perspective.


    Taking a strict monetary policy perspective, an efficient capital market and banking system contributes to an efficient transmission of monetary policy. What does this mean? The central bank controls short term interest rates as its conventional operational target of monetary policy. It does not control directly the funding costs of the real economy. If the spread between the two is volatile across time because of financial instability, this reduces the ability of the central bank to steer precisely its ultimate target (as the transmission mechanism will be unstable and less predictable). Moreover, in a low-growth and low-inflation environment and exhausted conventional monetary policies (blocked at the zero lower bound), reducing the spread between the short-term interest rate and the actual funding costs of the economy becomes an essential element of preventing deflation. In such a situation the efficiency and stability of the financial system becomes decisive for the very core of the central bank’s responsibility, namely the achievement of price stability. This is the world in which the ECB is currently operating. Therefore, supporting the functioning of the ABS market in the euro area is directly motivated also by the core objective of the ECB to achieve price stability (see also Mersch, 2014).


    What are the problems still hampering the ABS market?


    When discussing the current attempts of regulatory adjustment to contribute to the revival of ABS markets, we should start with a diagnosis.


    First, the planned high levels of capital charges under Basel III and SolvencyII2 seemed to considerably overshoot if assessed against the actual historical loss rate of European ABSs. Moreover, they made ABS investments of banks and insurance companies unattractive, narrowing down the investor base to non-regulated entities. Even though some rethinking on the regulatory side has taken place and capital charges have been reduced somewhat, most regulated entities still regard the level of capital charges as prohibitive. Also on the side of originating banks, achieving capital relief through securitisation has been made difficult. Capital charges for banks and insurance companies when investing into non-senior tranches are even higher, which makes the placement of such tranches expensive (again due to the reduced investor base). Therefore, this core feature of securitisation – capital relief – is not effective for a significant part of ABSs currently issued in the euro area. Instead, these ABSs are issued as funding tools, andde factoonly synthetic ABSs are potentially open to achieving capital relief.


    Secondly, further difficulties may arise from a lack of standardisation and transparency, or because ABSs tend to be considered generally as more complex assets by investors. While for standard and large-scale categories of ABSs, such as Dutch or UK residential mortgage-backed securities (RMBSs), this is less of an issue, it is clear that for other jurisdictions and other underlying asset classes, investors may be reluctant to build up the necessary knowledge to be confident investing in them.


    Thirdly, the current low interest rate environment and excess liquidity in the euro area may make securitisation, with its relatively high fixed origination costs, in many cases uncompetitive when compared with other funding sources of euro area banks (including the Eurosystem’s targeted longer-term refinancing operations, TLTROs).


    The development of ‘qualifying securitisations’ for a better capital (and generally regulatory) treatment addresses the first two issues. Crucial questions arising in relation to such a concept are: (i) Will the improvement of the regulatory treatment of qualifying securitisations be sufficient to make them a suitable asset class for regulated entities? (ii) Will it be ensured that qualifying securitisations will go beyond those standard ABSs that already benefit from a well-functioning market, thanks to sufficient non-regulated investors (e.g. Dutch RMBSs, German auto loans, etc.)? (iii) How can it be ensured that non-qualifying ABSs will not be stigmatised by being excluded, in view of the desirability of also supporting the functioning of primary and secondary markets for non-standard ABSs? (iv)How can one achieve, to the greatest possible extent, clarity about the criteria to be achieved, and who will determine if a particular ABS represented by an International Securities Identification Number (ISIN) qualifies or not (i.e. will the regulatory framework itself be ‘simple and transparent’)? Finding the best answers to these and some other non-trivial questions will determine the success of the current initiatives, and will be crucial to the future of ABSs in the euro area, which as I explained above is important to the ECB. The four panellists of this session are highly qualified to provide us with an insight into the current issues with regard to the finalisation of the concept and treatment of ‘simple, transparent and standardised’ securitisations.
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    Capital Markets Union: Securitisation proposals come closer but risk missing the mark


    Nicole Rhodes1


    As expected, on 30 September 2015, the European Commission published its Capital Markets Union (CMU) action plan and certain corresponding materials. The action plan follows on from earlier consultations and describes in high-level terms the various steps to be taken with respect to the creation of a single market for capital in Europe.


    Certain workstreams under the CMU are described to be short-term priorities, meaning that they are targeted for immediate action. Such priorities include reviving the securitisation markets in Europe and, in keeping with this, the Commission published its much-anticipated legislative proposals for harmonising the current regulatory regime and for establishing a new framework for simple, transparent and standardised (STS) securitisations. Notwithstanding that the announcements are warmly welcomed in general and represent an improvement on previous consultations and recent leaked drafts, aspects of the published proposals risk missing the mark.


    The legislative proposals are now going through the EU political negotiation process prior to final adoption, which could take a year or more. Important follow-up work will also be required in connection with the treatment of STS securitisations under Solvency II and the liquidity coverage ratio (LCR). In any event, stakeholders will want to focus closely on the proposals sooner rather than later, with a view to identifying key areas of focus for continuing advocacy and engagement efforts. Given the current state of the securitisation markets in Europe in general, much hangs in the balance in terms of getting the new regime right. Based on the published proposals, it appears that the right targets have been identified but, in order to be successful in reviving the markets, the EU authorities need to sharpen their aim and strengthen their arrows.


    This article provides an overview of the securitisation proposals and highlights certain key points to note.


    Legislative proposal basics and follow-up work


    As noted above, the legislative proposals provide for the harmonisation and revision of the current EU regulatory framework for securitisation. In form, the proposals are comprised of two draft regulations.


    Broadly, the first regulation (STS regulation) proposes to establish certain harmonised rules for all securitisations and to create common foundation criteria for identifying STS securitisations. The second regulation (CRR amendment regulation) proposes to amend the Capital Requirements Regulation (CRR) to implement (with key adjustments) the revised securitisation framework adopted by the Basel Committee in December 2014 and to provide for recalibrated regulatory capital treatment under the implemented framework for STS securitisation positions that satisfy certain additional credit risk-related requirements in line with recent recommendations from the European Banking Authority (EBA).


    The proposals make it clear that full implementation of the CMU-securitisation workstream requires steps to be taken in addition to those contemplated by the two draft regulations published to start. The proposals expressly refer to amendments to other legal acts in due course. In particular, it is intended that certain existing legislative provisions (including existing regulatory technical standards relating to risk retention and disclosure requirements) will be repealed or amended once the STS regulation is agreed and adopted.


    Moreover, the proposals indicate that amendments will be put forward in due course to make the Level 2B securitisation requirements in the LCR delegated act consistent with the STS foundation criteria, although it is not clear based on the published materials that general changes will be made providing for better or more flexible treatment of asset-backed securities under the LCR (in particular, market participants have called for an adjustment to the disproportionate haircuts applied to securitisations). It is also intended that changes will be made to the provisions which apply under the Solvency II Directive regime (including to the Type 1 securitisation provisions) to ensure consistency with the STS foundation criteria and to provide for a (much needed) recalibration of the treatment of STS securitisation positions for insurers. In this regard, the published materials suggest that the intended methodology will result in “a significant reduction of the capital charges for non-senior tranches of STS securitisations” but further details are not provided. While the Commission notes that it is intended that the new calibrations in the banking sector (via the CRR amendments) and the insurance sector (via the Solvency II amendments) will apply from the same date, it is not clear that the changes to be made to the LCR will be done on the same timeline.


    The application date of the revised regime is not known but it seems unlikely to be before late 2016. This means that the treatment of asset-backed securities under Solvency II (which insurers must fully comply with from the start of 2016) and the LCR (which starts to apply from 1 October 2015) will remain unchanged for a material period of time, and in the case of the LCR, this could be an even longer period. This timing is cause for significant concern and it is not clear that the support signals provided by the publication of the legislative proposals will be enough in themselves to stop the exit of further participants from the market over the coming period, particularly once full compliance is required under Solvency II.


    In addition to these timing concerns, it is not clear at this point what the proposed recalibration under Solvency II will look like and, as noted above, whether material changes in treatment will be made under the LCR for STS securitisations. As a result, the benefits of satisfying the STS securitisation criteria remain largely uncertain except under the CRR.


    STS regulation


    As noted above, the STS regulation includes proposals to establish certain harmonised rules for all securitisations and to create common foundation criteria for identifying STS securitisations. The regulation also includes provisions relating to supervision and enforcement and provides for certain related amendments to other legal acts, including the EU Market Infrastructure Regulation (EMIR).


    Harmonised rules for all securitisations


    In response to the fact that the securitisation risk retention, due diligence and disclosure requirements implemented in the EU to date do not fully line up in all respects, the STS regulation includes provisions which recast and streamline these requirements and certain corresponding definitions. The definitions (including the CRR definition of securitisation and related guidance in recital 50) are carried over broadly intact; however, amendments are proposed to be made to the retention, due diligence and disclosure requirements. While harmonising initiatives are helpful in principle, certain questions and concerns arise under the proposals as drafted.


    One of the areas of key focus under the recast requirements is scope of application and the treatment of existing transactions given that retrospective application of requirements to such transactions is highly problematic. The recast requirements are stated to apply in general in respect of transactions entered into on or after the date of entry into force of the STS regulation, reflecting what is understood to be a high-level policy intention to apply the recast regime in respect of new transactions and to maintain the existing regime for legacy arrangements. That said, there are certain qualifications to the general application approach which result in unhelpful uncertainty.


    In particular, the recast investor due diligence requirements are proposed to apply in respect of both new and existing transactions and such requirements refer to pre-investment verification of compliance with the recast retention and disclosure requirements. This suggests that investors may be unable to satisfy their due diligence obligations in respect of existing transactions where the relevant retention and disclosure arrangements are not fully compliant with the new regime as adopted, although it is not clear that this is the outcome intended by the Commission. Based on our understanding of the general policy intention with respect to application, it is hoped that the technical deficiencies in the current drafting may be easily fixed.


    Due diligence


    Under the proposals, the existing investor due diligence requirements applicable under the CRR, Alternative Investment Fund Managers Directive (AIFMD) and the Solvency II Directive would be repealed and replaced with common requirements for new and existing transactions. These common requirements would be applicable to a range of EU regulated institutional investors including banks, investment firms, insurers, AIFMs, UCITS management companies, certain internally managed UCITS and institutions for occupational retirement provision (IORPs).


    As under the current regime, the recast requirements would require relevant investors to undertake certain assessments prior to investing in a securitisation position and on an ongoing basis. Amongst other things, prior to investing, an investor would need to verify that an eligible entity has retained an interest in accordance with the recast retention requirements (discussed below) and that the relevant entities make available the required information under the recast disclosure requirements (also discussed below). While the explanatory memorandum published with the STS regulation suggests that the revised due diligence obligations should operate such that investors will “in a simple manner be able to check” whether these matters are met, the drafting of the relevant operative provisions in the proposals does not make it clear that the required verification exercise does not need to go beyond checking disclosures.


    The proposals would also require investors in respect of STS securitisations (discussed below) to carry out a due diligence assessment prior to investing with respect to whether the securitisation meets the STS requirements. On this front, the provisions in the proposals state that investors may place “appropriate reliance” on the STS notification and related information disclosed by the originator, sponsor and issuer on compliance with the criteria. While it is not clear what will be regarded to be appropriate reliance in these circumstances and how much work an investor will need to do, it is helpful that the proposals expressly indicate that investors may rely on the STS notification and other information to be provided. It appears that at least some additional work will be necessary as the draft recitals to the STS regulation indicate that “it is essential that investors make their own assessment … [and] take responsibility for their investment decisions…”. Market participants had expressed concerns that the imposition of onerous STS assessment obligations on investors would discourage, rather than encourage, securitisation investment activities and the question of what “appropriate reliance” means is likely to be a key area of focus.


    More generally, it should be noted that the proposals reflect certain improvements and clarifications to the due diligence obligations as compared to the existing regime. In particular, the requirements under the proposals are cut down and significantly streamlined. For example, the matters to be analysed and recorded prior to investing are reduced in general and certain unclear items under the current regime would be removed (including required checks relating to the reputation and loss experience of originators and sponsors in earlier securitisations and the methodology on which the valuation of the collateral is based).


    In addition, existing due diligence requirements applied to AIFMs and insurers requiring an assessment of various qualitative matters related to the originator or sponsor are significantly pared down, with only a verification requirement relating to the originator’s credit granting policies and systems remaining and the disapplication of this requirement in circumstances where the originator is a bank or CRR regulated investment firm. Market participants have long questioned the rationale for, and feasibility of, investors properly undertaking the qualitative assessment exercise required under the current regime in the context of asset-backed transactions and so the proposed changes in this regard are positive.


    Less helpfully, there is no reference in the proposals to corresponding regulatory technical standards to specify in greater detail aspects of the due diligence requirements. The reasoning for this is not clear given that key guidance currently applies under the existing regime for the purposes of bank, investment firm and AIFM investors and this guidance would remain helpful if made available under the proposed recast requirements. If appropriate guidance is not carried over under the new regime, this may give rise to new compliance uncertainty, which would seem unlikely to encourage investment and inspire confidence as intended.


    Risk retention


    Under the proposals, the current risk retention requirements applicable under the CRR, AIFMD and the Solvency II Directive would be repealed and replaced in part by revised common requirements for new transactions.


    Key aspects of the recast retention requirements are consistent with the current regime. For example, no changes are provided for with respect to the required interest level of 5%, the restriction on transferring or hedging the retained interest or the available holding options (although helpfully the proposals make it clear that the seller’s share holding option is available for revolving pool securitisations in general regardless of the nature of the underlying assets).


    Notwithstanding these key areas of consistency, the proposals do provide for certain substantive changes. These changes relate to two matters – namely, application approach and eligible retainers – and pick up on recommendations made by the EBA in its December 2014 report.


    In particular, the proposals revisit the current “indirect” (i.e. investor focused) application approach of the EU retention regime by imposing a new direct obligation to retain on the originator, sponsor or original lender. While the move to a direct application approach was expected, it was hoped that the proposed requirements would make it clear that the new obligations would only arise in respect of relevant entities involved in the securitisation (as this is not a given for all entities which may be regarded to be an originator or original lender). Unfortunately, the proposals do not include clarifying wording in this regard.


    It should be noted that, notwithstanding the move to a direct application approach, EU regulated investors would not be “off the hook” with respect to retention compliance. As noted above, the proposals provide that such investors would continue to be subject to related due diligence provisions requiring them to “verify” that the originator, sponsor or original lender retains the required interest in accordance with the retention requirements in the STS regulation and to check the disclosures made in this regard.


    The corresponding explanatory memorandum also indicates that the current indirect application approach would continue to apply in certain circumstances. In acknowledgement of the jurisdictional considerations raised by a direct application approach, the indirect approach would apply where none of the originator, sponsor or original lender is EU established. In addition, express provision is made for the current requirements to continue to apply to relevant investors in the context of transactions entered into prior to the date of entry into force of the STS regulation (although, as noted above, as a respect of deficiencies in the drafting, satisfaction of the investor due diligence obligations would appear to require investors to assess the compliance of such arrangements under the new regime, which would be problematic).


    The retention requirement applicable to the originator, sponsor or original lender indicates that “where the originator, sponsor or original lender have not agreed between them who will retain the material net economic interest, the originator shall retain…”. While further consideration is required, issues are not expected to arise in general under this wording. This is because eligible entities will be minded to identify the retaining party and significant incentives for this to occur will continue to apply, including indirectly via the recast investor due diligence requirements. However, the additional wording seems odd in general and if adopted may give rise to some confusion as the concept of greater responsibility for retention amongst retainers is new, as is the concept of formally agreeing amongst retainers who should hold the interest.


    More significantly, in addition to the application approach differences described above, the proposals differ from the existing regime in that they include a new restriction on originators. The proposed restriction seeks to address concerns identified by the EBA that, under the CRR definition of originator, it is possible for third party equity investors to establish an “originator SSPE” solely to act as retainer in a securitisation. Under the proposed restriction, an entity established or operated “for the sole purpose of securitising exposures” would not be an originator for retention purposes. This wording represents an improvement over wording included in previous leaked drafts, which referred to a “primary purpose” test and raised issues relating to uncertainty. The revised “sole purpose” wording included in the proposals is much less likely to create confusion with respect to the compliance position of retainers and more workable in general in that it should not unintentionally capture legitimate uses of the originator route.


    Interestingly, the explanatory memorandum to the STS regulation includes some discussion of the “sole purpose” restriction (relevant extract below), which suggests that the policy intention behind the proposed new restriction is perhaps more nuanced than a literal reading would suggest. Market participants will want to bear this in mind when assessing any adopted sole purpose restriction, although, strictly speaking, statements included in the explanatory memorandum would not be operative provisions under the coming new regime. It is worth noting that the approach pursued in the proposals largely follows the substance of comments submitted to the Commission by Allen & Overy and four other major law firms operating in the CLO market.


    This proposal also takes into account the EBA recommendation to close a potential loophole in the implementation of the risk retention regime whereby the requirements could be circumvented by an extensive interpretation of the originator definition. To this aim, it is specified that for the purposes of Article 4 an entity established as a dedicated shelf for the sole purpose of securitising exposures and without a broad business purpose cannot be considered as an originator. For instance, the entity retaining the economic interest has to have the capacity to meet a payment obligation from resources not related to the exposures being securitised.


    Also with respect to eligible retainers, it is worth noting that notwithstanding calls from market participants for adjustments to the sponsor definition to create sufficient flexibility for the full range of MiFID investment firms and (in circumstances where the indirect application approach remains applicable) firms not established in Europe, the sponsor definition in the proposals remains the same, essentially carrying over the current CRR definition. More helpfully, however, amendments are proposed to be made to the provision which permits retention on a consolidated basis in circumstances involving entities included within the same group from a prudential supervision perspective. Whereas the current regime only permits retention on this basis where the arrangement involves the securitisation of assets from “several” relevant entities within the group, the recast requirements would accommodate more usual scenarios involving the securitisation of assets from “one or more” relevant entities within the group.


    Given the importance of the regulatory technical standards which apply under the current retention regime to making sense of the requirements, a key question under the recast framework relates to whether the existing guidance will be carried over and, if so, whether there will be any delays or gaps in this regard. The proposals seek to address these questions by expressly providing for the development by the EBA (in cooperation with the other European Supervisory Authorities) of draft regulatory technical standards on the retention requirements within six months of the date of entry into force of the STS regulation and provision is made for the existing standards to be carried over under the new regime until the new standards are made. While these provisions are helpful on some level, it appears that new transactions would be subject to two retention compliance standards (i.e. the existing technical standards and then the new technical standards, which may be different in certain respects). Additionally, is not clear that the new standards will cover all of the areas addressed by the current guidance. In particular, the list of items to be addressed does not refer to scenarios involving multiple originators or sponsors and the flexibility for the retention requirement to be met by a single entity where certain conditions are met, which is a key part of the current standards which needs to be carried over under the new regime.


    Having been through two prior rounds of extensive consultation relating to retention guidance in the EU since the requirements were first introduced, it is hoped that the next round under the STS regulation is able to build on previously agreed positions rather than starting from scratch.


    Disclosure


    Under the legislative proposals, the current disclosure requirements applicable under article 409 of the CRR and article 8b of the Credit Rating Agency Regulation would be repealed and replaced by a single set of requirements for new transactions. It is not entirely clear but it appears that article 8b would continue to apply in respect of relevant legacy transactions, being public securitisations backed by certain asset types and involving securities issued on or after 26 January 2015, including provisions applicable under the corresponding regulatory technical standards indicating that no reporting action is required to be taken in respect of such transactions until the start of 2017.


    While it is helpful that the recast requirements would seem to be intended to apply in respect of new transactions only (unlike under previous leaked drafts), there are other application and scope related concerns under the proposals. In particular, the recast requirements would appear to apply in respect of all securitisations regardless of the nature of the underlying assets subject to the development of disclosure templates. There is no carve-out for private and/or bilateral transactions (unlike under the article 8b regime). Express references in the new requirements to ABCP operate only to require more frequent reporting for these arrangements (e.g. to require loan-level information and standardised investor reporting on a monthly rather than a quarterly basis), rather than providing for relief or greater flexibility as market participants have repeatedly indicated is necessary. Notwithstanding this, the explanatory memorandum notes that in making any disclosure templates for ABCP, “there is a need to find the right balance between the level of detail and the proportionality of the disclosure requirements”, which suggests that further work is to be done.


    In general, the recast requirements included in the legislative proposals are modelled closely on the technical standards which apply under article 8b and similar wording is used. In keeping with this, the requirements refer to a joint disclosure obligation on the originator, sponsor and securitisation special purpose entity (SSPE) to make available certain information as a matter of course and with specified frequency (including loan-level data and certain other information similar to that required under the Bank of England transparency requirements) and to provide certain event-based reporting if the transaction is not otherwise subject to the ongoing disclosure obligations under the EU market abuse regime.


    That said, there are a number of important differences between article 8b and the recast requirements. For example, it appears that full public disclosure may not be required under the proposals and, as expected, the concept of disclosure through a website established by the European Securities and Markets Authority (ESMA) seems to have been dropped (at least for the purpose of compliance with the recast requirements). In this regard, the provisions refer to disclosure of the relevant information to competent authorities and holders of a securitisation position only and for this to be done via a website which satisfies certain conditions (the European Datawarehouse is referred to by way of example in the explanatory memorandum). Given the matters to be verified by institutional investors prior to investing under the due diligence requirements (discussed above) and the considerations which may arise in cases involving selective disclosures to certain entities only, it is likely that information would need to be made available to both prospective and existing investors in practice.


    While the move away from full public disclosure appears to be an attempt to address certain concerns previously identified by market participants with respect to the application of disclosure requirements to private and/or bilateral transactions, the recast requirements would not resolve the full range of confidentiality and commercial sensitivity issues raised by the application of loan-level and other standardised reporting requirements to these transactions. Market participants have worked hard to date to highlight the issues in this regard and the real disincentives to securitise created by the application of non-principles based disclosure requirements to private and/or bilateral transactions. It is not clear what is intended to come of ESMA’s work under article 8b to define private and/or bilateral transactions and to identify an appropriate disclosure and reporting standard for these arrangements.


    Lastly, it should be noted that questions arise with respect to the templates to be used for loan-level reporting under the recast requirements. Provision is made for corresponding regulatory technical standards to be made to specify the information required to be disclosed by the originator, sponsor and SSPE, including standardised templates. While use of the European Central Bank templates as permitted under article 8b would be acceptable until the new technical standards are finalised, it is not clear that consistent disclosures will be acceptable in the longer term. Given that key matters relating to article 8b and the acceptable compliance standards thereunder (including the standardised templates to be used for reporting purposes) were only agreed and confirmed by the EU authorities last year, it is rather discouraging to think that this may need to be debated again in the context of the STS regulation.


    Common foundation criteria for identifying STS securitisations


    Significantly, the STS regulation also includes proposals to create common foundation criteria for identifying STS securitisations. In particular, the regulation includes proposals for the criteria for true sale “long-term” and “short-term” securitisations. For these purposes, short-term securitisation is intended to mean ABCP programmes and underlying transactions. The proposals do not include criteria for synthetic securitisations but the explanatory memorandum indicates that the Commission will reflect further on these arrangements and possibly seek to develop standards in the future.


    The introduction of proposals to create common foundation criteria for STS securitisations is supported by market participants in general. A harmonised standard is preferable to the piecemeal approach which European authorities seemed at risk of pursuing given the overlapping but slightly different standards adopted under the Solvency II Directive and the LCR. More generally, this work is strongly supported given that the STS initiative represents an opportunity for more balanced EU regulatory treatment for certain securitisations. If structured properly, the hope is that the new framework will make securitisation more attractive for both issuers and investors. As a result, the STS framework is a key pillar of the CMU-securitisation workstream related to reviving the securitisation markets.


    While the foundation criteria included in the proposals are improved in certain respects from those included in recent related consultation materials, aspects of such criteria remain unclear and/or disproportionately onerous. The proposed standards do not reflect certain key comments raised by market participants. It was already understood based on previous consultations that the criteria were (unfortunately) likely to exclude CMBS, managed CLOs and synthetic transactions in general but the worry is that a much wider range of other common securitisation arrangements may also be (possibly unintentionally) excluded and/or that the position of these other arrangements may not be sufficiently certain. Heightened concerns arise under the proposals in respect of existing transactions as well given that the criteria would require certain non-market standard provisions to be included in the transaction documents and it may not be possible to build these provisions into existing arrangements, particularly term deals. In addition, notwithstanding that it appears to be intended that existing transactions should remain subject to the current retention regime and current disclosure requirements (rather than the recast requirements) a technical adjustment is not made to reflect this in the STS criteria.


    Based on early reviews of the proposals, it appears that issues persist under the proposed criteria for long-term securitisations with respect to (i) the restriction on defaulted assets and assets involving credit-impaired obligors given uncertainty under the proposed definitions for these purposes and the lack of provision for adjustment based on the nature of the specific credit involved, (ii) the required standards with respect to borrower creditworthiness assessments which do not reflect the simplicity, transparency and/or level of standardisation of a transaction and instead go to credit quality, (iii) the requirement for certain transfer perfection events that do not reflect existing transaction terms and (iv) requirements for the information required under the recast disclosure requirements (discussed above) to be available (in final or draft form) prior to pricing.


    While it is helpful that the legislative proposals include provisions relating to ABCP in keeping with the EBA’s recommendations on STS earlier this year and fix previous known issues in such recommendations, there are certain remaining concerns under the draft criteria. In particular, greater flexibility provided under the ABCP underlying transactions criteria with respect to the maturity of underlying assets represents an improvement (moving from a one-year limit to a requirement referring to a remaining weighted average life of two years and a residual maturity for individual underlying assets of not longer than three years), but probably not a full fix and other key issues have not been addressed. For example, through the cross-application of certain long-term securitisation criteria, extensive disclosure requirements (including loan-level reporting and data on static and dynamic historical default and loss performance for substantially similar assets) would apply in respect of underlying transactions, which would be problematic.


    Under the ABCP programme level criteria, consistent with comments provided previously by market participants, concerns arise given that all transactions within an ABCP programme would be required to satisfy the STS requirements for underlying transactions, that call options and extension clauses would be restricted and, once again, that extensive disclosure obligations would apply. Unless fixed, the issues on the ABCP side risk the establishment of a regime for short-term securitisations that does not work in practice. An effective exclusion of ABCP arrangements from the STS framework would compromise the success of the initiative in general, as a meaningful portion of the market would be outside scope and likely to reduce further in size.


    Leaving aside the criteria themselves, it should be noted that the identification of common foundation criteria for STS securitisations also gives rise to the key issue of compliance verification: that is, who should determine, and take responsibility for, whether or not a transaction is compliant with the criteria forSTS. This issue has been subject to extensive discussion and debate in Europe, with a range of views being put forward. The available options in this regard refer to the involvement of regulatory authorities (through the labelling of transactions or the licensing of entities to provide such a label) or independent third parties (such as the Prime Collateralised Securities (PCS) initiative), as well as so-called “self-attestation” by originators and corresponding due diligence by investors. For most market participants, the priority with respect to verification has been to ensure that the pursued process is practical, efficient and certain for both originators and investors. Many consider that this process is most likely to be successfully achieved through the appointment by the authorities of one or more third parties to issue certifications with a corresponding (but manageable) due diligence obligation on investors.


    As expected, the Commission has not formally endorsed third-party involvement in the verification process and has instead indicated that self-attestation combined with appropriate due diligence should be required. No restriction is put on assistance from third parties behind the scenes, but the proposals make it clear that responsibility for determinations would sit with originators, sponsors and SSPEs and, to a lesser extent, investors. Unfortunately, no provision is made for guidance on the criteria (through technical standards or some kind of Q&A tool), which may make it difficult for market participants to comfortably take views on points of interpretation as questions arise.


    Under the legislative proposals, where the STS designation is sought to be used in respect of a transaction, the originator, sponsor and SSPE would be required to jointly declare that the relevant transaction meets the STS requirements and to provide notification of this to ESMA and the relevant competent authority. Notifications would be published on ESMA’s website and would be accessible to market participants. In turn, institutional investors would need to assess whether a transaction meets the STS requirements as part of their due diligence obligations, although, as noted above, “appropriate reliance” could be placed on the STS notification provided to ESMA by the originator, sponsor and SSPE. The originator, sponsor and SSPE would be required to designate amongst themselves one entity to act as the first point of contact for investors and competent authorities, although all three entities would remain responsible for the notified information.


    It is perhaps not surprising that the Commission has opted not to pursue a verification option based on formal involvement by the regulatory authorities and/or an independent third-party entity given previous indications from the authorities that they had concerns with these options given perceived moral hazard and external overreliance issues. The selected self-attestation option also raises questions, however, particularly given persisting concerns that the criteria are not sufficiently clear in a number of respects. It remains to be seen whether originators and sponsors would be sufficiently comfortable attesting that transactions are compliant with the requirements based on the proposals given the uncertainty with respect to various requirements. In addition, questions arise under the proposals in respect of the emphasis placed on SSPEs in the process (i.e. the requirement for such entities to participate in the joint declaration) given that such entities may not be established such that they can efficiently make an independent assessment in this regard.


    Lastly, it should be noted that the sanctions proposed to potentially apply in the event of breach of the requirements (discussed below) may dissuade market participants from pursuing the STS designation in respect of their transactions and accepting responsibility in this regard. The consequences of “getting it wrong” are significant and arguably disproportionate.


    Supervision and enforcement


    The draft STS regulation includes various provisions relating to supervision and enforcement. In particular, provisions are included with respect to designating the competent authorities to ensure compliance by relevant entities, with power being provided for Member States to designate one or more competent authorities for unregulated entities. Provisions are also included to specify the supervisory, investigatory and sanctioning powers held by such authorities.


    With respect to sanctions, the legislative proposals refer to various actions which may be taken by authorities in respect of originators, sponsors, original lenders and SSPEs for breach of the risk retention, disclosure and STS notification-related requirements. Amongst other things, the relevant provisions refer to the right of Member States to impose criminal sanctions and possible administrative sanctions, including fines of at least EUR 5 million or, in the case of legal persons, up to 10% of total annual turnover. Express provision is made for the application of sanctions to members of the management body of relevant entities and “to other individuals who under national law are responsible for infringement”.


    The specified sanctions raise concerns given that areas of uncertainty exist under the legislative proposals, meaning that the compliance position may not be clear in a number of cases under the risk retention, disclosure and/or STS notification requirements. Given that possible criminal sanctions and other seemingly very harsh consequences may arise as a result of a breach, originators and sponsors may be effectively discouraged from using securitisation, particularly when taking into account that similar requirements and consequences do not arise in connection with the use of other funding tools and products such as covered bonds. Moreover, as the benefits of STS securitisation treatment remain unclear in part (e.g. under Solvency II and the LCR), it may be difficult for market participants to conclude that risks of possible non-compliance in connection with use of the STS designation are outweighed.


    While the legislative proposals refer to and identify the relevant competent authorities in respect of investors for purposes of the due diligence requirements, the specific sanctions which may be applied in respect of these entities are not clear. If the usual powers of relevant competent authorities are to apply, then a key question will be whether these powers could extend to the application of increased capital charges in respect of positions where relevant and whether investors could be required to dispose of positions (particularly in a “fire-sale” scenario).


    In acknowledgement of the fact that different competent authorities may have jurisdiction and power to assess the compliance position under the various requirements and may come to different conclusions in this regard, the STS regulation includes provisions intended to facilitate cooperation and exchange of information with respect to infringements. Amongst other things, the provisions provide for the settlement of disagreements between competent authorities by the joint committee of the European Supervisory Authorities if necessary and for the development of corresponding technical standards to specify required cooperation procedures. While it is helpful that the need for coordination and a backstop settlement process is acknowledged in the proposals, the process as proposed seems unlikely to provide for timely resolution, meaning that liquidity issues may arise in circumstances where any single relevant competent authority questions the compliance position of a transaction under any of the requirements.


    Miscellaneous amendments to other legal acts


    As a final matter, the STS regulation provides for certain amendments to other legal acts. While a number of these amendments are of a tidying-up or consistency nature, certain changes provided for with respect to EMIR are worth noting.


    Under the relevant provisions, adjusted application of the clearing and collateral posting requirements under EMIR is contemplated in the case of swaps entered into by securitisation vehicles in connection with a securitisation (and also for swaps entered into by covered bond entities in connection with a covered bond) where certain conditions are met. Market participants have long made the case for relief from the clearing and collateral posting requirements for securitisation swaps (and covered bond swaps, which was accepted and expressly provided for in EMIR).


    While it is positive that the STS regulation includes provision for relief, it appears that under each of the clearing and margin requirements this would only be available in the case of swaps entered into in connection with STS securitisations and not for securitisation swaps more generally. This limitation seems misguided given that the rationale for greater flexibility in the case of usual structured finance swaps (i.e. that the swap counterparty is already sufficiently protected given that it is a secured creditor in respect of the issuing entity and has the full benefit of the security provided on a senior basis) applies across the board and not just in the case of STS securitisations. While the STS framework provides an appropriate basis for preferential treatment in certain contexts, swaps regulation is less conducive to this. It is hoped that this point may be made through the advocacy process in connection with the STS regulation and that broader relief will be provided.


    CRR amendment regulation


    As noted above, the proposals also include a regulation focused on amending the CRR to implement the revised securitisation framework adopted by the Basel Committee and to provide for recalibrated regulatory capital treatment under the implemented framework for certain STS securitisation positions. Provision is made for transitional application of the revised regime in respect of existing positions.


    With respect to the implementation of the revised securitisation framework, the CRR amendment regulation provides for an important adjustment to the Basel Committee’s standards. By way of background, the Basel framework imposes a set hierarchy of calculation approaches which broadly requires a firm to use a specified Internal Ratings Based Approach (SEC-IRBA) or, if the firm is unable to use that approach, to use a specified External Ratings Based Approach (SEC-ERBA) if permitted by the authorities in the relevant jurisdiction or, if the SEC-ERBA is not feasible, to use a specified Standardised Approach (SEC-SA). As the names suggest, the SEC-IRBA and the SEC-SA are formula-based approaches whereas the SEC-ERBA is an approach based on external credit assessments provided by credit rating agencies. Concerns have been raised by European market participants about this hierarchy given that EU banks are unlikely to be able to use the SEC-IRBA in respect of non-own name transactions due to the asset data required for the main pool capital input (KIRB), meaning that such banks would be required to use the SEC-ERBA. External ratings-based approaches for calculating securitisation regulatory capital requirements have been criticised by market participants in general and the SEC-ERBA gives rise to heightened issues in Europe given the effective rating caps linked to sovereign rating levels applied by the rating agencies.


    Helpfully, in response to these concerns, the CRR amendment regulation would permit firms to deviate from the approaches hierarchy in certain circumstances. In particular, institutions would be permitted to use the SEC-SA approach instead of the SEC-ERBA in relation to a securitisation “where the risk-weighted exposure amounts resulting from the application of the SEC-ERBA is not commensurate to the credit risk embedded in the exposures underlying the securitisation” and subject to notice being provided to the competent authority. This flexibility represents a significant improvement in the legislative proposals as compared to recent leaked documents. That said, it is not entirely clear how much flexibility is intended to be available under the provision and what will be considered sufficiently non-commensurate treatment in this regard.


    With respect to the recalibrated treatment for certain STS securitisations, the legislative proposals largely follow the recommendations put forward by the EBA in July 2015. In keeping with this, the proposals would require satisfaction of the STS foundation criteria and also certain additional “building block” requirements. For example, for securitisation positions other than those relating to an ABCP programme, the additional requirements refer to, amongst other things, the assets having been originated in accordance with specified sound credit granting criteria, an asset size restriction, a maximum 100% LTV restriction for residential mortgage loan-backed transactions and the assets meeting certain credit risk-related requirements at the time of inclusion in the securitisation.


    Also in line with the EBA’s recommendations, it is proposed that positions in STS securitisations satisfying these additional requirements should benefit from better regulatory capital treatment through adjustments to the parameters under each of the SEC-IRBA and SEC-SA approaches, modifications to the applicable risk weights under the look-up table for the SEC-ERBA approach and a lower risk weight floor of 10% for senior positions. The adjustments which apply under the formula-based approaches are regarded by market participants to be particularly helpful and, as a result, the flexibility proposed to be provided for deviation from the approaches hierarchy (meaning that firms may not be required to use the SEC-ERBA and can instead use the formula-based approach of the SEC-SA in the circumstances described above) is likely to be regarded by market participants as one of the highlights in the legislative proposals.


    Further consideration of the detailed provisions included in the CRR amendment regulation will be required over the coming period to identify any technical issues.


    Next steps


    The legislative proposals on the STS regulation and the CRR amendment regulation have been submitted to the European Parliament and Council. As noted above, the proposals are not law at this point and remain subject to political discussion and debate through the usual EU legislative procedure. This procedure is unlikely to be concluded before the third quarter of 2016 at the earliest.


    Given that the proposals have been put forward in the form of European regulations, no corresponding national measures would be required in member states to implement the measures. That said, as noted above, the proposals expressly refer to the making of various corresponding acts, including technical standards to further specify the retention, disclosure and STS notification requirements. In addition, full implementation of the CMU action plan item related to reviving the securitisation markets will require certain follow-up actions, including amendments to Solvency II and the LCR.


    While there has been some talk of the EU authorities trying to “fast-track” the legislative proposals, it is not clear that this will be possible in practice. As highlighted in this article, the proposals are welcomed in general and represent an improvement on previous positions but further work is required to land a bullseye. Timely action is required to address the current issues facing portions of the European securitisation markets but this should not come at the cost of compromising the success of the revised regime.


    This article is for general guidance only and does not constitute definitive advice.


    
      
        1 Consultant Counsel, Allen & Overy, London.

      

    

  


  
    The revival of the securitisation market


    Christian Moor1


    Role of securitisation


    A well-functioning securitisation market is very important for the EU as it helps to fund economic growth and makes the financial system more robust by: (a) opening an alternative funding channel; and (b) realising credit risk transfer and hence risk sharing between different parties in the financial system.


    The first benefit is particularly relevant for the EU economy, where the current bank-growth nexus is such that close to 85% of European financing is provided by banks, leaving the economy with little alternative to bank credit in order to fund growth.


    The second benefit is particularly helpful in relation to the current deleveraging and de-risking processes in which EU banks have engaged. Securitisation facilitates those processes without triggering a significant contraction of the real economy.


    The European securitisation market has been in decline since the beginning of the global financial crisis. A number of different factors have, in my opinion, played a role in shaping this development in recent years, including some crucial regulatory and non-regulatory determinants, such as: (a) the post-crisis stigma attached to the whole securitisation market by investors, regulators and politicians; (b) the macro-economic environment impact that has unfolded since the financial crisis, in some jurisdictions; (c) the role of alternative funding instruments available to institutions in the EU, particularly the availability of low-cost central bank money and covered bonds; (d) the tightening of credit rating agencies’ rating methodologies; (e) the limited investor base in securitisation following the implosion of the structured investment vehicles (SIVs); and, last but not least, (f) the uncertainty of effects from numerous regulatory initiatives, both at the EU and global level, impacting directly or indirectly on the incentives to securitise and/or invest in securitisations.


    However, the important role securitisation can play for banks and the economy as a whole has been recognised at a global level. In April 2014, the G20 Finance Ministers and Central Bank Governors agreed to examine ways to enhance the capacity of financial markets to channel more long-term finance, also to small and medium-sized enterprises (SMEs). To reach this objective, the G20 has launched a specific working group tasked with carrying out work to rebuild confidence in securitisation for infrastructure financing purposes.


    At EU level, the revival of the securitisation market has now become one of the key priorities. The European Commission confirmed its commitment to enhance the efficiency of the EU securitisation framework as part of a more comprehensive project for the establishment of a Capital Markets Union in order to set adequate conditions to aid the return to a sustainable growth and job creation path.


    Development of a high quality securitisation product


    In January 2014 the European Commission asked the advice of the European Banking Authority (EBA) to assess whether a ‘high quality’ securitisation instrument could be developed. In this process the EBA was requested to identify which characteristics would be the most appropriate to achieve ‘simple, standard and transparent’ securitisation products, having particular regard to: (i) categories of underlying assets; (ii) structural elements; and (iii) transparency features. Furthermore the EBA was requested to assess, from a prudential perspective, if there is merit in providing a different regulatory framework.


    Since then, various different initiatives have taken place, both in Europe and at a global level, to explore more broadly the conditions for reviving a market deeply stigmatised by the negative events related to the financial crisis.


    As an initial response, the EBA published in October 2014 a discussion paper on simple, standard and transparent securitisations, inviting its stakeholders to provide their input and views.


    In the discussion paper, the EBA acknowledged the wide spectrum of risks that can be embedded in securitisation processes, as well as the different historical performance of securitisation determined by these risks and concluded that the one-size-fits-all regulatory approach to securitisation is no longer appropriate. The discussion paper provided the EBA’s preliminary views on defining three pillars with criteria on: simplicity; standardisation; and transparency. These, together with criteria on the credit quality of the securitised assets, should shape a new class of securitisation products that are prudentially sound and may hence become subject to specific regulatory recognition.


    On 18 February 2015, the Commission launched a specific consultation on the establishment of an EU framework for simple, transparent and standardised securitisations. This consultation represented an important step forward towards delivering a new EU securitisation framework in order to:


    –revive markets on a more sustainable basis, so that simple, transparent and standardised securitisations can act as an effective funding channel to the economy;


    –allow for efficient and effective risk transfer to a broad set of institutional investors as well as banks;


    –allow securitisation to function as an effective funding mechanism for some non-bank organisations as well; and


    –protect investors and manage systemic risk.


    On the basis of these objectives, the consultation looked at securitisation markets from a holistic perspective, i.e. it covers all financial sectors with a view to enhancing cross-sectoral harmonisation. The scope is much wider than only looking into prudential regulatory issues.


    Furthermore, the consultation document included questions referring to issues on securitisations in general and questions focusing on ‘qualifying’ securitisations specifically. The main issues addressed were:


    –the identification of the criteria for qualifying securitisations according to a ‘building blocks’ approach, i.e. through the identification of foundation criteria (applicable to all securitisations) and additional criteria in relation to the specific sector and/or prudential objective concerned;


    –a review the risk retention requirements;


    –further harmonisation of disclosure obligations for issuers and originators;


    –development of venues for the trading/issuing of securitisation instruments;


    –capital requirements for qualifying securitisations for banks (and investment firms) and insurance companies;


    –the introduction of adjustments in other EU regulatory frameworks to help other financial entities to invest in qualifying securitisations;


    –the identification of possible elements for a more harmonised EU securitisation framework, including standardisation of certain aspects of the securitisation structure;


    –the adequacy of the existing framework for the capital treatment of banks’ exposures to securitisation transactions and the possible implementation of the new Basel Committee on Banking Supervision’s revised securitisation framework; and


    –measures to further develop SME securitisations, including further standardisation of underlying assets and loan-level data.


    The consultation document aimed at gathering information and views from stakeholders on the impact of initiatives already adopted in the area of Solvency II2 for insurers and the LCR3 for banks and the possible initiatives to make the EU legal framework better suited to build and support sustainable and stable securitisation markets.


    On 7 July 2015, the EBA published the full text of its advice to the European Commission on a framework for qualifying securitisation. The EBA advice on securitisation lays down a series of criteria to identify simple, standard and transparent term securitisation and asset-backed commercial paper transactions and recommended lower capital charges than those envisaged by the 2014 Basel securitisation framework for qualifying securitisations to reflect their relative lower risk, while always keeping regulatory capital within the perimeters of a prudential surcharge. The EBA opinion specified the conditions under which transactions could qualify for differentiated treatment within this new international framework.


    The EBA explicitly left synthetic transactions outside the scope of its advice on simple, transparent and standardised (STS) securitisations due to the lack, at that time, of a sound and shared basis of knowledge on the synthetic market practice, market evolution and market performance. This was also due to the private/bilateral and bespoke nature of the synthetic securitisation market. The EBA has started engaging in the collection of evidence from major stakeholders of synthetic securitisations and expects to provide its advice on this topic by year-end 2015 to the European Commission.


    On 30 September 2015, the Commission published its Capital Markets Union (CMU) action plan. The action plan is a follow-up from earlier consultations and describes in general terms the various steps to be taken with respect to the creation of a single market for capital in Europe. On securitisation, the Commission published new legislative proposals for harmonising the current regulatory regime and for establishing a new framework for STS securitisations.


    The first proposed regulation (the proposed STS Regulation)4 proposes to establish harmonised rules for all securitisations and to create common basic criteria for identifying STS securitisations. The second proposed regulation (the proposed CRR Amendment Regulation)5 proposes to amend the Capital Requirements Regulation (CRR)6 to implement (with key adjustments) the revised securitisation framework adopted by the Basel Committee in December2014 and to provide for recalibrated regulatory capital treatment under the implemented framework for STS securitisation positions that satisfy additional credit risk-related requirements in line with recent recommendations from the EBA.


    The legislative proposals will have to go through the EU political negotiation process prior to final adoption, which is expected by June 2016. Following adoption, serious follow-up work will be required in connection with delegated acts (LCR7, Solvency II8), technical standards, guidelines, implementation studies and reports, in order to ensure a well-functioning securitisation market.


    Securitisation retention rules


    Securitisation markets before the crisis were affected by what are termed ‘misaligned incentives’ or ‘conflicts of interest’. These refer to situations where some participants in the securitisation chain have incentives to engage in behaviour which may further their own interests, but is not in the interests of – and may even be detrimental to – others in the securitisation chain or the efficient functioning of the market. These misalignments and conflicts are generally thought to have contributed to the loss of investor confidence in securitisation products. They are also seen as a barrier to the recovery of this market.


    The G20 Leaders’ statement from the Pittsburgh Summit in September 2009 recommended that securitisation sponsors or originators retain part of the credit risk of the underlying assets in order to induce a stronger alignment of the interests of the issuers of securitisations and the final investors. Furthermore, IOSCO, in its September 2009 report, ‘Unregulated Financial Markets and Products’, recommended that consideration be given to requiring originators and/or sponsors to retain a long-term economic exposure to securitisations in order to align interests appropriately in the securitisation value chain. IOSCO recommended specifically that the introduction of any retention requirement needed to be tailored carefully to align interests appropriately and suggested a number of principles to assist regulators in considering retention requirement approaches for their jurisdictions.


    In addition, IOSCO also recommended in its report, ‘Global Developments in Securitization Regulation’, of November 2012, that ‘all jurisdictions should evaluate and formulate approaches to aligning incentives of investors and securitisers in the securitisation value chain, including where appropriate, through mandating retention of risk in securitisation products’.


    In response to the concerns raised by the crisis, retention rules were put in place in January 2011, through Article 122a of the Capital Requirements Directive (CRDII)9 which allows investor institutions to assume exposure to a securitisation only if the originator, sponsor, or original lender has explicitly disclosed to the institution that it will retain, on an ongoing basis, a material net economic interest of no less than 5%.


    In 2014, the EBA received a Call for Advice from the European Commission, requesting technical advice on the appropriateness of the rules provided for in the CRR in the light of recent internal developments in this area. In particular the EBA was asked to take into account the IOSCO paper ‘Global Developments in Securitisation Regulation’, published in November 2012, in which it recommends that regulators consider exempting collateralised loan obligations (CLOs) from the risk retention requirements.


    Overall the EBA concluded that the current retention framework is functioning well and has a positive impact on the EU securitisation market as a whole. It has helped to de-stigmatise securitisation products and to create a more transparent securitisation market post crisis.


    Following the assessment, in December 2014 the EBA published a report with a number of recommendations to enhance the current rules, including amongst others:


    i)implementation of a direct approach of retention – the EBA believes that implementing a complementary direct approach which places the retention requirement obligation directly on originators, sponsors and original lenders will reduce compliance costs and improve legal certainty for investors, thereby encouraging new securitisation investors to invest;


    ii)no exception from the retention rules – the EBA believes that there are sufficient ways of complying with the retention rule; therefore, the EBA does not recommend allowing for any further exemptions and/or exceptions. However, the EBA does recommend further assessing the possibility of introducing an ‘exceptional circumstances’ provision whereby under certain circumstances (such as the insolvency of the retainer), the retainer could be changed during the life of a securitisation transaction to ensure that the retainer is always the most appropriate entity to which the interests of the investors should be aligned;


    iii)no alternative mechanisms to achieve the alignment of interest - while alternative mechanisms such as performance-based fee arrangements commonly used in managed CLOs are considered helpful as a complement to risk retention requirements, the EBA does not believe that there is sufficient evidence supporting the use of these alternative mechanisms as a substitute or demonstrating that they are equivalent to the current retention options; and


    iv)no introduction of other forms of retention – the EBA assessed the possibility of including an ‘L-shape’ form of retention through a combination of the vertical slice-holding option and the first loss tranche-holding option. The combination of horizontal and vertical risk retention may mitigate some of the costs related to the first loss option. Furthermore the ‘L-shaped’ option as an alternative form of retention has the potential to lower funding costs, which could be beneficial for different types of transactions that do not fit neatly into the traditional model of securitisation such as some managed CLO transactions. However, providing greater choice with an additional form of retention has its drawbacks: by giving originators and sponsors the choice of how to retain risk, their chosen ‘L-shape’ form of retention may not be as effective in aligning interests and mitigating risks for investors. It may also complicate the implementation of risk retention as well as investors’ processes for due diligence and the ongoing measurement of compliance due to the wider choice that originators, original lenders and sponsors would enjoy.


    As such the EBA believes no other form should be considered at this time.


    v)Potential loopholes – the EBA has identified some practices that raise concerns. It emerges that some transactions are structured so as to meet the legal requirements of the CRR but actually do not always meet the ‘spirit’ of the CRR and do not align the interests of the most appropriate party to retain (originator, original lender or sponsor) with the interests of the investors.


    In particular this can (but is definitely not the only loophole to) arise due to the wide scope of the definition of ‘originator’ in the CRR. As a result of the wide scope of the ‘originator’ definition, it is possible to establish, for example, an ‘originator securitisation special purpose entity (SSPE)’ with third-party equity investors solely for the purpose of creating an ‘originator’ that meets the legal definition of the CRR and which will become the retainer in a securitisation.


    For example, an ‘originator SSPE’ is established solely for the purpose of buying a third party’s exposures and securitises the exposures within one day. The EBA considers these types of structures as non-compliant with the ‘spirit’ of the retention requirements.


    The EBA praises the European Commission for taking on board the main recommendation on risk retention in its proposals on securitisation published on 30 September 2015.


    Synthetic securitisation and credit risk transfer


    Synthetic securitisation transfers the credit risk of a portfolio of exposures by means of a credit protection agreement, without transferring the ownership of the securitised exposures. The securitised exposures remain on the balance sheet of the originator and become reference credits of the credit protection agreement. The originator of the exposures is the protection buyer, whereas the guarantor or counterparty in the credit derivative is the protection seller.


    Article 242(11) of the CRR provides a definition of synthetic securitisation: ‘synthetic securitisation means a securitisation where the transfer of risk is achieved by the use of credit derivatives or guarantees, and the exposures being securitised remain exposures of the originator institution.’


    While synthetic securitisation and ‘true sale’ (i.e. traditional) securitisation may not fundamentally differ in terms of the nature of the underlying assets, the credit risk tranching and the capital (waterfall) structures, they use two different ways of transferring credit risk from the originator to the investor. While traditional securitisation realises that transfer by means of transferring the actual underlying exposures and their ownership to an SSPE, synthetic securitisation realises the risk transfer by means of a credit protection contract between the originator and the investor, leaving the underlying exposures within the ownership of the originator and on its balance sheet. In synthetic securitisation, therefore, the actual extent of risk transfer is a function of not only the capital structure and potential mechanisms of support from the originator, as is the case in traditional securitisation, but also the features of the credit protection contract about which originator and investor agree and the creditworthiness of the originator’s counterparty in that contract.


    Financial guarantors (in the case of financial guarantees) or swap counterparties (in the case of credit derivatives) agree to compensate the losses suffered by the owner of the reference assets if a credit event (e.g. a payment default) occurs in relation to those assets. In return, the owner of the reference assets agrees to pay the financial guarantor or the swap counterparty a premium based on the perceived probability of credit events occurring in relation to the reference assets. As a result the financial guarantor or the swap counterparty gain exposure to the credit risk attached to the reference assets without title or any rights in these assets passing to them.


    Synthetic securitisation can be structured in many different ways, depending on various factors; a major distinction arises with respect to the objectives of the transaction, whereby two main types of synthetic securitisations can be identified: ‘balance sheet’ synthetic transactions and ‘arbitrage’ synthetic transactions.


    In balance sheet transactions the originating credit institution uses financial guarantees or credit derivatives to transfer to third parties the credit risk of a specified pool of assets that it holds on its balance sheet and that, in the vast majority of cases, it has originated. The third parties to which the credit risk is transferred include insurance companies, other credit institutions as well as unregulated entities.


    From an originator perspective, credit risk management and the related regulatory capital relief are the main objectives of balance sheet synthetic transactions. As part of the credit risk management originators engage in synthetic securitisation, inter alia, to manage their large exposure positions and concentration risk. Originators often transfer the junior (first and/or second loss) element of the portfolio’s credit risk and retain a senior tranche of the same portfolio. Unlike ‘true sale’ securitisation, synthetic securitisation does not provide the originator with funding.


    Originators may be incentivised to use synthetic rather than ‘true sale’ securitisation due to the greater flexibility of the synthetic mechanism, which tends to be cheaper and quicker to arrange and allows the originator to side-step the legal, confidentiality-related and operational difficulties that can be incurred in a true sale transaction when effecting the transfer of ownership of the underlying exposures. It should be kept in mind that a special purpose entity is never required for the segregation of the securitised exposures in synthetic transactions; in addition, whereas some funded synthetic transactions set up a special purpose vehicle (SPV) for the issuance of notes (i.e. credit-linked notes), an SPV is not required at all within unfunded synthetic transactions. For these reasons market participants consider synthetic securitisation structures less burdensome and costly from an administrative perspective, as well as less risky from a legal and operational point of view.


    Counterparty credit risk potentially arising in the credit protection contract is the only complex structural element that is specific to the synthetic credit risk transfer mechanism.


    From a prudential/supervisory view, a key aspect to be considered is the amount of credit risk that is effectively transferred to third parties and whether the regulatory capital relief claimed by the originator is commensurate with, and correctly reflects, that transfer. In the CRR this is dealt with by the ‘significant risk transfer’ (SRT) rules in Article 244 as well as by the related EBA guidelines10.


    In addition to the SRT issue, it should be kept in mind that synthetic securitisation introduces leverage into the originator’s balance sheet. The leverage ratio regulation, introduced with the CRR, is meant to address and mitigate the risk of excessive leverage, including the component of that risk that stems from synthetic securitisation.


    The main objective of arbitrage synthetic securitisation (mainly collateralised debt obligations, CDOs – also called collateralised synthetic obligations, CSOs) is one of arbitraging between the (higher) spread received on underlying lower credit quality debt or products indices (such as ITRX, CMBX, ABX) and the (lower) spread paid on the resulting structured and credit-enhanced CDO note. They usually embed extra features such as leverage or foreign currency pay-outs. Arbitrage synthetic securitisations are usually investor- and/or asset manager-driven and are structured to achieve a desired portfolio profile in terms of the seniority, rating and return desired by investors. Credit institutions usually arrange these transactions after being approached by investors, who choose most conditions, such as names to be included in the portfolio, the tranche subordination and the tranche size.


    In some of these transactions credit institutions are not involved as originators, i.e. they do not own the reference exposures, nor are they involved as investors. They are rather hired by asset managers or investors to arrange and tailor-make the transactions. The interest at stake for the arranging credit institution is represented by administration fees. The substantial credit and market risk are borne by the protection buyer and the protection seller that the arranger finds on the market. However, in order to maximise the bespoke and investor-oriented nature of synthetic CDOs, starting from 2003 the market has seen the expansion of the so-called single-tranche synthetic CDOs, whereby an arranger credit institution only sells to an investor a bespoke CDO tranche, typically a mezzanine tranche. The credit institution in this case becomes the credit protection buyer (direct counterparty) in the credit default swap (CDS) contract it is selling to the investor, and hence becomes exposed to the risk of volatility of credit spreads in the portfolio of reference credits (market risk) and to the risk of default of the reference credits. In theory the arranger credit institution should hedge the risks it assumes by becoming the direct counterparty of the mezzanine investor, in particular by selling credit protection (CDSs) on the market, typically by a multiple of the mezzanine tranche’s notional (to make sure that leverage is taken into account) and making sure that the positions are dynamically adjusted due to the volatility of reference credit spreads. Historically, though, the structuring of single-tranche synthetic CDOs has instead left credit institutions with substantial open counterparty positions that have led to losses.


    In addition, arbitrage synthetic transactions can be managed transactions, i.e. transactions where a portfolio manager is appointed to ‘actively’ manage the collateral underlying the synthetic CDO. By contrast, balance sheet deals are non-managed transactions and their performance exclusively depends on the performance of the securitised exposures.


    The EBA has started engaging in the collection of evidence from major stakeholders of synthetic securitisations, resulting in preliminary evidence on the following issues:


    –transactions structured to make profits on assets and liabilities yields (arbitrage synthetics) performed materially worse than synthetics used to transfer the credit risk of loans originated by issuers themselves (balance sheet synthetics);


    –synthetics used for off-balance sheet transfer seem to perform equally to or better than ‘true sale’ securitisation;


    –investors buying the transferred risk are mostly non-banks (insurers, pension funds, hedge funds, specialised funds and supranationals/sovereigns); and


    –banks mostly enter the market as pure originators and mainly engage in synthetic transactions to obtain capital relief on the retained portions of risk.


    The EBA is currently focusing for its advice to the European Commission on the ‘originator’ role that banks play in the synthetic market and on the capital treatment to be provided for by the CRR of the risk that these banks retain. It is also looking at which criteria of the true sale STS framework need to be amended to ensure a safe and SRT-compatible retention of risk by originator banks, as well as which criteria need to be added in order to mitigate the risks of the credit risk transfer by synthetic securitisations.


    As mentioned above the EBA expects to provide its advice on synthetic securitisation by year-end 2015 to the European Commission.


    Final Note


    On a final note, it is my firm belief that securitisation should play an important role in the financial system both as a funding and credit risk transfer tool and as a useful piece in the puzzle to solve the sovereign and banking crisis in the EU. It is therefore important that over the next two to three years this tool is implemented in order to achieve this goal.


    
      
        1 Policy Expert, Securitisation and Covered Bonds, European Banking Authority.

      


      
        2 Commission Delegated Regulation (EU) 2015/35 of 10 October 2014 supplementing Directive 2009/138/EC of the European Parliament and of the Council on the taking-up and pursuit of the business of Insurance and Reinsurance (Solvency II) (OJ L 12, 17.1.2015, p. 1).

      


      
        3 Commission Delegated Regulation (EU) No 2015/61 of 10 October 2014 to supplement Regulation (EU) 575/2013 of the European Parliament and the Council with regard to liquidity coverage requirement for Credit Institutions (OJ L 11, 17.1.2015, p. 1).

      


      
        4 Proposal for a regulation of the European Parliament and of the Council laying down common rules on securitisation and creating a European framework for simple, transparent and standardised securitisation and amending Directives 2009/65/EC, 2009/138/EC, 2011/61/EU and Regulations (EC) No 1060/2009 (COM(2015) 472 final).

      


      
        5 Proposal for a regulation of the European Parliament and of the Council amending Regulation (EU) No 575/2013 on prudential requirements for credit institutions and investment firms (COM(2015) 473 final).
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        9 Directive 2009/111/EC of the European Parliament and of the Council of 16 September2009 amending Directives 2006/48/EC, 2006/49/EC and 2007/64/EC as regards banks affiliated to central institutions, certain own funds items, large exposures, supervisory arrangements, and crisis management (OJ L 302, 17.11.2009, p. 97).

      


      
        10 In July 2014, the EBA published guidelines on significant risk transfer for securitisation transactions. The guidelines provide a transparent framework for supervisors, banks and investors for the assessment of significant risk transfer for securitisation transactions and should ensure a more consistent approach across the EU in this area of supervision. These guidelines are in particular helpful in relation to the current deleveraging and de-risking processes in which EU banks have engaged. As mentioned before, credit risk transfer via securitisation facilitates those processes without triggering an excessive contraction of the real economy. The guidelines specify which criteria supervisors should use to assess whether a credit risk transfer is justified, and which requirements institutions should meet to facilitate this assessment. The proposed guidelines seek through these two objectives to ensure that the reduction in capital requirements achieved by banks via the securitisation framework is justified by the transfer of credit risk to third parties.
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    Introduction


    Chiara Zilioli1


    During the financial crisis, central banks around the world have provided emergency liquidity assistance (ELA) in amounts and at a frequency never seen before, both to the financial markets via non-conventional measures, and to individual credit institutions, in order to preserve financial stability and thereby also maintain monetary stability. It has become evident that the ELA function of a central bank is, in a crisis, an essential instrument to avoid contagion, supporting the actions of the other authorities having responsibilities for financial stability: only a central bank can act quickly enough to “bridge the liquidity gap”, either overcoming the problem or at least enabling the competent resolution authorities to intervene immediately after.


    The topic of ELA has therefore come into the spotlight: we have assisted to a move from the traditional “constructive ambiguity” approach, according to which, to avoid moral hazard, the capacity of a central bank to provide liquidity to solvent but illiquid institutions should not even be mentioned, to a more transparent approach2 and to open discussions of this issue.


    However, several issues relating to the concept of ELA itself and its functioning are still the subject of debate, while the scope of ELA is still evolving.


    This is why today’s panel on ELA is highly topical.


    Three issues in particular warrant further legal analysis and will, among others, be discussed in our panel.


    First: the fact that the ELA function can only be performed by a central bank, as it is related to its functions of carrying out monetary policy and money creation3, is not really up for debate. No other authority would have the capacity to commit very high, potentially unlimited, amounts of money in a very short time. However, whether ELA to individual banks is more closely linked to monetary policy, similarly to the liquidity support provided to the financial markets through non-conventional measures, or whether ELA has the main objective of contributing to achieving financial stability, and in that case what the implications for central bank independence and inter-institutional relations with the authorities having primary competence to maintain financial stability are, is the first issue which will be tackled today, as it is still open to debate.


    In reality, ELA is a crisis-management measure, located in-between the monetary policy and the financial stability functions of a central bank. Its objective is to avoid an institution slipping into an insolvency situation because of a liquidity gap, creating a domino effect resulting in many insolvencies. This would have a serious impact on financial stability and thereby also on monetary stability. Given the links and interaction between financial stability and monetary stability, it is not easy to classify ELA under the monetary (exclusive) competence or the financial stability (shared) competence of a central bank alone. The distinction between broad-based liquidity provision and loans to individual banks also comes into the analysis here4.


    In addition, while the central bank is the sole holder of the monetary power, the responsibility for maintaining financial stability is shared with a number of other authorities (in Europe, both at national and EU levels)5. This brings the challenge of coordinating with them, but also of preserving the independence of the decision of a central bank about whether to provide ELA. In Europe, it must be clearly stated that the fact that ELA is an instrument through which the central bank contributes to the work of the competent authorities in achieving financial stability does not impinge on the independence of the ECB: indeed, a decision on ELA is to be taken completely independently by the ECB and cannot be expected, or requested, by the competent authorities, as this would be in direct conflict with Article 130 of the Treaty on the Functioning of the European Union (TFEU).


    In the context of coordination with the competent authorities, the relationship with supervisory authorities is particularly important, since ELA can be provided to illiquid but solvent institutions, and it is the responsibility of the supervisor to attest that the institution is solvent (even though the borderline between illiquid and insolvent is particularly delicate, as it depends on whether the institution is a “going concern” or a “gone concern”). Another key relationship is with the resolution authority, since this is the authority that needs to intervene as soon as illiquidity appears to have become insolvency. Paul Fisher will expand on this in his contribution.


    Secondly, the question of the limits of the scope of ELA in today’s integrated financial markets arises. Should ELA be provided only to banks, or has broadening its scope to cover non-banks become, in view of the risks for the stability of the financial system if illiquid non-banks lack access to central bank ELA, a requirement? How should we deal with the difficulties that a central bank can face in identifying whether it is appropriate to grant ELA in a specific situation, in particular as regards assessing whether the non-bank is illiquid or insolvent, lacking knowledge of the financial situation of the non-bank?


    In principle, none of the central banks which we are looking at today are prohibited by law from extending ELA to non-banks. Since provision of ELA is a discretionary power of the central bank, the assessment of whether the requirements are fulfilled is left to the central bank itself.


    The UK Discount Window Facility (DWF) is generally available on demand to banks, broker-dealers, and central counterparties, and in 2014 Mark Carney stated that non-banks should also have access to Bank of England facilities.


    As regards the ECB, the second indent of Article 18.1 of the Statute of the European System of Central Banks and of the European Central Bank refers to credit operations with ‘other market participants’: it does not exclude non-banks. Even though at the moment financial institutions other than banks are not counterparties to Eurosystem monetary policy operations, this is not prohibited and one could still imagine that the ECB might decide to extend ELA to non-banks if, for example, it is necessary for the functioning of the monetary policy transmission mechanism. It is worth mentioning, however, that although under the ELA procedures ELA is technically available to “financial institutions”, to our knowledge no ELA has been granted by any of the Eurosystem central banks to non-banks.


    In the United States, section 13(3) of the Federal Reserve Act permitted the Fed to lend to non-banks “in unusual and exigent circumstances”. During the crisis, the Fed relied on its §13(3) authority to provide individual loans and general market liquidity to non-banks. The Dodd-Frank Act amended §13(3) to impose restrictions on the Fed’s power as lender of last resort (LOLR) to non-banks: Hal Scott and Tom Baxter will talk to us about that.


    Finally, in 2005, the People’s Bank of China provided extensive ELA to securities firms and to the Securities Investors Protection Fund.


    Therefore, all four central banks have the power to extend ELA to non-banks, even when they do not supervise all the non-banks to which they could lend.


    The question becomes one of risk management and scope of competence: on the one hand, it is important to be able to receive appropriate information on the solvency of the non-banks, either from a supervisor or by other appropriate means; on the other hand, it is important that the central bank’s action has sufficient links with its monetary policy and financial stability duties, in order to ensure that the central bank is acting within the limits of its powers.


    Thirdly, in the specific case of Europe, in particular after the competence to supervise banks was transferred to the EU level and assigned to the ECB, the question of whether ELA can still be considered as a national function to be performed by the national central banks (that now have neither monetary policy nor supervisory competence) deserves attention. If ELA is currently an ECB task, the next question, at least for significant banks, is what is the legal basis for the ECB exercising ELA competence at EU level.


    As a brief introduction to this issue, which Christos Gortsos will develop further in his presentation, I would like to mention that the task of providing ELA is not explicitly conferred on the ECB by the Treaty because, at the time of drafting the Maastricht Treaty, to avoid moral hazard no central bank was explicitly assigned the task of providing ELA. At the same time, ELA is universally considered to be a function of a central bank - and there is no doubt that the ECB is a fully-fledged central bank. The ECB has been conferred the exclusive competence to conduct the monetary policy of the euro area. An implied power of such competence is the power to grant, at the discretion of the central bank, ELA support. Moreover, during the crisis, the strong similarity between the nature of ELA to individual institutions and that of the other elements of LOLR which are part of the Eurosystem’s standard and non-standard monetary policy measures targeting specific liquidity problems became evident. In addition, it must be mentioned that, in particular in cases where ELA is provided to a significant part of the banking system of certain countries, ELA is an instrument that can be used to prevent impairment of the monetary policy transmission mechanism. These arguments support the statement that the power to provide ELA falls within the scope of the monetary policy competence attributed to the ECB.


    However, even if the power to grant ELA is to be exercised at Eurosystem level, this does not mean that the national central banks (NCBs) will no longer be involved: on the basis of the decentralised implementation of monetary policy, counterparties have access to Eurosystem liquidity through the relevant NCB. The role of NCBs in the implementation of ELA will remain crucial, as they will be involved in, for example, the initial request for ELA, the analysis of the causes and severity of the liquidity problem, any additional contractual arrangements, the assessment of collateral, valuation and risk control measures, the preparation of potential funding plans, and discussions on solutions to the requesting bank’s liquidity problems.


    We are lucky to have on this panel some of the key experts on ELA issues, from both practice and academia, and from all across the world. While Christos Gortsos will focus his analysis on the ECB and the euro area, Hal Scott will undertake a comparative analysis of the ELA powers granted to the Federal Reserve, the Bank of England and the ECB. Tom Baxter and Paul Fisher will comment on these papers and Xiangmin Liu will focus on the Chinese situation. We also have in the audience some other top experts on ELA, such as Rosa Maria Lastra and René Smits. This is a wonderful basis for a great discussion.


    
      
        1 Director General Legal Services, European Central Bank. The views expressed herein are those of the author and do not necessarily represent those of the ECB.

      


      
        2 As an example, see details of the ECB’s ELA procedures, at https://www.ecb.europa.eu/mopo/ela/html/index.en.html; and the data of the Bank of England’s provision of ELA in 2008-2009, at http://www.bankofengland.co.uk/publications/Documents/news/2012/cr1plenderleith.pdf

      


      
        3 See Luis Garicano and Rosa Lastra, ‘Towards a new Architecture for Financial Stability: Seven Principles’, Journal of International Economic Law, Vol. 13, No. 3, September2010, pp. 597-621: “Only the ultimate supplier of money can provide the necessary stabilizing function in a nationwide scramble for liquidity, as the financial crisis has amply evidenced…”.

      


      
        4 Xiangmin Liu, in his presentation, considers this distinction to be unimportant, as long as the intervention is undertaken with the goal of containing financial contagion.

      


      
        5 In the financial stability area, in recent years in the EU we have seen a number of institutional developments in the direction of further harmonisation and institutional Europeanisation: (i) the SSM Regulation, which conferred supervisory tasks on the ECB; (ii) the Single Resolution Fund and the European Stability Mechanism providing direct and indirect bank recapitalisation tools, as a result of which the fiscal backstop for bank recapitalisation and resolution will be progressively centralised at the European level and the responsibility of individual Member States will be reduced; and (iii) the Bank Recovery and Resolution Directive and Single Resolution Mechanism rules relating to recovery and resolution, which will provide a comprehensive framework with which to address situations of distressed credit institutions.

      

    

  


  
    Last resort lending to solvent credit institutions in the euro area before and after the establishment of the Single Supervisory Mechanism (SSM)


    Christos V. GORTSOS1


    1 Introductory remarks


    On 1 January 1999, upon the launch of the European Economic and Monetary Union (EMU), a debate opened as to which central bank would operate as lender of last resort to solvent credit institutions in the euro area: the European Central Bank (ECB), or the national central banks (NCBs) which are members of the Eurosystem. This dilemma was solved with the entry into operation of an emergency liquidity assistance mechanism.


    Based on the (doubtful in the author’s opinion) premise that there is no sufficient legal basis for the ECB to exercise such a power and having recourse to Article14.4 of the Statute of the European System of Central Banks (ESCB) and of the ECB, the NCBs were entrusted with last resort lending, unless the ECB Governing Council found that this would interfere with the objectives and tasks of the ESCB. In relevant communications issued in 2013 and 2014, the ECB published the procedural rules governing the provision of emergency liquidity assistance. These communications are not legally binding texts, but they form the basis for a correct understanding of a mechanism.


    Dealing with this issue, this paper is divided into three (3) main sections:


    (i)Section 2 provides a global overview of last resort lending to solvent credit institutions in the euro area, placing particular emphasis on the emergency liquidity assistance mechanism.


    (ii)Section 3 gives a detailed description of the content of the ECB’s 2014 communication.


    (iii)Finally, Section 4 contains the author’s proposal for a revision of the applicable mechanism, under the catalytic impact of the establishment and entry into operation, as from 4 November 2014, of the Single Supervisory Mechanism in the euro area.


    2 Last resort lending to credit institutions in the euro area: a comprehensive overview


    2.1 Introductory remarks


    As just mentioned, when the Eurosystem became fully operational in the EU on 1January 1999, a question was raised as to who the lender of last resort would be for individual solvent credit institutions2 established3 in the euro area4 if they were to face an exceptional liquidity shortage. Given that neither the Treaty on establishing the European Community (TEC)5 nor the Statute of the ESCB and of the ECB (Statute)6 contained any explicit provisions on last resort lending (and there are also no relevant provisions in the Treaty on the Functioning of the European Union (TFEU), in force since 2009),7 two alternative, diametrically opposed views have been put forward: according to the “decentralised approach”, this power should belong to NCBs in the euro area, while according to the “centralised approach”, the ECB should be the competent authority, assisted by the NCBs.8 With regard to this issue the following should be pointed out:


    (a)In accordance with the (predominant) traditional approach,9 last resort lending10 means the provision (usually exclusively) by the central bank of liquidity to individual solvent11 credit institutions in exceptional circumstances and on a temporary basis.12 This power is associated with the functions of central banks given the synergies existing between the provision of liquidity to the banking system, safeguarding the stability of payments systems, and ensuring the stability of the financial system.13 In this sense, the close relationship between the monetary and financial systems is highlighted.14


    The terms for exercising the power of central banks to act as lenders of last resort are not usually set out explicitly in statutory, legislative or regulatory provisions.15 This is attributed to the fact that, according to the principle of “constructive ambiguity”, the central bank must have the highest discretion possible when intervening in the capacity of lender of last resort, in order to be in a position to appropriately weigh the risks and act accordingly to each case.16


    (b)In the event of a generalised crisis in the euro area which would affect the liquidity position of every credit institution operating in the euro area, the theory is unanimous on arguing that an ECB intervention should be performed by means of monetary policy operations, including in extremis non-standard ones too.17 This is what happened in reality during the recent (2007-2009) international financial crisis18 but also during the ongoing fiscal crisis in the euro area.19


    (c)Apart from the fact that last resort lending should, in principle, only be provided to solvent credit institutions, lending to insolvent credit institutions also stumbles on the provisions regarding the (in principle) prohibition of state aid20 under Articles 107-108 TFEU.21 Furthermore, lending to credit institutions may not go against the provisions of Article 123 TFEU which prohibit monetary government financing.22


    2.2 The emergency liquidity assistance (“ELA”) mechanism


    (a)On the occasion of the onset in 2010 of the ongoing fiscal crisis in the euro area23 and its negative impact on the banking system of several Member States, last resort lending to credit institutions established in euro area member states was repeatedly activated: in the 2010-2013 period, in turn by Ireland, Greece, and Cyprus, in 2014, by Portugal, and lately (2015) again by Greece. This mechanism is called Emergency Liquidity Assistance (ELA), and it is activated by NCB-members of the Eurosystem rather than the ECB.24


    (b)The procedural arrangements governing the provision of such liquidity had already been laid down on 1 January 1999, although they were not made public.25 On 17 October 2013, however, the ECB’s Governing Council (GC) decided to make them public by issuing a relevant communication.26


    On 19 February 2014, the ECB’s GC approved certain, technical, specifications on the procedures described above. The content of the ECB’s communication, which is analysed below (under 3), also includes these technical specifications (ECB communication (2014)).27 It should be pointed out, however, that this communication does not constitute a legal act of the ECB, and it is not legally binding, but merely registers the ECB’s procedural practices.28


    The procedures referred to in this communication relate to the actions necessitated by the ECB’s GC, and data to be provided to, in order for it to be in a position to assess, pursuant to Article 14.4 of the Statute, whether the provision of emergency liquidity by NCBs to individual credit institutions interferes with the objectives and tasks of the Eurosystem. This Article provides the following: “National central banks may perform functions other than those specified in this Statute unless the Governing Council finds, by a majority of two thirds of the votes cast, that these interfere with the objectives and tasks of the ESCB. Such functions shall be performed on the responsibility and liability of national central banks and shall not be regarded as being part of the functions of the ESCB.”29


    3 The content of the ECB’s ELA Communication (2014): a detailed presentation


    3.1 Definition of the term “emergency liquidity assistance”


    (a)Credit institutions established in euro area Member States may draw liquidity from central banks in two (2) alternative ways: either, as a rule, in the context of monetary policy operations,30 or, in exceptional circumstances, via the emergency liquidity assistance.31 The ECB communication (2014) provides that emergency liquidity assistance (ELA) means the provision by a NCB-member of the Eurosystem to a solvent “financial institution” or a “group of solvent financial institutions” faced with temporary liquidity problems of central bank money, and/or any other form of assistance which may result in an increase in central bank money.32


    Solvency is assessed by the authority competent for microprudential supervision. As of 4 November 2014, the competent authority for the euro area is either the ECB itself, (mainly) for “significant” credit institutions, or the national competent authorities,33 for “less significant” credit institutions.34


    (b)The provision of such assistance is not considered to be part of the single monetary policy in the euro area.35 In both cases, the central bank provides liquidity to the banking system, but in the case of monetary policy actions the objective is not to ensure the stability of the financial system but (primarily or secondarily) to maintain price stability;36 the liquidity granted is not of an emergency nature, rather it is permanent, and the liquidity is provided to the banking system as a whole rather than to individual credit institutions.


    Of course, the provision of emergency liquidity assistance has an impact on total liquidity in an economy, but the ECB has the ability to sterilise this impact through appropriate monetary policy operations:37 “the impact of an ELA intervention on aggregate liquidity conditions in the euro area can be managed in a manner consistent with the maintenance of the appropriate single monetary policy stance.”38


    (c)Despite the fact that the ECB’s communication makes no specific reference to this, the provision of liquidity assistance should, in principle, be made on a temporary basis, in order on the one hand to justify its “emergency” nature and, on the other hand, not to put into question the credit institution’s solvency.


    3.2 Allocation of tasks between the national central banks and the ECB


    (a)Emergency liquidity assistance is provided under the responsibility of the interested NCB.39 As a result:


    (i)The provision of such assistance is at the sole discretion of NCBs, on condition of course that the ECB has not prohibited it (see below, under point (b)). It is indicatively provided for that: “A credit institution cannot (...) assume automatic access to central bank liquidity. As a central banking function, the provision of ELA is within the discretion of the national central bank, which will consider the relevant factors that may justify the access to this lending of last resort. Specifically, the provision of ELA may be justified to prevent or mitigate potential systemic effects on financial institutions, including repercussions for market infrastructure such as the disruption of payment and settlement systems.”40 Hence, it is not the ECB itself that provides emergency liquidity assistance. The dilemma about the lender of last resort in the euro area is hence resolved (at least thus far41).


    (ii)The interested NCB incurs the cost and risks that may arise from the provision of such emergency liquidity assistance.42 In practice, this means that relevant funds appear on its balance sheet43 and any relevant losses are debited to its financial results.


    In any event, pursuant to Article 26.3 of its Statute, the ECB’s Executive Board draws up, for analytical and operational purposes, a consolidated balance sheet of the ESCB, comprising those assets and liabilities of the NCBs that fall within the ESCB.44 In addition, on the legal basis (nainly) of Article 26.4 of its Statute, the ECB adopted Guideline ECB/2010/20 “on the legal framework for accounting and financial reporting in the European System of Central Banks”,45 requiring the elaboration of a consolidated balance sheet of the ESCB. From 2015 the consolidated balance sheet of the Eurosystem will be published together with the ECB’s Annual Accounts. In this Eurosystem’s consolidated balance sheet, ELA features on the assets side under item 6 entitled “Other claims on euro area credit institutions”.


    (b)However, on the basis of Article 14.4 of the Statute, the GC is authorised to prevent emergency liquidity assistance operations if it deems that such operations “interfere with the objectives and tasks of the ESCB”.


    The Eurosystem’s objectives are laid down in Article 127(1) TFEU, its primary objective being the maintenance of price stability. Its tasks are divided into the “basic tasks” (which are laid down in Article 127(2) TFEU), “other tasks” (featuring in various other articles of the TFEU (Article 127(5) regarding the ESCB’s contribution to ensuring the stability of the financial system46) and Article 128 regarding the right to authorise the issue of euro banknotes within the Union), and in the Statute’s articles (i.e., Article 5 on the compilation of statistical data), and the “specific tasks” set out in Article 127(6) TFEU.47


    In this case, the GC decides with a qualified majority of two thirds (2/3) of the votes.48 In order to do so, however, the GC must be informed of emergency liquidity assistance operations in a timely manner in order to adequately assess whether such interference is given.49


    (c)The relevant procedures, laid down for the first time in 1999,50 are aimed at adequately ensuring the performance of the GC’s role pursuant to Article 14.4 of the Statute,51 and are governed by two principles:52 they are binding for all NCBs,53 and their adequacy is reviewed at regular intervals (potentially leading to their revision).


    3.3 The procedural arrangements


    (a)As a rule, NCBs must inform the ECB of the details of any ELA operation, at the latest, within two (2) business days after the operation was carried out. This information needs to include, at least, the following nine (9) elements:


    (i)The counterparty to which ELA has been or will be provided.


    (ii)The value date and maturity date of ELA that has been or will be provided.


    (iii)The volume of ELA that has been or will be provided.


    (iv)The currency in which ELA has been or will be provided (thus far provided exclusively in euro).


    (v)The collateral and/or guarantees against which ELA has been or will be provided, including the valuation of, and any haircuts applied to, the collateral provided, and where applicable, details on the guarantee provided and the terms of any contractual safeguards. 54


    (vi)The “interest rate to be paid” by the counterparty55 on ELA that has been or will be provided.56


    (vii)The specific reason(s) for which ELA has been or will be provided (i.e. margin calls or, mainly, deposit outflows).57


    (viii)The prudential supervisor’s assessment, over the short and medium term, of the liquidity position and solvency of the institution receiving the ELA, including the criteria used to come to a positive conclusion with respect to solvency.


    It should be noted that in a press release dated 21 March 2013,58 the ECB made public a GC decision on emergency liquidity assistance to credit institutions in Cyprus,59 which provided that after 25 March 2013 the ELA could only be considered if an EU/IMF programme was in place ensuring the solvency of the credit institutions concerned.60 This did not constitute, in the author’s view, a precedent for future decisions of the ECB, given that the specificities of each individual case are always taken into account.


    (ix)Finally, where relevant, an assessment of the cross-border dimensions and/or the potential systemic implications of the situation that has made the extension of ELA necessary.61


    (b)Ex post information has to be provided on all the above-mentioned cases, to the extent that this information has not already been provided ex ante. Any information provided needs to be updated daily, if it has changed in comparison with the previous day.


    Moreover, in specific cases if this is deemed necessary, the GC can decide to request additional information from the respective NCB, in oder to broaden the information/ reporting requirements and/or make them more stringent.62


    (c)Depending on the volume of the ELA operations envisaged for a given financial institution or given group of financial institutions, the following applies:


    (i)In the event of the overall volume exceeding a threshold of €500 million, the NCB(s) involved must inform the ECB as early as possible prior to the extension of the intended assistance.


    (ii)Conversely, in the event of the overall volume of the ELA operations envisaged for a given financial institution or given group of financial institutions exceeding a threshold of €2 billion, the GC must consider whether there is a risk that the ELA involved may interfere with the objectives and tasks of the Eurosystem. Upon the request of the NCB(s) concerned, however, the GC may decide to set a threshold and not to object to intended ELA operations that are below that threshold and are conducted within a prespecified short period of time (usually one to two weeks). This threshold may refer to several financial institutions and/or several groups of financial institutions at the same time.63


    At least three (3) business days before the GC meeting at which the request is to be considered, the NCB must provide the following information:64


    (i)All available ex ante information on the elements listed under point (i)above, under the conditions set out therein. Where the threshold refers to several financial institutions or several groups of financial institutions at the same time, the information should be provided on a bank-by-bank basis.


    (ii)A projection – covering, in principle, the period up to the next regular GC meeting – of the funding gap for each individual bank that is to receive ELA on the basis of two scenarios: the expected scenario, and the stress scenario.


    4 A modest proposal for the revision of the existing ELA mechanism


    4.1 The establishment of the Single Supervisory Mechanism as a catalyst for the ELA mechanism’s revision


    (a)A major breakthrough in the institutional framework governing the operation of the European banking system was achieved with the entry into operation on 4 November 2014 of the Single Supervisory Mechanism (SSM). This mechanism was established pursuant to Council Regulation (EU) No 1024/2013 of 15 October 2013 “conferring specific tasks on the European Central Bank concerning policies relating to the prudential supervision of credit institutions”65 (SSMR), on the basis of Article 127(6) TFEU. The adoption of this Regulation was a significant leap in the course towards the institutionalisation of the European Banking Union (EBU).66


    (b)The institutional and regulatory framework adopted under the SSMR contains six (6) main elements, which reflect specific policy choices. In this context, it was decided, inter alia, to confer specific tasks on the ECB concerning the microprudential supervision of credit institutions and certain categories of holding companies, principally those seated in euro area Member States,67 by transferring these tasks from national competent (supervisory) authorities,68 to determine each of the specific (supervisory) tasks conferred on the ECB,69 and to create the SSM for the performance of the specific tasks conferred on the ECB.70


    The ECB (assisted by national supervisory authorities within the SSM) carries out direct microprudential supervision over credit institutions that are considered “significant” on the basis of specific criteria, unless “particular circumstances” justify their supervision by national competent authorities.71 In addition, if deemed necessary to ensure consistent application of high supervisory standards, the ECB may at any time, on its own initiative after consulting with national competent authorities or upon request by a national competent authority, decide to exercise directly itself all the relevant powers for one or more “less significant” credit institutions.72


    4.2 A proposal for differentiation according to the significance of credit institutions


    4.2.1 The criterion


    Until the entry into operation of the SSM, the question of which central bank would act as lender of last resort for solvent credit institutions in the euro area was, of course, quite complicated. This was mainly due to the fact that monetary policy, on the one hand, was (and still is) implemented at supranational level by the ECB, while microprudential banking supervision, on the other, was exclusively carried out at national level (either by NCBs or by independent administrative authorities).73 The entry into operation of this mechanism, however, places this question on new ground. In this vein, it is appropriate to look into the scope for differentiation on the basis of the significance of credit institutions exposed to liquidity risk.74 In particular:


    (a)Less significant credit institutions, which in principle remain under the direct microprudential supervision of national competent authorities, should reasonably continue to have access to the ELA mechanism, as currently in force.


    (b)On the contrary, as regards significant credit institutions which are now under the direct microprudential supervision of the ECB, the eventuality of the ECB acting as a lender of last resort gains particular importance.75


    4.2.2 The advisability of the ECB’s acting as a lender of last resort for significant credit institutions


    (a)As regards the advisability of the ECB’s acting as lender of last resort for significant credit institutions, conditions have changed. The arguments in favour of this power remaining with NCBs for as long as the conduct of other policies aimed at safeguarding the stability of the European banking system is decentralised have been weakened.76 This is not only true because their microprudential supervision has mainly (with regard to the specific tasks laid down in Articles 4-5 SSMR) been transferred to an EU level, but also because the same will apply to the resolution of such credit institutions, with the establishment of the Single Resolution Mechanism (SRM)77 and the Single Resolution Fund (SRF),78 very probably from 1 January 2016.79


    (b)A point of concern in this context is potential conflicts of interest within the ECB arising from its function as monetary authority and lender of last resort, on the one hand, and banking supervisor on the other (this applies to central banks in general80). Apart from any burden-sharing considerations, which are outside the scope of this study,81 it should be noted that this point of concern has been addressed in Article 25 SSMR with the creation of “Chinese walls” between the ECB’s monetary and supervisory functions.82 It is expected that these would also apply if the ECB were to assume the power of the lender of last resort.


    (c)As a result, there are stronger arguments in favour of the ECB acting as lender of last resort for significant credit institutions short of liquidity established in euro area Member States. Such an approach is fully consistent with the fact that several components of the bank safety net, used with a view to safeguarding the stability of the European banking system, have already been “Europeanised”. This applies to:


    •the authorisation and the withdrawal of authorisation of credit institutions (both significant and less significant),83


    •the macroprudential oversight of the European financial system by the European Systemic Risk Board (ESRB),84 with regard to which specific tasks have been conferred on the ECB,85


    •the microprudential supervision of (at least) significant credit institutions with regard to the specific tasks conferred on the ECB,86


    •the adoption of recovery plans for and early intervention in (at least) significant credit institutions,87


    •the recapitalisation of systemically important credit institutions directly by the ESM under the Direct Recapitalisation Instrument (DRI),88 which was adopted by means of a unanimous Resolution of the ESM Board of Governors,89 and governed by a detailed Guideline,90 and


    •the drawing up and adoption of resolution plans, the assessment of resolvability and the resolution of (at least) significant credit institutions (the latter, in 2016).91


    Accordingly, the author argues that the ECB’s acting as lender of last resort for significant credit institutions is one of the necessary elements of a complete EBU.92 The same holds true for the (still pending) Europeanisation of deposit guarantee schemes,93 and proceedings for the winding-up of credit institutions, which stumbles on the significant differences of judicial systems across Member States.94


    Taking into account the above, the conclusion is drawn that, even within the euro area and even with regard to significant credit institutions, the bank safety net is still only partly Europeanised (for a summary, see Table 1).


    (d)As to the sequence of potential further developments, in the author’s opinion the establishment of a “European Deposit Insurance Scheme” (EDIS)95 is not a precondition for the ECB to assume direct responsibilities with regard to ELA. Deposit guarantee schemes are activated in the (rare in the EU environment) cases where the relevant administrative authorities make the determination that a credit institution’s deposits have become “unavailable”,96 leading to the withdrawal of its authorisation (by the ECB) and its winding up by national administrative or judicial authorities (without resolution).97 Their activation is a consequence of a credit institution’s insolvency.


    The activation of ELA, on the other hand, is linked to credit institutions’ liquidity problems. Accordingly, the two policy instruments are dealing in principle with different types of crises, which are not necessarily linked. Hence, the decision to elevate ELA to the ECB level could well be taken independently from the decision to create the EDIS.


    4.2.3 The feasibility of the ECB’s acting as a lender of last resort for significant credit institutions


    The crucial point is still the legal basis (i.e. the feasibility of the ECB’s acting as lender of last resort). The argument that the ECB may not intervene as lender of last resort in the euro area for lack of an explicit relevant provision in the TFEU and the Statute, is contestable for the reasons stated below.


    4.2.3.1 On the financial stability mandate


    With regard to the ECB’s financial stability mandate, the following should be noted:


    (a)There is no doubt that the primary objective of the ESCB is, according to Article 127(1), first sentence TFEU, to maintain price stability.98 It is also true that this Article does not make any explicit reference to financial stability.


    (b)On the other hand, Article 127(5) TFEU governing the ESCB’s contribution to ensuring the stability of the financial system has a major shortcoming, since (literally) it only refers to the division of relevant competences between the ECB (mainly submission of opinions) and the national competent (supervisory) authority.99


    (c)Finally, Article 127(6) TFEU, the legal basis of both the SSM and the ECB’s involvement in the macroprudential oversight of the financial system in accordance with Regulation (EU) No 1096/2010 in the context of the ESRB,100 can also not be taken into account, since its reach is confined, as already mentioned, to the specific tasks concerning policies relating to the (micro)prudential supervision of credit institutions.


    Accordingly, Article 127 TFEU does not provide a solid legal basis for a general financial stability mandate.101 Nevertheless, the ECB’s heavy involvement during the recent (2007-2009) international financial crisis as well as the current euro area fiscal crisis has rendered the preservation of the financial system’s stability, the underlying reason for providing last resort lending and a conditio sine qua non for the smooth functioning of the internal market, a de facto major objective. It is not convincing that during these crises the ECB could act in the way it has acted, even in the absence of a clear financial stability mandate, and then resort to the lack of mandate as a justification for its inability to act as lender of last resort, given that the latter is just one aspect of the arsenal for maintaining financial stability. This line of argumentation lacks consistency.


    In any case, the author notes a comment made by Lastra and Goodhart (2015, p.16): “Is it appropriate to keep such arrangement [i.e. the current ELA] in place when de facto, only the ECB can provide emergency assistance to the institutions that it now supervises? Moreover, when no treaty amendment is needed to establish the missing fourth pillar of banking union, but merely a change in interpretation, is it practical to follow the existing practice?”


    4.2.3.2 On the appropriate instruments to be used


    (a)The author supports the view that Article 18.1, second indent, of the Statute (even broadly interpreted102) may serve as a solid legal basis as regards the instruments to be used.103 This Article reads as follows: “In order to achieve the objectives of the ESCB and to carry out its tasks, the ECB and the national central banks may (...) conduct credit operations with credit institutions and other market participants, with lending being based on adequate collateral”.104


    According to Smits (1997): “The absence of lender-of-last-resort (LOLR) support from the text of the ESCB Statute does not make the authority of the ECB to grant it, or to authorise the provision of such support by NCBs, questionable. It is submitted that, under Article 18.1, second indent, the capacity of the ECB and the NCBs to act as lenders of last resort is subsumed.”105 As a matter of fact, the conditions for application of this Article are fulfilled in the case of ELA. In particular:


    (i)The provision of ELA definitely constitutes a credit operation with credit institutions.


    (ii)Lending by NCBs under ELA is curently provided under adequate collateral.106 The eligibility of the assets to be used as collateral, the valuation of, and any haircuts applied to, the collateral provided, and (where applicable) details on the guarantee to be provided and the terms of any contractual safeguards could be adapted accordingly.107


    (b)The ECB’s acting as lender of last resort in the euro area does not preclude a NCB’s ability to grant emergency liquidity assistance to a significant credit institution established in its territory facing emergency liquidity shortage and to manage relevant practical issues.108 Under the above-mentioned provision of Article 18.1 of the Statute, the power to conduct credit operations is held both by the ECB and by NCBs, in accordance with the principle of decentralisation.109


    Nevertheless, in this case, the margin for NCBs to take independent action is institutionally restricted. This directly arises from Article 18.2 of the Statute, which stipulates that the general principles for credit operations carried out by the ESCB, “including for the announcement of conditions under which [the ECB and the national central banks] stand ready to enter into such transactions”, must be established by the ECB.110
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    The Role of the Lender of Last Resort: A Response to Professors Gortsos and Scott1


    Thomas C. Baxter, Jr.2 and M. Benjamin Snodgrass3


    I Introduction


    In their papers and presentations, Professors Gortsos and Scott have undertaken to identify aspects of lender of last resort (LOLR) powers that promote the goals of emergency liquidity assistance: the provision by a central bank of temporary liquidity to solvent institutions under exigent circumstances, with the aim of promoting financial stability.4 Professor Gortsos, in his carefully researched analysis, looks at the function of the LOLR in the euro area and the overlapping (and potentially conflicting) roles of national central banks and the ECB in the provision of emergency liquidity assistance to financial institutions. He notes the centralisation of supervision of significant credit institutions at the ECB through the single supervisory mechanism (SSM), and the establishment of a single resolution mechanism and resolution fund at European level. Given this consolidation, he proposes that the ECB should become a LOLR in the euro area in order to progress toward a more complete European banking union.


    While Professor Gortsos focuses on change within the euro area, Professor Scott concentrates on identifying strengths and weaknesses across LOLRs in the euro area, the United Kingdom and the United States. In a thoughtful and thought-provoking analysis, Professor Scott concludes that the LOLR in the United States, the Federal Reserve, is the weakest LOLR of the three. In particular, Professor Scott highlights changes made by the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the Dodd-Frank Act)5 to the Federal Reserve’s ability to lend to non-banks.


    This paper focuses first on Professor Scott’s work. Not surprisingly, we do not agree that the LOLR framework in the United States is weak, and we appreciate the opportunity that Professor Scott’s critique affords us to highlight the strengths of the LOLR framework in the United States. Unlike Professor Scott, we do not evaluate the United States LOLR framework on a comparative basis; instead we discuss how the LOLR framework in the United States meets US policy objectives, namely permitting unsound firms to fail while maintaining overall financial stability. This paper then turns to the question of consolidating LOLR and supervisory authority. We see the information that a supervisor may gather as being quite helpful, but not necessarily essential, to the execution of the LOLR function. More important than the combination of the LOLR function and micro-prudential supervision is, however, the pairing of the LOLR function and the financial stability mandate with which many central banks have been tasked following the financial crisis.


    2 The United States LOLR framework reflects the policy that unsound institutions should be permitted to fail


    Beginning in 2007, the Federal Reserve developed innovative programs to respond to the worst financial crisis since the Great Depression in the 1930s. Many of these programs were based on the authority to extend credit as set out in Section 13(3) of the Federal Reserve Act (FRA). The Dodd-Frank Act made certain statutory changes to the FRA, and Professor Scott believes that the changes made by the Dodd-Frank Act to the Section 13(3) lending authority have weakened the LOLR authority of the Federal Reserve. In our opinion, however, to view the changes to Section 13(3) as weakening the Federal Reserve’s LOLR authority is to take a part of the Dodd-Frank Act out of context. As discussed below, the amendments made by the Dodd-Frank Act reflect the policy view that individual unsound firms should be permitted to fail and that it should not be necessary to conduct a public bailout of an unsound firm in order to preserve financial stability. As amended, the Federal Reserve’s authority to provide liquidity to the market remains available under Section 13(3) of the FRA, and the Federal Reserve is still able to extend credit under other statutory provisions that were not changed (or were even added) by the Dodd-Frank Act. Complementing the Federal Reserve’s capacity to provide market liquidity, the Dodd-Frank Act also created tools designed to permit an individual unsound firm to fail, whether under ordinary insolvency or, if necessary, under a receivership pursuant to the Dodd-Frank Act’s Orderly Liquidation Authority (OLA).


    A. Amendments to Section 13(3) and development of the Orderly Liquidation Authority


    The FRA includes a number of means by which Federal Reserve may provide credit to financial institutions, with one section in particular – Section 13(3) – being critical to the Federal Reserve’s crisis-stemming activities. At the time of the crisis, before the enactment of the Dodd-Frank Act, the provisions of Section 13(3) were as follows:


    “In unusual and exigent circumstances, the Board of Governors of the Federal Reserve System, by the affirmative vote of not less than five members, may authorize any Federal reserve bank, during such periods as the said board may determine, at rates established in accordance with the provisions of section [14, subdivision (d) of the FRA], to discount for any individual, partnership, or corporation, notes, drafts, and bills of exchange when such notes, drafts, and bills of exchange are indorsed or otherwise secured to the satisfaction of the Federal reserve bank: Provided, That before discounting any such note, draft, or bill of exchange for an individual or a partnership or corporation the Federal reserve bank shall obtain evidence that such individual, partnership, or corporation is unable to secure adequate credit accommodations from other banking institutions. All such discounts for individuals, partnerships, or corporations shall be subject to such limitations, restrictions, and regulations as the Board of Governors of the Federal Reserve System may prescribe.” 6


    During March 2008, the Federal Reserve authorised conduit loans to Bear Stearns (Bear) through JPMorgan Chase (JPMC) under Section 13(3), first to provide liquidity to delay the filing of a bankruptcy petition by Bear and subsequently to remove about $30 billion of troubled assets from Bear’s balance sheet in connection with its acquisition by JPMC.7 Later in 2008, the Federal Reserve used its authority under Section 13(3) to make loans that enabled American International Group (AIG) to avoid catastrophic bankruptcy. While authority under Section 13(3) was used with respect to specific institutions, the Federal Reserve mostly used its Section 13(3) authority to provide market liquidity:


    •The Primary Dealer Credit Facility (PDCF), operational from March 2008 to February 2010, provided overnight funding to primary dealers8 in exchange for a specified range of eligible collateral, using tri-party repo infrastructure;


    •The Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity Facility (AMLF), operational from September 2008 to February 2010, provided funding to US depository institutions and bank holding companies to finance their purchases of high-quality asset-backed commercial paper (ABCP) from money market mutual funds under certain conditions. The objective was to assist money funds holding such paper in meeting investor redemption demands and to foster liquidity in the ABCP market, and in money markets more generally;


    •The Commercial Paper Funding Facility (CPFF), operational from October 2008 to February 2010, provided a liquidity backstop to US issuers of commercial paper, the intention being to improve liquidity in short-term funding markets and thereby contribute to the greater availability of credit to businesses and households;


    •The Money Market Investor Funding Facility (MMIFF), operational from November 2008 to October 2009, supported a private-sector initiative to provide liquidity to US money market investors;


    •The Term Asset-Backed Securities Loan Facility (TALF), operational from March 2009 to June 30, 2010, supported the issuance of asset-backed securities (ABS) collateralised by loans of various types to consumers and businesses, thus helping market participants meet the credit needs of households and small businesses.


    In 2010, after the financial crisis in the United States had ended, Congress amended Section 13(3) of the FRA to achieve certain specific policy objectives. Among its top priorities was to end the problem of “too big to fail” – the concern that some financial institutions were so important and interconnected that their failure could jeopardise the financial stability of the United States.9 Congress was mindful, when it adopted the Dodd-Frank Act, that the Federal Reserve had used Section 13(3) to save certain systemically important financial institutions because it did not have the tools to fashion an orderly liquidation of those firms without catastrophic systemic consequences.10 Congress’s policy goal was to shift away from a legal framework under which regulators were left with no option other than to “rescue” an individual failing financial firm. Through the enactment of the Dodd-Frank Act, Congress sought to establish a legal framework under which the Federal Reserve was empowered “to provide needed liquidity and confidence in financial markets during times of severe distress”11 but could allow individual unsound firms to fail.12 This failure could occur under the United States Bankruptcy Code (aided by the Dodd-Frank Act’s recovery and resolution planning requirements) or, if necessary, under the new OLA title in the Dodd-Frank Act.


    Accordingly, Congress amended Section 13(3) of the FRA to restrict Federal Reserve lending to a specific institution for the purpose of saving it from filing for bankruptcy (e.g., AIG) or where loan proceeds are used to take assets from a single institution to avoid a bankruptcy filing (Bear). The purpose of Congress in restricting this kind of lending was to encourage the use of bankruptcy, either under the United States Bankruptcy Code or under the new instrument, Title II of the Dodd-Frank Act. Congress did not restrict emergency lending under Section 13(3) to “any participant in any program or facility of broad-based eligibility ...”13. Such a program or facility must be approved in advance by the Secretary of the Treasury.14 In connection with such a program, the Board of Governors of the Federal Reserve System must establish procedures to prohibit lending to insolvent borrowers. That said, it is important to note that a borrower “shall be considered insolvent ... if the borrower is in bankruptcy, resolution under title II ..., or any other Federal or State insolvency proceeding.”15 Further, the Board of Governors, in consultation with the Secretary of the Treasury, is required to establish policies and procedures:


    “…designed to ensure that any emergency lending program or facility is for the purpose of providing liquidity to the financial system, and not to aid a failing financial company, and that the security for emergency loans is sufficient to protect taxpayers from losses and that any such program is terminated in a timely and orderly fashion.” 16


    In addition, Congress required that certain reports be made to Congressional committees regarding extensions of credit17 and, on a delay of one year following the termination of a Section 13(3) credit facility, public disclosure of extensions of credit.18 Section 13(3), as amended, could still authorise any of the market liquidity facilities established during the financial crisis, i.e. the PDCF, AMLF, CPFF, MMIFF, or TALF.


    At the same time that Congress amended Section 13(3) of the FRA, it introduced a powerful new tool: the OLA under Title II of the Dodd-Frank Act.19 This new special resolution regime permits the Federal Deposit Insurance Corporation (FDIC) to resolve systemically important financial institutions when insolvency proceedings under the United States Bankruptcy Code would have serious adverse effects on the financial stability of the United States.20 OLA thus provides US regulators with an alternative to the public bailout of a single insolvent firm and promotes Congress’s objective of solving the “too big to fail” problem.


    Under OLA, the FDIC would be appointed as receiver for a failing or failed financial company, upon a recommendation by the Board of Governors of the Federal Reserve System and the FDIC and a determination by the Secretary of the Treasury that (i) the company is in default or danger of default, (ii) the company’s failure and resolution under the United States Bankruptcy Code would have serious effects on financial stability, and (iii) resolution under OLA would avoid or mitigate those adverse effects.21 Among the powers of the FDIC as receiver are the powers to sell the assets or operations of the company, to transfer the company’s assets, liabilities, and operations to a “bridge” financial company established by the FDIC, and to impose losses on shareholders and creditors in accordance with the priorities established under OLA.22


    Importantly, as a complement to the Federal Reserve’s emergency liquidity authority with respect to solvent institutions, OLA provides the FDIC with a source of liquidity for a company that has been recapitalised pursuant to a resolution under OLA: the Orderly Liquidation Fund (OLF).23 Under the FDIC’s single-point-of-entry resolution strategy, only the top-tier US holding company would be placed in resolution, and its interests in its subsidiaries would be transferred to a bridge financial company. The FDIC, where possible, would look to private markets for sources of liquidity for the well-capitalised bridge company. If that were not possible, however, the FDIC could use the OLF, either by providing guarantees of private sector funding backed by the OLF or by providing funding directly from the OLF.24


    Far from being weak, Section 13(3), as amended by the Dodd-Frank Act, and the new tools designed to facilitate orderly resolutions address one of the primary mischiefs that the Dodd-Frank Act was enacted to address: the concern that the unavailability of an orderly resolution mechanism could result in bailouts and moral hazard. In light of the Dodd-Frank Act, Section 13(3) lending is no longer needed to take assets off a company’s balance sheet, as was the case with Bear, or to make a large loan to save a systemically important financial company, as in the case of AIG. The risk of a firm’s ultimate failure is borne by its shareholders and bondholders, rather than the central bank. The Federal Reserve remains empowered, however, to provide broader-based LOLR programs like those developed during the crisis. It is therefore still able to lend, in the words of Bagehot, to “[t]he great majority, the majority to be protected, ... the ‘sound’ people.”25


    B. The Dodd-Frank Act did not amend Sections 10B and 14 of the FRA and it provides for liquidity to designated financial market utilities


    While we have focused on Section 13(3) of the FRA, other sources of the Federal Reserve’s lending authority remain substantively unchanged by the Dodd-Frank Act. Section 10B of the FRA sets out the statutory framework for lending to “depository institutions”26 that is not restricted to emergency situations.27 Adepository institution that maintains transaction accounts or non-personal time deposits that are subject to reserve requirements is eligible to borrow under the authority of Section 10B – the so-called “discount window.”28 US branches and agencies of foreign banks that hold reserves are eligible to borrow under the same general terms and conditions that apply to domestic institutions. Rather than restricting the Federal Reserve’s Section 10B lending authority, the Dodd-Frank Act expanded the Federal Reserve’s Section 10B lending authority to permit it to make loans, in unusual or exigent circumstances, to “designated financial market utilities.”29 Such lending requires the Federal Reserve to consult with the Secretary of the Treasury and for the utility to show inadequate credit accommodations from other banking institutions. The Dodd-Frank Act also requires the names of all depository institutions and designated financial market utilities that borrow from the Federal Reserve and the amounts borrowed under Section 10B to be publicly disclosed eight calendar quarters after the borrowing occurs.30


    In addition, the Dodd-Frank Act did not amend the authority of Federal Reserve banks to undertake open market operations. Under Sections 12A and 14 of the FRA, Federal Reserve banks continue to have the power to buy and sell various bonds, notes, and other obligations, including obligations that are notes or bonds of the United States or any agency of the United States, or fully guaranteed as to principal and interest by the United States or any agency of the United States, in the open market at the direction of, and under the regulations of, the Federal Open Market Committee.31 This authority has permitted liquidity-enhancing transactions with the Federal Reserve Bank of New York’s primary dealers,32 including repurchase transactions that are the functional equivalent of secured loans. Authority under Section 14 of the FRA also permits dollar liquidity swaps with foreign central banks, such as the standing swap lines that currently exist between the Federal Reserve and the Bank of Canada, the Bank of England, the Bank of Japan, the ECB and the Swiss National Bank.33


    3 Consolidation of LOLR and other mandates


    Professor Gortsos argues that steps taken toward the centralization of the mandate to safeguard the banking system in the euro area warrant centralization of the LOLR function for significant credit institutions, and he highlights the centralization of supervision through the SSM. Having supervisory jurisdiction over a borrower makes for more informed central bank lending decisions, and indeed the Federal Reserve will most likely have more information at hand about the affairs of a bank over which it exercises supervisory authority than it will over financial institutions with other primary supervisors (e.g., the Federal Reserve did not supervise AIG or Bear). Supervisory authority is not, however, a prerequisite for successful action by a LOLR, as demonstrated by the successful LOLR activities executed by the Federal Reserve during the financial crisis, including the successful lending to AIG and Bear.


    A pairing that is more significant than that of supervision and LOLR is that of the financial stability function and LOLR. Following the financial crisis, many central banks now have a financial stability function and, indeed, the Dodd-Frank Act expanded the Federal Reserve’s financial stability mandate. The Chairman of the Board of Governors of the Federal Reserve System is a member of the Financial Stability Oversight Council (FSOC).34 In addition, the Federal Reserve has been given macro-prudential supervisory authority over the financial activities of nonbank financial companies designated as systemically significant by the FSOC and of bank holding companies with total consolidated assets of $50 billion or more,35 as well as authority with respect to payment, clearing, and settlement activity designated by the FSOC as systemically important.36 As LOLR lending is a financial stability tool, it is an important component of the Federal Reserve’s, or any central bank’s, macro-prudential toolkit and it enhances the central bank’s flexibility as it carries out its financial stability mandate. The financial stability role of the ECB has, as Professor Gortsos notes, also been expanded through the SSM. We look forward to observing how the role of the ECB in LOLR develops as it assumes its new role under the SSM.


    4 Concl0usion


    The LOLR framework in the United States may not be perfect, but we must disagree with the notion that it is weak. Viewed in the context of Congress’s goal of ending “too big to fail,” the Congressional purpose in restricting certain forms of Section 13(3) lending becomes apparent; this is not weakness, it is strength. The Federal Reserve’s ability to respond to the particulars of a financial crisis with innovative broad-based programs remains. Policy makers will no longer be faced with an unwanted binary choice between saving an unsound firm and letting it fail with catastrophic effects on US financial stability. The Federal Reserve’s strong LOLR authority dovetails with its financial stability and macro-prudential supervision mandate. As the ECB assumes its new role under the SSM, it will be interesting to observe whether it acquires an LOLR role to complement its supervision of significant credit institutions.
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    PRACTICAL ISSUES FOR THE LENDER OF LAST RESORT


    Paul Fisher1


    Commenting on the presentations of Hal Scott and Christos Gortsos.


    The background to this panel was how the ESCB should organise its Lender of Last Resort (LOLR) functions, and Christos Gortsos cogently sets out the arguments in favour of this moving from national central banks to the ECB. I will offer some comments on practical and public policy issues which should be relevant to how LOLR functions are arranged. My views should be taken as personal and not necessarily reflecting those of the Bank of England.


    As Hal Scott explains, the Bank of England has, since mid-2007, moved from a LOLR approach based entirely on constructive ambiguity, to having perhaps the most comprehensive set of pre-published liquidity facilities of any central bank. I want to draw two points from this experience. The first is to note the range of choices that one has, and the scope for change, in establishing LOLR facilities. Legal constraints – which I appreciate are especially important in the European arena – should not be felt to be an absolute limitation on what arrangements may be possible in the future. One would hope that the law could evolve to permit the best arrangements to be made.


    The second point is that widening LOLR facilities requires a lot of operational change. All the major central banks proved that complicated new operations could be devised and delivered at speed during a crisis. It would, though, have been much better practice to have made the preparations beforehand. And the context for LOLR is always how it works in a crisis, not how it works in normal times.


    What are the main constraints?


    Philosophical: In the US there seems to be an overriding concern that central bank support for an individual institution undermines the principles of capitalism– it seems to be seen as representing the bailing out of a failed firm, almost regardless of whether the problem is one of liquidity or solvency. As Hal Scott explains, there have been consequent moves to limit Federal Reserve support to banks only, and to market-wide liquidity facilities. Whilst I share his concern at the direction of those changes – the Fed did fantastic work to support the US financial system and its economy during the crisis – I am more optimistic about what they might mean in practice. I anticipate that the Federal Reserve System will always find a way to do what they need to, in delivering their dual mandate. I will leave Tom Baxter to reply more fully to Hal’s points.


    Elsewhere, the public policy imperative that we have witnessed across Europe in the past few years seems to have been to avoid bank failures, and even the failure of potentially insolvent firms. In both cases the politics is likely to be based on perceptions of what the respective electorates will accept, and we central bankers should respect this. But what I conclude from these observations is the need in the US to preserve the ability to be the LOLR when, and to whom, necessary, and in Europe perhaps to preserve the ability to not lend, when that is more appropriate.


    In the UK the PRA does not seek to operate a “zero-failure” regime. Rather, it seeks to ensure that a financial firm which fails does so in a way that avoids significant disruption to the supply of critical financial services.


    Interaction with monetary policy


    LOLR, by expanding the central bank balance sheet, can have a marked effect on the money supply or at least on market conditions, potentially on a large scale. But during the crisis we all found ways to accommodate or mitigate those effects as necessary. So monetary policy considerations should not be a constraint as long as there is sufficient co-ordination between those setting monetary policy and those deciding on and implementing LOLR.


    Practical decision making


    Where should one draw the line between banks and near-banks that have similar liquidity mismatches by the nature of their business? I hear Hal’s concern that the restrictions in the US will prevent lending to non-banks at a time when other central banks are moving in the opposite direction. In particular, the Bank of England has allowed central counterparties and major investment banks to be eligible for the Sterling Monetary Framework. The issue of central bank liquidity support for non-banks has yet to receive much academic study and debate – but it should, as central banks take more interest in their broadening financial stability remits. An increasing focus on what happens outside the regulated sector is certainly on the agenda in the UK and at the FSB.


    How can one tell whether a firm is solvent and illiquid or is actually going bust? Often there is simply not a clear dividing line – a firm might be solvent with liquidity support and bust without it. This can occur because the values of a bank’s assets will often be dependent on whether it is a going or a gone concern.


    What collateral should a central bank accept and what haircuts should it set? Almost inevitably one wants to give liquidity in return for collateral that is illiquid to some degree – otherwise that collateral could be used in the market and the firm wouldn’t have a liquidity problem. The haircut needs to be conservative enough to give solid protection from loss, but shouldn’t be so large as to mean the assistance isn’t effective. The particular importance of that is that one doesn’t want to have to decide to take new classes of collateral at short notice. It is much better to have prepared, and to have, proper risk management set up in advance.


    One possible approach to collateral I have heard suggested in this conference is to simply take a floating charge over a firm’s balance sheet, or at least its unencumbered assets. Whilst that is always a back-stop possibility, I would warn that it can generate a lot of legal issues that could undermine its effect. For example, it could trigger default clauses in contracts or debt instruments. So use of a floating charge needs to be thought through carefully in each context – it is not easy and certainly not a panacea.


    Financial risk


    This is perhaps the key point I want to highlight, based on the UK’s experience. If a central bank lends enough money to a firm where solvency is inherently uncertain – and it always is for a bank in a liquidity crisis – then however well collateralised the loan, there is a risk of losing money – public money. Especially in stressed market conditions. Fiscal authorities will therefore have a legitimate interest, however legally independent the central bank. As Hal describes, the UK has a system now which allows the BoE freedom to lend under its published facilities (which are pretty broad and have only BoE risk limits attached) but requires Treasury involvement beyond that, and specifically in any instance where there is a risk of loss to the taxpayer.


    Actually reputational loss to the central bank can arise either from losing money by lending to a bust bank, or from not doing so and allowing a bank to fail. In the long run that potential reputational loss might be of as much concern as the financial consequences.


    And central banks are never totally financially independent. If a central bank uses up its capital, it can continue to operate – unlike a commercial firm. But finance ministries will ultimately need to recapitalise them, i.e. any losses will eventually flow back to the fiscal authorities. One can have pre-agreed arrangements to handle that, as the ECB does. But if large losses accrue in practice, especially in a time of pressure on fiscal deficits, and taxpayers have to pay up (even temporarily) as a result of independent central bank decisions, then one should not be surprised if governments consider changing the arrangements. The US restrictions on Federal Reserve actions are perhaps an example of the potential negative reaction to bilateral support operations – and that despite the fact that the Fed is expected to make a net positive return across the various facilities it employed during the crisis. In the UK, the bailouts for HBoS and RBS beyond normal liquidity provision were clearly a decision for the finance ministry.


    So some key questions to ask in deciding LOLR arrangements are:


    •Who is best placed to decide whether an individual firm needs more liquidity and has appropriate collateral?


    •Who can take a view on solvency?


    •Who is in the best position to assess the risk ex ante of financial loss from LOLR?


    •How do the arrangements work to deal with realised financial loss (even temporary or perceived)? How does one best guard against the political consequences?


    •What are the public policy pressures to bail out potentially insolvent firms (that might need to be resisted or accommodated)?


    •How best does one coordinate to avoid the potential consequences for monetary policy?


    In each country, central bank operating systems differ, as do political arrangements, so these sorts of questions need to be addressed in specific context rather than generically.


    Christos argues that the creation of the SSM is a strong argument for giving the LOLR responsibility to the ECB. I agree that it goes in that direction, but would urge caution in relying too strongly on that argument. The access to supervisory information and coordination with the supervisor is indeed an important and positive consideration. But there are also good reasons for keeping the decision making separate.


    For the US there are some very difficult issues – the nature and philosophy of the political system and the fractured regulatory structure described by Hal Scott present a challenging backdrop. But the Federal Reserve is the only US institution capable of being the LOLR. The real problem, as Hal emphasises, is what it is legally and politically allowed to do and what it can actually do in practice.


    In the UK there has been little philosophical debate about the BoE’s LOLR powers. The debate has been largely technical and the BoE’s ability to be a LOLR has actually been considerably enhanced by the changes put in place since the crisis – but always subject to finance ministry involvement if public money is at risk, as Hal explains.


    For Europe, as always, the particular arrangements need to reflect the sensitivities of the EU and the euro area. It is not for me to assert how to arrange things, but the experience of ELA over the past 8 years and, as Christos argues, the advent of the SSM might have shifted the balance of the arguments somewhat in addressing the issues I have raised.


    Finally, there is another dimension not mentioned in either paper. During the crisis we all found that LOLR needed to be in foreign currency as well – for example the ECB being able to lend in both £ and $ as well as euro. The solution was the introduction and use of swap lines so that – for LOLR operations – the relevant home central banks did foreign currency lending and took the risk, rather than host central banks. There are myriad interesting questions arising from that experience which deserve fuller debate. I don’t have time for that in this short intervention but I do want to note that LOLR provision is no longer just a national, technical issue. The interest in international spillovers is much more acute. So international cooperation and, where possible, alignment on these matters is much more important now than it ever has been.


    
      
        1 Deputy Head of the Prudential Regulation Authority, United Kingdom and Executive Director, Supervisory Risk and Regulatory Operations, Bank of England.

      

    

  


  
    Some Comments on Central Banks’ Lender of Last Resort Function in the Post-Crisis World


    Xiangmin Liu1


    I General Comments


    Professor Scott’s presentation gives a good big picture comparison of the lender of last resort (LOLR) arrangements of the three major central banks, their relative pros and cons, and he gives his own rankings of the relative strengths of the three. Professor Gortsos’s paper examines the ECB’s case in detail, and argues for a clear LOLR mandate for the ECB, in line with the enhanced supervisory powers over the euro area’s significant banks under the SSM. While I share Professor Scott’s concern over the new restrictions placed on the Fed’s LOLR authority by Dodd-Frank, I caution against a simple ranking of the effectiveness of LOLR arrangements on the basis of purely textual comparisons.


    In my view, any specific legal provisions of LOLR should be considered or evaluated along with other instruments in a particular central bank’s toolbox. These instruments could be used together, or in any combination, to address a systemic risk or fight a significant crisis. For example, the powers of a central bank to engage in broad and unconventional open market operations in response to a severe liquidity problem or crisis, to restructure or resolve a significant bank or nonbank on an orderly basis, or to make pre-emptive strikes (using prudential measures or reorganisation tools) against systemic issues before they explode into a full-blown crisis, are all important tools. In other words, I advocate a holistic approach to LOLR and define it as one of the tools available to a central bank in utilising its balance sheet to prevent or manage a financial panic or crisis. It is often used in combination with other tools and should not be taken out of an institutional context and simply evaluated on a stand-alone basis.


    The classic view of LOLR of Thornton (1802) and Bagehot (1873) includes the following: (1) protect the money stock instead of saving individual institutions; (2) rescue solvent institutions only and let the insolvent fail; (3) penalty pricing; (4) good collateral; (5) pre-announcement. Modern economics has essentially validated the desirability of having a LOLR as a public function. Models developed by Diamond and Dybvig (1983) and Allen and Gale (2000) prove that two Nash equilibria can exist in a panic: a good one and a bad one (bank run). Apublic LOLR function is an effective way to prevent the bad equilibrium and to achieve the good one.


    While few dispute the desirability of having a public LOLR function, and designating that function to central banks, significant controversies still exist over the details of LOLR design and practice. Specifically, there are eight issues that are still the subject of debate and further study:


    1.Moral hazard. While moral hazard is a valid concern and should be taken seriously, especially in normal times, in practice it may also be exaggerated and used as an excuse for weak and ineffective crisis management. While it might be morally justifiable to let a stand-alone house burn to the ground to give its owner a lesson on mishandling a fire, when a fire threatens to burn down neighbourhoods and even cities, the first priority is always to put out the fire and punish the arsonists next. In a systemic financial crisis, the top priority of the LOLR should always be to put out a financial fire: to stop panics and bank runs. In a systemic crisis, management and shareholders of a distressed bank are typically wiped out, bondholders are either wiped out or forced to take significant haircuts. When economies go into crisis, political leaders may even be forced out of office. So the extent of moral hazard from a public rescue utilising the LOLR function is typically limited and, in any case, in the normal course of business, a whole system of modern prudential regulation and bank resolution procedures are in place to systemically address the moral hazard problems created by having a public safety net for banks. In addition, since LOLR traditionally emphasises its liquidity provision function as a “last” resort, the risk of moral hazard should be even lower since a bank is supposed to exhaust all other available means of liquidity before it becomes eligible for a central bank lifeline. Under these conditions, priority should be given to having a strong and powerful LOLR, rather than one straitjacketed by moral hazard concerns. We should bear in mind that not having a strong LOLR is a recipe for far worse consequences than moral hazard itself.


    2.Financial stability and the rescue of individual institutions. There are essentially two competing views on this: the money view (Goodfriend and King, 1988) and the banking view. The premise of the money view is concern for moral hazard created by rescuing individual institutions. As my above comment on moral hazard makes clear, the distinction between broad-based liquidity provision and loans to individual banks is not that important, as long as it works to contain financial contagion. Goodhart (1999) argues that only discount window lending should be considered LOLR, because open market operations cannot be separated from regular monetary policy operations. How to fit the U.S. Federal Reserve’s new 13(3) power neatly into the LOLR/monetary policy (or open market operation) dichotomy is therefore a challenge. The conceptual categorisation or distinction between the two, however, is less important than ensuring a strong LOLR function that could be employed to address both market-wide and individual entity concerns, depending on what circumstances call for, or under whatever name befits a country’s political conditions.


    3.Distinction between illiquidity and insolvency. The so-called “solvency rule” as set forth by Bagehot has been upheld most consistently and even religiously. It is often used as a powerful defence against moral hazard by free market fundamentalists who typically oppose public rescue of the financial sector. The ECB, the BoE and the Fed all require a solvency test in all or part of their LOLR operations (in the Fed’s case pursuant to Dodd-Frank for nonbanks). In my view, solvency determinations are inherently difficult during a panic or crisis, and a strict solvency requirement is not only difficult to implement but also unnecessary or even counterproductive during a crisis. Goodhart and many other commentators have made the same argument. If the failure of an insolvent institution could cause widespread panic and contagion, or in an extreme case, the breakdown of a significant part of the banking/financial system, should a central bank not deploy the LOLR, or whatever other tools are available to prevent that from happening? On the other extreme, a rapid decline in the market situation could quickly take a solvent institution to the verge of insolvency. If a central bank rigidly applies the solvency test, the best window for response might be missed. In addition, during a financial panic, markets can malfunction or seize up. Price signals no longer work properly and the market prices of financial assets could deviate substantially from fair value. Prices in normal condition (or prices based on fair value methods) and fire-sale prices could be worlds apart, and this could mean life or death for banks. A strict solvency test based on market prices during a crisis could be completely counter-productive as regards accomplishing a central bank’s financial stability objective.


    4.Penalty pricing and good collateral. Bagehot’s reasoning behind charging penalty rates was first, this would make the lender of last resort the very last resort and second, it would encourage prompt repayment of the loan. However, in a distress scenario, penalty pricing and/or adequate collateral could effectively make LOLR unaffordable for those in the most need or it could worsen an already weak balance sheet. Also, as a matter of practice, the Fed has neither asked for collateral nor charged rates above the market in recent years. Too rigid a policy regarding rates and collateral could be counter-productive and used as excuses for inaction.


    5.Pre-announcement. While Bagehot emphasised the benefit of ex ante commitment of LOLR, many central banks have intentionally not promised anything. “Constructive ambiguity” seems to be the norm.


    6.Last resort versus first resort, second resort? In some cases, the prevention of an imminent crisis would require central banks to take pre-emptive action to aggressively address systemic weaknesses, and the boundaries between first, second, and last resort could be blurred. For example, after the markets seized up, the Fed acted as the liquidity provider of first resort and the buyer of first resort of a wide range of market instruments, including mortgage-backed securities.


    7.Scope of eligible entities. Given the lessons learned during the global crisis, it is obvious that an effective LOLR should cover a whole range of entities, both banks and nonbanks, in line with the growing importance and market share of nonbanks in the financial system. As originally formulated, Bagehot (1873) even argued that a LOLR should lend “it most freely … to merchants, to minor bankers, to ‘this and that man’, whenever the security is good.” All three central banks are authorised to lend to nonbanks, with different procedural requirements and the ECB’s scope of lending restricted to its supervised entities. In light of the broad mandate central banks have regarding the stability of the entire financial system and the economy, and especially in light of the rise of the shadow banking system around the world and the extraordinary role in credit intermediation played by nonbanks that are outside the traditional supervision of central banks, the scope of LOLR should be commensurately broad and should be expanded to at least cover the regulated nonbanks.


    8.Relationship between LOLR and supervisory functions. For reasons of information, coordination and accountability, there is a strong argument for the integration of both functions within a single entity. We see increased integration in all three central banks, as outlined by the speakers. In addition to the above reasons, the key issue here is incentives. We need an incentive-compatible structure: those who have to pay to clean up the mess should be given the power of supervision to minimise the mess in the first place.


    II China’s Experience


    The People’s Bank of China (PBOC) has unique experience of LOLR and, more broadly, the power to use its balance sheet to accomplish its legal mandates: price stability, financial stability and economic growth.


    The Law of the People’s Bank of China (the PBOC Law) specifies two broad policy objectives for the PBOC: the first is to conduct monetary policy (with the goal of maintaining price stability and thereby promoting economic growth) and the second is to “prevent and resolve financial risks and maintain financial stability.” There are two forms of lending to financial institutions that the PBOC can employ: First, Section 23(4) of the PBOC Law authorises the PBOC to provide loans to commercial banks in connection with its monetary policy function. Second, Section 32(2) gives the PBOC supervisory power over “financial institutions, and other organisations and individuals” in connection with “operations related to special loans of the PBOC.” Here the term “special loans” are loans granted by the PBOC to financial institutions for special purposes, with the prior approval of the State Council. The scope of such loans is intentionally left undefined, while the requirement for prior State Council approval is made clear. The scope is broad enough to cover any form of LOLR lending and more. Meanwhile, Section 30 makes clear that the PBOC can also lend to nonbank financial entities, also with prior State Council approval. The only clear reference to LOLR authority is contained in the updated 2008 PBOC mandate promulgated by the State Council: to exercise “the function of lender of last resort, and be responsible for supervising activities of entities that utilise central bank funds in connection with financial risk resolution.” How has such legal authority been used in practice?


    For a long time after the founding of the People’s Republic, China was a planned economy and there was no market-based financial system. Credit was allocated pursuant to principles of central planning and there was not even any separation of central banking and commercial banking. The question of LOLR, therefore, was non-existent. After reform started in the early 1980s, and especially at the beginning of the 1990s, the financial sector was rapidly liberalised and the nation’s first stock market was established. A whole range of investment trust companies, securities firms and credit cooperatives emerged. Rapid financial development was not, however, accompanied by appropriate financial regulation. With macroeconomic tightening the financial risks became very obvious; the Asian financial crisis aggravated the situation. Thus started the period of financial sector risk resolution and restructuring. Between 1998 and 2002, a large number of investment trust companies, city credit cooperatives and city commercial banks were resolved or restructured. After 2002, securities firms underwent a similar process. It was during this period that the PBOC started to seriously exercise the function of LOLR to contain and resolve financial risks, and took the lead in reforming and restructuring the entire financial sector. Some examples include:


    Restructuring large state-owned banks. In 1998, the government injected capital of CNY 270 billion into the four largest state-owned banks, using the proceeds from the issue of special bonds. In 1999, it set up four “bad banks” (Asset Management Companies) that took over bad assets in the amount of CNY 1.4 trillion. In 2001, a modern loan classification and financial accounting systems were introduced. The situation was stabilised for a while before it became worse given that the underlying governance of the banks had not been modernised: the banks were technically insolvent. In 2003, the PBOC initiated a four-step restructuring of the large banks, involving writing off bad loans, separating out bad assets, recapitalisation using funds from the foreign exchange reserves (USD80 billion in total), and global IPOs (China Construction Bank in 2005, Bank of China and ICBC in 2006 and Agricultural Bank of China in 2010). As of the end of 2014, the Big Four’s capital adequacy ratios were 14.53% (ICBC), 12.82% (ABC), 13.87% (BoC) and 14.87% (CCB), and the NPL ratios were in the range of 1.13% to 1.54%. Banking sector assets reached CNY172.3trillion, a six-fold increase from 2003. In effect, China’s banking sector was reborn and it has been in solid financial shape since the restructuring, which enabled it to successfully withstand the impact of the global financial crisis.


    Reform of rural credit cooperatives. Rural Credit Cooperatives (RCCs) played an important role in rural credit intermediation, but accumulated huge risks as a result of a lack of modern governance, a policy of extensive lending, and interference from local governments. In 2003, the reform program was launched. The PBOC issued “special loans” or “special central bank bonds” to recapitalise RCCs, for up to 50% of their actual capital shortfalls. The support was conditioned by governance reforms and performance targets (NPL ratio, capital adequacy, etc.), in order to establish a positive incentive structure and prevent moral hazard. As of Q1 of 2014, the PBOC had granted CNY 171.3 billion in funding support (including special bonds of CNY 169.9 billion to 2,408 RCCs and special loans of CNY 1.4 billion). The sector turned profitable from 2004 and accumulated profits reached CNY 886.3 billion at the end of 2013.


    Resolution of securities industry risks. At the end of 2004, the losses of 114 securities firms amounted to CNY 16.7 billion. More glaringly, customer funds had been seriously misused or misappropriated and showed a deficit of CNY 64 billion. 84 firms faced a liquidity shortfall of CNY 164.8 billion. A systemic crisis was imminent. In 2005, the PBOC deployed close to CNY 10 billion in special loans to securities firms, helping securities firm repay funds to millions of customers. Also in 2005, the PBOC lent CNY 22.8 billion to the newly established Securities Investors Protection Fund as its initial capital, which was fully repaid in 2011.


    III Conclusion: a holistic approach to LOLR


    First, the role of central banks in normal times and during a crisis, and at different stages of development, might differ. In times of crisis it is difficult to distinguish between insolvency and illiquidity, and concern for moral hazard becomes secondary compared to the consequences of financial market collapse. How to properly balance the need for crisis rescue and moral hazard is a challenge for all central banks. In China’s case, the PBOC had to take pre-emptive measures to aggressively address systemic risks because huge amounts of financial sector risks had accumulated in the pre-reform or early-reform eras, when heavy government interference in finance was the norm, banks were not true market players, and there was no clear boundary between market and government. In addition, concern for social stability was very real. A severe financial crisis would not only have seriously damaged the real economy, but also hurt millions of households and threatened social stability. Also very importantly, we did not have a mature legal system that could handle complicated issues relating to the bankruptcy and resolution of a major financial institution. However, as the markets and the legal system mature and the financial safety net becomes stronger, China will have more room for market forces and less tolerance of moral hazard. The balance of priorities for the PBOC will also evolve accordingly. Second, the specific role of LOLR should be viewed holistically, together with other instruments available to a central bank to maintain financial stability, and the overall supervisory structure and central bank mandates – it should not be taken out of its institutional context. Third, the actual design and practice of the LOLR, like many institutions, is an evolving process – it varies with the different stages of development, market conditions, and a whole range of political, economic and social factors. A strong LOLR is key to maintaining financial stability, but its institutional form could vary slightly or significantly, based on a country’s specific conditions.
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    INTRODUCTION


    Petra Senkovic1


    The third panel was devoted to discussing the interaction between EU and national law and the ne bis in idem principle linked to the new supervisory role of the ECB.


    Since the very start, EU law – applied by national authorities, in particular the national judiciary – was a major driver of the integration efforts. As the Court of Justice noted in the Zwartveld case, “...the judicial authorities of the Member States ... are responsible for ensuring that Community law is applied and respected in the national legal system”2 and clarified in the Tetrapak II case, “the national Courts are acting as Community courts of general jurisdiction.”3 Indeed, it is considered that every national court is “the natural forum” for Community law and that national courts must guarantee the full effectiveness of EU law4.


    Within the Single Supervisory Mechanism (SSM) context, the interaction between EU and national law got an additional dimension as it is now placed in the hands of the ECB. The SSM Regulation (the “SSMR”)5provides that the ECB should apply the national law transposing EU directives and that the ECB should also apply the national legislation exercising options granted to the Member States in EU regulations6.


    This is a novel situation. First, in the past EU bodies did not apply national legislation. Their actions and powers were framed exclusively by EU law. The only exception was provided for in Article 272 TFEU for the Court of Justice of the European Union when deciding pursuant to an arbitration clause. This is however a very specific situation where the Court of Justice is using national law in its role as arbitrator for contracts concluded by or on behalf of the EU.


    Second, this novelty puts the interaction between EU and national law in an entirely new perspective. The problem of articulating these two different sources of law is henceforth no longer reduced to the question of primacy and/or direct applicability of EU law. As observed by the panellists, the challenge relates to the delineation between EU and national laws in relation to the implementation of EU directives and the issue of correct interpretation of national laws.


    Entrusting the ECB with the application of national law was an original solution to deal with the fact that a large part of supervisory legislation remains governed by national legislation that is also highly fragmented. Originality has always been a driving force of EU law. The use of national law by the ECB should fill the gaps in the EU supervisory legislation. Moreover, it could also be argued that by entrusting the application of national law to an EU institution, the Union legislator wanted to further encourage the harmonisation process. Putting national law in the hands of the ECB could be an effective harmonisation vehicle. In the same way that the national judiciary – in line with the so-called effet utile doctrine – should rely on interpretations that best guarantee the practical effects of EU law, the ECB is expected to opt for an application of national legislation that maximises the level playing field within the SSM and fosters harmonisation. From this perspective, it is clear that national law cannot be applied in a way that would undermine the effectiveness and the uniformity of EU law or serve as a tool for protectionist purposes.


    Given the role of fundamental rights and general principles of law in the EU, the panel also touched upon fundamental rights in the SSM context, in particular the ne bis in idem principle. The main objective of the panel was to reflect on the challenges of the interaction between fundamental rights, EU and national law and highlight the main challenges for the ECB as supervisor.


    Key points of the panel discussion


    1 Interaction between EU and national law


    The panel emphasised the novel fact that an EU institution will henceforth apply national law. It was noted that until now national authorities were using EU law, while the EU institutions were not applying national legislation.


    First, the panel observed that, notwithstanding the broad scope of EU banking legislation, the key aspects of supervision remain governed by national law. This is true in particular for national procedural laws related to supervision as well as for national material law provisions transposing the CRD IV7 or implementing options available to the Member States in the CRR8.


    Second, the panellists noted that EU and national law are two different sources of law and that their articulation in the SSM context is ambiguous. The SSM is a complex system of mixed administration where the EU and national authorities are interacting on the basis of different EU and national laws.


    Third, reference was made to Article 267 TFEU (request for preliminary ruling), which provides national judges with a possibility for a request to the Court of Justice on the correct interpretation of EU law. The preliminary ruling instrument ensured uniform application of EU law and was an extremely precious tool for national judges when asked to apply EU law. The panel noted that Article 267 would not be operational regarding the interpretation of national laws. Hence, the ECB would not be able to rely on the mechanism of Article 267 or a similar tool regarding the application of national laws. While this could be seen as an important gap in the legal structure of the SSM, it should also be clarified that the ECB will be using national law as a supervisor and not as a judge. The issue may become more relevant for the Court of Justice when deciding in litigation involving the supervisory decisions of the ECB.


    However, the panel was generally optimistic that most of the issues could be mitigated by further coordination and further legislative harmonisation at the EU level, which should reduce the scope for the application of national laws. In the view of the panel, the ambiguities identified could be seen as imperfections that are not unusual in a start-up phase and will most probably be gradually resolved.


    2 Ne bis in idem


    The panel considered that the set-up of the SSM is not conducive to possible violations of the principle of ne bis in idem and fundamental rights in general.


    First, regarding the competent authority, the SSMR provided for a clear division of supervisory responsibilities between the ECB and the national competent authorities (NCAs). The panellists agreed that the existing legal framework, in particular Article 6 of the SSMR and Articles 39 to 42 of the SSM Framework Regulation9, provide an appropriate legal basis for a clear delineation of significant and less significant credit institutions and related competences of the ECB and the NCAs. Therefore, this contrasts with the situation regarding EU competition law, where the Commission and the national competition authorities also have parallel competences, which is not the case for the SSM. In the panellists’ view, there is only a very limited risk of overlapping competences between the ECB and the NCAs. In this context, the panellists also cautioned against mechanic references to the EU competition law and its applicable framework. They emphasised important differences between competition and supervisory laws, especially the fact that a large number of supervisory measures do not involve fines.


    Second, the panellists agreed that the decisions of the SSM are subject to full judicial review, as in line with Article 263 TFEU, the decisions of the ECB can be challenged before the Court of Justice of the European Union.


    Third, it was observed that the SSM legal framework contained a number of safeguards regarding fundamental rights, starting with recital 63 of the SSMR, which provides that “the ECB should respect the fundamental rights and observe the principles recognised in the Charter of Fundamental Rights of the EU”. The panel also positively assessed the SSM legal framework in the field of sanctions, which takes into account the latest case law of the European Court of Human Rights regarding the principle of separation between an investigation and the decision-making phase. Moreover, it was emphasised that a strict separation between investigative phase and daily supervision conducted by the SSM`s joint supervisory teams is essential to ensure compliance with the right of no self-incrimination. Supervisors must be free to request information from the supervised credit institutions, which should not be able to hide behind the principle of no self-incrimination. This right should however be fully operational in the investigative phase conducted by a separate and independent unit.


    In the view of the panellists, the main source of concern is the existence of highly fragmented national law provisions, in particular criminal law provisions relevant for the banking sector. Two concrete examples were mentioned. In some jurisdictions, withdrawals of banking licenses were treated as sanctions, while in others this was not the case. Moreover, national law provisions related to sanctions for obstructing the work of the supervisors vary considerably. The absence of harmonisation is a source of legal uncertainty and creates an uneven level playing field. For instance, it was uncertain whether the ECB could apply higher national standards of the principle of ne bis in idem in all jurisdictions.


    The panellists concluded that the precise articulation of EU law, national law and fundamental rights in the SSM will be a gradual process. Such approach has been characteristic for EU law and EU integration in general since its early years. In this sense one of the main statements of the Schuman Declaration that “Europe will not be made all at once, or according to a single plan. It will be built through concrete achievements”10 remains a great source of inspiration and a unique goal to which supervisors, judiciary and academia can make a major contribution.
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    Fundamental rights aspects of the Single Supervisory Mechanism: differentiated standards of protection under the Charter of Fundamental Rights of the EU


    BASTIAAN van Bockel1


    1 Introduction


    Under the Single Supervisory Mechanism (SSM), the ECB will assume the role of European Prudential Supervisor, taking over some of the functions of national authorities where ‘significant’ banks are concerned. All other credit institutions in the euro area Member States will continue to be supervised by the national competent authorities (NCAs), but the ECB can decide at any time to exercise direct supervision over any one of these credit institutions in order to ensure the consistent application of high supervisory standards. The powers of the ECB are extensive, ranging from administrative powers to authorize credit institutions and assess qualifying holdings to powers concerning compliance and sanctioning. Inter alia, the ECB has the competence to ensure compliance with the minimum capital requirements, to safeguard the adequacy of internal capital in relation to the risk profile of a credit institution, and to enforce compliance with provisions on leverage and liquidity. The ECB may take early intervention measures where capital requirements are violated, request information from credit institutions, and conduct all necessary investigations, including on-site inspections. Finally and crucially for the subject of this contribution, the ECB may impose fines directly upon credit institutions. All the while, national supervisory authorities will play a significant role, and EU financial regulation takes shape in a joint effort between the ECB and national supervisory authorities. In the end however, the ECB alone shall be responsible for the effective and consistent functioning of the SSM.


    In order to prevent any undue overlap with the contribution by Prof. Lamandini, this contribution will focus mainly on potential issues of ne bis in idem in the SSM. In doing so, this contribution first comments briefly on some recent developments in the case law of the Court of Justice of the European Union (CJEU) on Articles 50-53 of the Charter which co-shape the interpretation and application of the ne bis in idem principle in the case law of the CJEU. The constituent elements of the ne bis in idem principle are subsequently set out in order to identify potential questions and issues in the context of the SSM. After that, some aspects of the SSM Regulation2 (SSMR) are discussed against this background.


    Actual infringement of the ne bis in idem principle can only be assessed on a case by case basis. The question discussed in the present contribution therefore is not whether an infringement of the ne bis in idem principle is possible under the SSM, but whether the enforcement architecture of the SSMR poses by its design, a risk of violations of ne bis in idem in certain types of situations. In addition, the contribution touches on the question of whether there are other risks that need to be identified. A comparison with competition law shows that although the systems of enforcement of the SSM and Regulation 1/20033 are comparable in spirit, the problems that present themselves in the context of the SSM differ from those found in competition law. Contrary to that of the SSMR, the enforcement architecture of Regulation 1/2003 creates a ‘systemic risk’ of violations of the ne bis in idem principle which are in practice usually avoided, amongst other things through cooperation and restraint on the part of competition authorities. The architecture of the SSMR as such is relatively ‘ne bis in idem proof’, but there are caveats. Challenges may present themselves, in particular in the interaction with national criminal law. Such issues may be exacerbated by the diversity of national legislative responses to financial misconduct that have emerged during and after the last financial crisis. It is foreseeable that in some cases, aspects of situations falling within the scope of the supervisory competences of the ECB and the NCAs will also constitute criminal or tax offences under the laws of some Member States. There is some cause for concern on this point as the interaction of national criminal and tax law and EU law could potentially jeopardize the effective and consistent supervision of banks and credit institutions by the ECB and the NCAs. It should however be pointed out that these findings must remain somewhat tentative until such issues can be observed in actual cases. Before exploring some of these issues, this contribution will first provide some background by setting out the constituent elements of the ne bis in idem principle and by touching on some recent developments in the case law of the CJEU on the scope of Charter rights and their relation to the European Convention on Human Rights (ECHR).


    The principle of ne bis in idem is a fundamental principle of law, which restricts the possibility of a defendant being prosecuted repeatedly on the basis of the same offence, act or facts. The principle has a long history and exists in national systems of law in different forms: as a constitutional guarantee, as a rule of criminal procedure, and as a guarantee in extradition law. In continental law traditions, a distinction is often made between the principle’s role as an individual right and its function as a guarantee for legal certainty, although these two aspects are intrinsically linked. In the former sense, the principle protects the individual from abuses of the state’s ius puniendi (right to punish). Several logically linked rationale can be identified in this regard. For one, the guarantee serves to safeguard the fair administration of criminal justice as the additional burdens arising out of the repeated prosecution of a subject ‘include the duplicated costs of legal representation, coercive measures to the person and property, and psychological burdens associated with the extended procedures and the absence of finality’.4 Another rationale is found in the requirement that a prosecution must be based on pre-existing legislation (principle of legality), which would become illusory if a defendant could be prosecuted continually for various legal aspects of the same act or facts.


    2 Legal provisions and jurisprudential developments


    For the EU legal order, three main provisions must be taken into account: Article50 of the Charter, Article 4 of Protocol No 7 to the ECHR, and Article 54 of the Schengen Convention. The latter is not intended to have any direct relevance outside of the context of national criminal law but there is a considerable body of case law on the interpretation of that provision which must nevertheless be taken into account also in other areas of EU law. Although there are differences in wording, all three provisions lay down the same legal principle. This places some logical limitations on the extent to which the CJEU can differentiate its interpretation of the ne bis in idem principle according to the characteristics of different policy fields. In addition to these provisions, Articles 51-53 of the Charter determine important aspects of the interpretation and application of the ne bis in idem principle in the EU legal order. Some recent developments in the case law on those provisions will be briefly presented below in order to provide some additional background. Article 51 of the Charter reads as follows:


    ‘The provisions of this Charter are addressed to the institutions and bodies of the Union with due regard for the principle of subsidiarity and to the Member States only when they are implementing Union law.’


    From the case law of the CJEU we by now know that the scope of application of the Charter is wider than it would appear from the wording of this provision. In its judgment in Akerberg Fransson5, the CJEU held that the scope of the Charter coincides with that of EU law itself but goes no further than that. In the case of Pfleger, the CJEU confirmed in its judgment that this also covers the so-called ERT-type of situation in which a Member State derogates from EU law.6 It is however also clear from the Siragusa judgment and the order in Sindicato dos Bancários do Norte7 that not every connection with EU law is sufficient to trigger the application of the Charter.8 The case of Sindicato dos Bancários do Norte concerned bank personnel in Portugal litigating against a nationalised bank which had significantly reduced wages as from January 2011 to comply with the national budget law providing for wage reduction in respect of all civil servants with a view to meeting the requirements of the EU Stability and Growth Pact(SGP). Even though the national legislation was adopted in order to comply with Portugal’s obligations under the SGP, the CJEU ruled that it was not competent to address the questions referred to it by the Portuguese court as there was no ‘implementation of EU law’ in the sense of Article 51 of the Charter. Although this ruling does not perhaps sit very comfortably with the very broad rule from Akerberg Fransson, any other ruling would arguably have brought national cutback laws, and perhaps even national systems of taxation as such within the scope of the Charter and therefore also within the competence of the CJEU. Such would run counter to the principle of subsidiarity from Articles 6(1) TEU and 51(2) of the Charter.


    For the SSM both situations in which the ECB, as well as situations in which the NCAs act applying both EU law and national law, implementing EU law, ostensibly fall within the scope of the Charter. The same holds true in situations in which options were exercised in national legislation, regardless of the extent of discretion available to the national legislature in exercising those options. Questions may arise in situations in which the ECB for instance acts under the rules of the European Stability Mechanism, although it appears likely that the Charter will also apply in those instances if only because it is the ECB that acts. In addition, although the Charter applies in such situations, the legal situation of a supervised entity in proceedings before a national court (for example in situations in which an NCA acted under the instruction of the ECB subject to Article 4(1) to 6(1) SSMR) may in practice be quite different from that in which a decision by the ECB can be challenged directly by the supervised institution before the EU courts. Large parts of the Charter remain untouched by the case law of the CJEU, so that much is left to the particular attitudes of the national judiciary in applying Charter rights and/or referring questions to the CJEU. An interesting question may present itself with regard to Article 18(5) SSMR, where it states that the ECB may require NCAs to open proceedings ‘with a view to taking action in order to ensure that appropriate penalties are imposed in accordance with (…) any national legislation which confers specific powers which are currently not required by Union law’. By doing so, the ECB would arguably be bringing those national laws within the scope of EU law and therefore within that of the Charter, even though those national laws themselves are not connected to EU law in any way. To sum up: there remains a degree of uncertainty as regards the question of how ‘strong’ the link between national and EU law must be in order for the Charter to apply. As discussed later on in this contribution, for the SSMR a number of questions could arise in this regard in the interaction between national and EU law.


    Article 52(3) of the Charter reads as follows:


    ‘In so far as this Charter contains rights which correspond to rights guaranteed by the Convention for the Protection of Human Rights and Fundamental Freedoms, the meaning and scope of those rights shall be the same as those laid down by the said Convention. This provision shall not prevent Union law providing more extensive protection (…).’


    The CJEU appears to interpret this ‘homogeneity clause’ rather restrictively, amongst other things by not confronting the question of the relationship between Charter and Convention rights directly in its judgments, and by omitting references to the case law of the European Court of Human Rights (ECtHR) in some cases. As a result, it is at present uncertain to what extent the CJEU considers itself bound by the case law of the ECtHR in interpreting and applying Charter rights. This, combined with the CJEU’s rejection of the EU accession agreement to the Convention presently raises many questions regarding the relation between the Charter and the Convention, including the question of whether the so-called Bosphorus9 doctrine still ‘stands’. At present, the ECHR is still formally not binding on the EU and the CJEU has carved out ample room for doctrinal maneuver, so that the ECtHR may not be persuaded to take a deferential approach as it did in Bosphorus in future cases. For the SSMR, this could for example prove relevant in situations in which an NCA acts under the instruction of the ECB, as such actions may at some point be scrutinized by the ECtHR under the ECHR. It must therefore, as well as in the light of the wording of Article 52(3), be assumed for the purposes of the present inquiry that the SSM is bound to the Convention and the case law of the ECtHR (at least) to an important degree, even though the ECHR is formally not binding on the EU.


    Article 53 of the Charter reads as follows:


    ‘Nothing in this Charter shall be interpreted as restricting or adversely affecting human rights and fundamental freedoms as recognised, in their respective fields of application, by Union law and international law and by international agreements to which the Union, the Community or all the Member States are party, including the European Convention for the Protection of Human Rights and Fundamental Freedoms, and by the Member States’ constitutions.’


    In the Akerberg Fransson and Melloni judgments, the Court arrived at a somewhat cryptic interpretation of this provision.10 It was held that the Charter applies regardless of the extent to which national law is ‘determined’ by EU law, and therefore regardless of the degree of discretion which was available to or was exercised by the national legislator. The latter is highly relevant to the functioning of the SSM, in case national legislation is applied in which certain options were exercised. The Court added however on the basis of Article 53 of the Charter that if national law is not ‘entirely determined’ by EU law, higher national standards may be applied provided the ‘primacy, unity and effectiveness of European Union law are not thereby compromised’. Amongst other things, this arguably implies that if an EU institution or other EU body applies national law, implementing EU law directly, that institution will also be bound by any relevant higher national standards of fundamental rights protection in situations in which those national laws are not ‘entirely determined’ by EU law. Such a situation is foreseen in Article 4(3) SSMR:


    ‘For the purpose of carrying out the tasks conferred on it by this Regulation, and with the objective of ensuring high standards of supervision, the ECB shall apply all relevant Union law, and where this Union law is composed of Directives, the national legislation transposing those Directives. Where the relevant Union law is composed of Regulations and where currently those Regulations explicitly grant options for Member States, the ECB shall apply also the national legislation exercising those options.’


    The ECB may therefore have to take certain national constitutional rights into account when applying national legislation. This could raise tricky questions but it may not be much of an issue in practice; it is simply not clear how exceptional such situations will prove to be.


    As for the degree to which such will (or can) deviate from the standard of protection provided in the Charter, there is much uncertainty after Akerberg Fransson and Melloni. The central question we are left with is when it is that the ‘primacy, unity and effectiveness’ of EU law are not ‘compromised’, and therefore how the Court weighs the interests of the protection of fundamental rights and against that of the enforcement of material provisions of EU law.11


    As regards the relationship between Article 50 of the Charter and Article 4P7 ECHR, those provisions cannot simply be seen as complimentary guarantees, the one applying on the EU level and the other exclusively on the national level. One reason for this is that Charter rights are backed up by requirements of EU law such as primacy, direct effect and effectiveness, whilst the legal force of Convention rights varies widely between the Member States. Another issue is found in the limited ratification of Protocol 7 to the ECHR which leaves a gap in protection which is in some, but not all cases compensated by national laws. The Charter and the Convention can therefore be seen as qualitatively different sources of rights. Because of this (and due to the fact the CJEU appears to depart somewhat from the case law of the ECtHR in a growing number of cases) the question of whether a given situation is covered by the Charter, the Convention or both matters for the outcome in individual cases, and both standards must be taken into account by the ECB and the NCAs.


    3 Substance, scope and elements of the guarantee


    Two distinct guarantees are commonly identified in connection with the ne bis in idem principle: the prohibition of double prosecution, and the prohibition of double punishment. According to established case law before both the ECtHR and the CJEU, the ne bis in idem principle bars the bringing of any new proceedings, regardless of whether a penalty was imposed in the first proceedings, or of the manner in which that penalty was calculated (prohibition of double prosecution).12 The prohibition of double punishment is a corollary to the ne bis in idem principle which forms an expression of the principle of proportionality, a fundamental principle of EU law. As for the question of who can rely on the guarantee, the answer is rather straightforward: ‘only those who have actually been prosecuted and have had their prosecution finally disposed of’ enjoy ne bis in idem protection (and not any accomplices or others who were in a similar position, but were not prosecuted).13 Two questions arise in particular, in connection with fines under the SSMR, namely whether:


    i) a bank or credit institution and its employees and/or CEOs; and


    ii) different entities within a single corporate structure count as separate subjects for the application of the ne bis in idem principle.


    Although there is no case law available to confirm this, it makes sense to treat the legal subject and its employees and/or executives as separate culpable subjects so that a sanction imposed on a credit institution would for example not stand in the way of the subsequent prosecution of one of its CEOs.14 Similarly, in the case of entities within a single corporate structure the rule from the competition cases is that if they ‘form an economic unit in which the subsidiary has no real economic freedom’, the subsidiary cannot be seen as a separate culpable subject.15 Subsidiaries would therefore enjoy ne bis in idem protection after a parent company has been fined.


    As regards the material scope of application of the guarantee, the ECtHR has consistently held that ‘the legal characterization of the procedure under national law cannot be the sole criterion of relevance for the applicability of the principle of non bis in idem under Article 4 § 1 of Protocol No. 7. Otherwise, the application of this provision would be left to the discretion of the Contracting States to a degree that might lead to results incompatible with the object and purpose of the Convention.’16 In the first paragraph, Article 4 of Protocol No. 7 refers to ‘criminal proceedings’, which echoes the term ‘criminal charge’ from Article 6 ECHR. The scope of application of Article 4 of Protocol No. 7 is accordingly determined as an autonomous concept under the Convention by reference to three criteria, commonly known as the ‘Engel criteria’, which were similarly adopted by the CJEU in the Bonda judgment.17 The extension of the ‘Engel doctrine’ to the ne bis in idem principle has potentially far-reaching consequences for national systems of law. The ne bis in idem principle entails no rule of conflict or priority between different legal rules or different types of proceedings within different jurisdictions, so that the application of the Engel doctrine to the ne bis in idem principle in practice requires full procedural coordination and/or concentration of administrative, tax and criminal proceedings. In practice, the unwanted consequences are usually mitigated through una via rules, or by way of the coordination of enforcement efforts through a judicial network or government database. A second problem is that this may require a level of ne bis in idem protection under the Charter that the CJEU may deem to be not in conformity with the requirement of effectiveness of EU law under circumstances.18


    The Engel criteria are:


    i) the legal classification of the offence under national law;


    ii) the nature of the offence;


    iii) the degree of severity of the penalty that the person concerned risks incurring.


    The Engel doctrine leads to a presumption that the charges against a subject are ‘criminal’, ‘a presumption (...) which can be rebutted entirely exceptionally, and only if the deprivation of liberty cannot be considered appreciably detrimental given their nature, duration or manner of execution’.19 In applying these criteria it is the maximum potential penalty for which the relevant law provides which must be taken into account here; the sentence that was actually imposed ‘cannot diminish the importance of what was initially at stake’.20


    The first Engel criterion, the legal classification as ‘criminal’ under national law is of little consequence. If an offence is classified as criminal under national law it will automatically be likewise classified for the purposes of the Convention. According to the Court, the second and third Engel-criteria are ‘alternative and not necessarily cumulative. This, however, does not exclude a cumulative approach where separate analysis of each criterion does not make it possible to reach a clear conclusion as to the existence of a criminal charge’.21 In applying the second Engel criterion, the Court will amongst other things have regard to the seriousness of the conduct itself, and the manner in which the misconduct is classified in other Member States.22


    Of interest in the context of prudential supervision is the fact that the Court examines amongst other things whether the rule at issue is of a ‘general character’, applicable to all citizens and therefore belonging to the realm of criminal law in the wider sense, or a disciplinary rule which specifically aims to protect the qualities and/or integrity needed for the exercise of certain professions. The more specific a rule is in terms of the persons it potentially applies to (the case law provides examples of doctors, journalists, politicians), the greater the likelihood that the Court will consider that a measure is disciplinary, rather than ‘criminal’ in nature. In the Demicoli it was held that if the subject is in a particular position (in this case: a politician), this does not remove the prosecution from the criminal sphere if the same legal provision could, by its nature also apply to others.23 Similarly, in the case of Grande Stevens, the Court held that the Italian rules prohibiting market manipulation generally aim to safeguard the proper functioning and transparency of financial markets and to protect the confidence of the general public in the functioning of those markets.24


    The third Engel criterion raises questions because the Court has not set a lower limit for its application, and this is perhaps necessarily so. It may be difficult for the Court to justify the setting of any particular amount of a fine as a ‘minimum threshold’ due to the differences in circumstances between individual cases. Because of this, the third Engel-criterion all but obliterates the second one in practice. It is something of an Achilles heel for the Engel doctrine as a whole, amongst other things because it could tempt the Court to set the threshold for a minimum ‘criminal’ fine ever lower in cases where it is more difficult to reach agreement on a principled stance on a particular aspect of the second Engel criterion. The case law so far shows that not only the deprivation of liberty, but even a relatively modest fine can be sufficient to bring a case within the criminal law sphere for the purposes of the Convention.25


    The possibility of the withdrawal of a license under the SSMR potentially falls under the third Engel-criterion. In Nilsson v. Sweden, the Court found that the temporary suspension of a driving license belonged to the criminal law sphere in that case because the suspension was not an ‘automatic’ or ‘immediate and foreseeable’ consequence of the subject’s conviction for a serious road traffic offence. Because some time passed between the time of the subject’s conviction and the moment his driving license was suspended, the Court concluded that the measure must have been, at least in part, punitive in nature. It held that ‘prevention and deterrence for the protection of the safety of road users could not have been the only purposes of the measure; retribution must also have been a major consideration.’26 In the Haarvig case, the temporary revocation of a medical license was considered not to be of a ‘criminal law nature’ given that the provision in question laid down a professional standard and did not aim to punish and deter, but only to prevent further damage to the subjects’ patients.27 Similarly, minor disciplinary proceedings against lawyers merely leading to a warning have been held to fall outside of the scope of the notion of ‘criminal charge’. A finding of a criminal charge may be based on a combination of factors. In the Matyjek case, the Court considered that a ban from taking certain government positions was sufficiently serious to constitute a criminal charge, even though not accompanied by a fine or any other form of punishment.28 The reason for this was, according to the Court, that ‘the prohibition on practicing certain professions (political or legal) for a long period of time may have a very serious impact on a person, depriving him or her of the possibility of continuing professional life. (…) This sanction should thus be regarded as having at least partly punitive and deterrent character.’29 In the context of the SSMR, the conclusion from this is that the withdrawal of authorization can under circumstances constitute a criminal charge and therefore trigger the application of the ne bis in idem principle in relation to other penalties under the SSMR. Whether the same holds true for the removal by the ECB of ‘members from the management body of credit institutions’ pursuant to Article 16(2)(m) of the SSMR is not all that certain as those member will not be ‘banned’ from practicing their profession like in the Matyek case. All the while, there is no doubt that such a decision may have a ‘significant impact’ on the person in question so that the observance of at least the minimum requisite procedural safeguards under the ECHR appears advisable, regardless of whether such decision is capable of activating the Engel doctrine in every case.


    To round off this brief expose on the ne bis in idem principle: the guarantee comprises of two main elements: ‘bis’ and ‘idem’. As for the former, the guarantee only bars further proceedings once the outcome of the first set of proceedings has become final. The guarantee does not bar the possibility of imposing several penalties on a subject (e.g. the revocation of license, the imposition of a fine, and/or imprisonment) on the basis of the same conduct, only as long as those penalties are imposed simultaneously or within the same set proceedings. A decision is final when it is a decision that is irrevocable, ‘that is to say when no further ordinary remedies are available or when the parties have exhausted such remedies or have permitted the time-limit to expire without availing themselves of them’.30


    As for the latter, the element of idem, it is by now established case law that the only relevant criterion for its determination is whether both sets of proceedings concerned substantially the same facts.31 The circumstance that those facts may fit different legal qualifications under different administrative and criminal law provisions is irrelevant in this regard. This holds true even if the elements of those offences under the law differ substantially across different fields of law. This is the case, for example, if the first proceedings merely concern one or more aspect of the litigious behaviour regulated under provisions of administrative law such as failure to comply with road traffic regulation or failure to control the vehicle, whereas the second proceedings under criminal law regard more serious aspects of the event, such as involuntary manslaughter or the causing of severe bodily harm. In the case of Lucky Dev the ECtHR held that bookkeeping fraud and the filing of an incorrect tax statement are sufficiently separate to constitute separate facts for the application of the ne bis in idem principle.32 For prudential supervision this is an important judgment which will no doubt help to take the edge off ne bis in idem issues in case of complex financial infringements by banks and other credit institutions, which are more easily divided up into separate wrongdoing than most other criminal acts.


    4 Sanctions and enforcement under the SSMR


    In the light of the foregoing, three types of decision can be identified in the SSMR with potential ne bis in idem relevance:


    –administrative pecuniary penalties (Article 18(1) of the SSMR) of up to twice the amount of profits gained or losses avoided or up to 10% of annual turnover;


    –sanctions in accordance with Regulation (EC) No 2532/9833 for ‘failure to comply with ECB decisions or regulations’ (Article 18(7) of the SSMR); and


    –the withdrawal of authorization (Article 14(4) of the SSMR).


    The removal by the ECB of members from the management body of credit institutions pursuant to Article 16(2)(m) SSMR could perhaps be added to this list, but this is arguably too uncertain in the present state of the case law on the Engel doctrine to consider further in this contribution. As regards the penalties under Article 18(1), the SSMR does not contain any ne bis in idem provision, or any ‘hard’, legal rules coordinating enforcement measures either between the ECB and the NCAs, or between national and EU law. In broad lines, the enforcement architecture of the SSM appears similar to that of Regulation 1/2003 (the procedural regulation for competition law) but there are also differences. The pecuniary sanctions are comparable to those found in competition law, both in nature and in size and there can be no doubt that the first and second types of sanctions belong to the ‘sphere of criminal law’ within the meaning of the Engel/Bonda doctrine. A marked difference with competition law is found in the third category of sanctions: the withdrawal of authorization. No such sanction is available under the competition rules and it warrants some further attention, in particular in combination with other sanctions. It follows from the Engel-jurisprudence discussed above that:


    i)the decision withdrawing a license as such is not always necessarily punitive in nature, and different circumstances may lead to different findings in individual cases;


    ii)the concurrence of the withdrawal of a license and the imposition of a fine is not necessarily problematic as long as the withdrawal of the license (and therefore not the imposition of a fine, due to its necessarily punitive nature) forms the immediate and foreseeable consequence of a decision sanctioning certain conduct.


    Here, the boundaries of the Engel doctrine and the requirement of the finality of the previous sentence as they appear from the case law of the European Court of Human Rights (ECtHR) are somewhat blurred. It is for instance not certain whether the withdrawal of a license which is per se punitive but also forms the ‘immediate and foreseeable consequence’ of the decision to impose a fine or another sanction is caught by the ne bis in idem principle, or not. From the case law of the ECtHR we know that if the revocation of a driving license automatically follows a conviction for a road traffic offence this is not problematic, but if sufficient time has passed between the initial conviction and the revocation of the license, and the latter was at least in part based on a separate assessment of the facts of the case, this provides some indication of the (partially) punitive nature of the latter decision.


    From the wording of the SSMR too little can be inferred with sufficient certainty on the interaction between the procedures for adopting decisions under Articles14 and 18 SSMR to make a full assessment on this point, although it can safely be assumed that those provisions will often prove relevant in the same situations. Similarly to Regulation 1/2003 however, the SSM Regulation purposively leaves many points to be worked out later on in more detail in practice, through delegated secondary legislation, or as is often the case in competition law through guidelines and notices. Although it is possible that the interaction between fines and decisions to withdraw a license wasn’t as such considered in the drafting of the SSMR (or at least not from the perspective of ne bis in idem) this is therefore not necessarily a mistake or an omission. Whether such would have been necessary or better in any way is entirely up for speculation. For now, it is sufficient to point out that the interaction between these decisions can give rise of ne bis in idem concerns, and that the ECB is well advised to carefully coordinate the procedure leading to a decision to withdraw the license of a credit institution with the procedure leading up to the imposition of an administrative pecuniary penalty under Article 18(1) SSMR.


    5 The enforcement architecture of the SSM: potential issues in (de)centralized sanctioning and enforcement within the SSMR


    In order to get a sense of the mechanisms of enforcement and the division of tasks between the ECB and the NCAs, the considerations of the SSMR are a first point of reference. Recital 86 SSMR affirms the respect for fundamental rights and principles and mentions the protection of personal data, the freedom to conduct a business, the right to an effective remedy and to a fair trial, but does not mention the ne bis in idem principle. This is perhaps somewhat unfortunate as it could convey the impression that potential problems in this connection were not duly considered in drafting the SSMR (which they were). Several other points raise interest, in particular recital 36:


    ‘In order to ensure that supervisory rules and decisions are applied (…) effective, proportionate and dissuasive penalties should be imposed in case of a breach. In accordance with Article 132(3) TFEU and Council Regulation (EC) No 2532/98 of 23 November 1998 concerning the powers of the European Central Bank to impose sanctions, the ECB is entitled to impose fines or periodic penalty payments on undertakings for failure to comply with obligations under its regulations and decisions. Moreover, in order to enable the ECB to effectively carry out its tasks relating to the enforcement of supervisory rules set out in directly applicable Union law, the ECB should be empowered to impose pecuniary penalties on credit institutions, financial holding companies and mixed financial holding companies for breaches of such rules. National authorities should remain able to apply penalties in case of failure to comply with obligations stemming from national law transposing Union Directives (italics added). Where the ECB considers it appropriate for the fulfillment of its tasks that a penalty is applied for such breaches, it should be able to refer the matter to national competent authorities for thosepurposes.’


    What this illustrates is that, similarly to competition law, the division of tasks and competences between the ECB and the NCAs within the enforcement architecture of the SSM is not characterized by ‘hard’ legal formalism, but could be described as a system of regulated and centralized cooperation between authorities. The difference in legal terms is that the ECB is the first and foremost party responsible for the overall functioning of the system. Article 4(1) SSMR indicates that the ECB is attributed exclusive competence for prudential supervisory purposes in respect of all banks. Article 6 SSMR sets forth a delegation of prudential supervisory competences from the ECB to the NCAs in respect of less significant banks, but this does not disqualify the ECB as the main competent authority for both significant and less significant banks. Recital 36 SSMR confirms that this system does not in principle preempt parallel or consecutive enforcement efforts of the ECB and the NCAs in respect of the same or related infringements. The same follows from paragraphs 1 and 5 of Article18 SSMR, which read as follows:


    1For the purpose of carrying out the tasks conferred on it by this Regulation, where credit institutions, financial holding companies, or mixed financial holding companies, intentionally or negligently, breach a requirement under relevant directly applicable acts of Union law in relation to which administrative pecuniary penalties shall be made available to competent authorities under the relevant Union law, the ECB may impose administrative pecuniary penalties of up to twice the amount of the profits gained or losses avoided because of the breach where those can be determined, or up to 10 % of the total annual turnover, as defined in relevant Union law, of a legal person in the preceding business year or such other pecuniary penalties as may be provided for in relevant Unionlaw.


    5In the cases not covered by paragraph 1 of this Article, where necessary for the purpose of carrying out the tasks conferred on it by this Regulation, the ECB may require national competent authorities to open proceedings with a view to taking action in order to ensure that appropriate penalties are imposed in accordance with the acts referred to in the first subparagraph of Article 4(3) and any relevant national legislation which confers specific powers which are currently not required by Union law. The penalties applied by national competent authorities shall be effective, proportionate and dissuasive. The first subparagraph of this paragraph shall be applicable in particular to pecuniary penalties to be imposed on credit institutions, financial holding companies or mixed financial holding companies for breaches of national law transposing relevant Directives, and to any administrative penalties or measures to be imposed on members of the management board of a credit institution, financial holding company or mixed financial holding company or any other individuals who under national law are responsible for a breach by a credit institution, financial holding company or mixed financial holding company.’


    In principle, the NCAs competences are not suspended or withdrawn when the ECB acts or has acted with respect to a certain credit institution. On the one hand, the SSM is therefore more centralized in set-up when compared to the European Competition Network due to the primacy of the ECB, while on the other hand, the SSMR would appear to leave room for national authorities to act in various types situations (as evidenced amongst other things by recital 36 SSMR). The distinction between ‘significant’ and ‘less significant’ institutions as laid down in Article. 6 SSMR sets the division of tasks between the ECB and the NCAs, which coordinates their enforcement efforts. If this coordinating function is sufficient to avoid any confusion as regards who does what in practice, it should be possible to avoid any potential ne bis in idem situations as far as administrative pecuniary penalties under Article 18(1) SSMR are concerned. Another difference with competition law that is relevant in this respect is that penalties under the SSMR reflect the gains had by the institution from the infringement and are not somehow divided up according to the supposed harm inflicted on different national markets for the purpose of the calculation of fines by different national authorities, as is presently the case in competition enforcement practice. Under the SSMR, it is clear that the NCAs are fully competent to impose any penalties, whereas competition law is more ambiguous in that it is thought that the national authorities are only competent as far as their own national markets are concerned. For competition law this ambiguity is conducive to infringements of the ne bis in idem.34 Infringements are however in practice usually avoided through cooperation within the European Competition Network (ECN) and through enforcement restraint on the part of competition authorities.


    From the foregoing it can be concluded that the SSMR appears rather ‘ne bis in idem proof’ compared to competition law as far as the penalties of Article 18(1) are concerned, owing inter alia to the fact that the division of tasks within the SSM hinges on the distinction between significant and less significant institutions from Article 6 SSMR. Such a coordinating principle is essential because the ne bis in idem principle itself does not fulfill a coordinating function and merely leads to a ‘system’ of first come first served as is presently the case in competition law and in the Area of Freedom, Security and Justice. Although this forms an important first safeguard, the SSM Regulation itself does not verbatim exclude the possibility of infringements of the ne bis in idem principle. The experience from competition law however shows many remaining issues can in practice be solved through coordination and cooperation within a network like the SSM, and through self-restraint on the part of the authorities where necessary.


    From the foregoing it should not be concluded that the lack of a formal division of tasks and competences between the members of the SSM in the SSMR doesn’t raise any potential issues. Indeed, more legal clarity on this point in the SSM Regulation itself may have been preferable from a fundamental rights perspective. An issue that was already identified is that enforcement requires effective judicial remedies, which may not be equally available before national and EU courts in all types of situations: situations in which the ECB applies EU and/or national law, situations in which NCAs act under the instruction of the ECB, and situations in which the NCAs act in other situations. Such issues are however beyond the remit of this contribution to further address.


    A ne bis in idem issue that can be identified within the SSMR is the interaction of an administrative pecuniary penalty and the withdrawal of a license. No parallel can be drawn here with competition law; it is a problem specific to the SSMR. It should be practically possible to avoid ne bis in idem infringements in this type of situation, but the SSMR does not provide any particular mechanism on this point so that this must be achieved through coordination of the proceedings leading up to the withdrawal of a license and the imposition of an administrative penalty, and where needed through enforcement self-restraint on the part of the ECB. Alas, there is no case law before the CJEU to turn to for guidance on this point. From the ECtHR case law discussed earlier in this contribution however it follows that the withdrawal of a license must be the immediate and foreseeable consequence of an investigation or a decision also imposing or leading up to the imposition of a penalty – which for prudential supervision is perhaps not always as easy to achieve as, say, for the withdrawal of a drivers license or the suspension of a medical license. It is possible that, applying the rule from the Jussilla judgment, the ECtHR will show itself to be more lenient in this regard where it concerns banks and other large enterprises but there has been so far no case concerning the ne bis in idem principle specifically to confirm this.


    A clear parallel with competition law exists only as regards sanctions for ‘failure to comply with ECB decisions or regulations’ (Article 18(7) SSMR). For reasons similar to those in competition law, those types of sanction will not typically give rise to ne bis in idem trouble. For one, each sanction requires a specific individual ‘failure to comply’, and a continued failure to comply can thus be divided up into different infringements by adopting a series of decisions, which is not possible in respect of infringement in connection with sanctions under Article 18(1) SSMR. Although the possibility that a single historical infringement may give rise to the possibility of sanctions of several types cannot a priori be excluded, competition enforcement practice shows that this is probably very rare (or at least never surfaces in competition proceedings before the EU courts) and there appears to be no reason to assume this will be any different under the SSMR.


    6 Potential issues in the interaction with other sanctions and procedures under national law


    The SSMR doesn’t as such mention national criminal laws, tax laws or national laws of any other kind. The only provision which may provide some indication on this point is Article 3(10) of Regulation (EC) No 2532/98, which reads as follows:


    ‘If an infringement also relates to one or more areas outside the competence of the ESCB, the right to initiate an infringement procedure on the basis of this Regulation shall be independent of any right of a competent national authority to initiate separate procedures in relation to such areas outside the competence of the ESCB. This provision shall be without prejudice to the application of criminal law (italics added) and to prudential supervisory competencies in participating Member States.’


    Although it is not certain whether this provision is still relevant, the spirit of its wording doesn’t augur well for ne bis in idem issues. A variety of national legislative responses to financial misconduct emerged during and after the recent financial crisis, and a range of potential issues could be identified on this point. The complexity of the questions that may arise in this connection makes it difficult to arrive at general conclusions. It is worth pointing out that such issues only arise, as indicated earlier, if it is indeed the legal entity – the bank or other credit institution itself – that is penalized and not its CEOs or employees. This isn’t equally the case in all Member States, because not every Member State recognizes the criminal law responsibility of legal persons. In situations in which a CEO or employee is prosecuted, this does not trigger ne bis in idem protection for the legal entity, and vice versa. At least, so it must be (and is generally) assumed, as there is at present no judgment from either court confirming this. There is a difference between the Charter and the ECHR on this point. It should be recalled that such a combination of sanctions is only a potential issue of ne bis in idem as a matter of EU law, if both decisions (sanctions) fall within the scope of the Charter. Although the influence of EU law on national criminal law and therefore the extent to which the Charter applies in situations governed by national law is steadily growing, the vast majority of criminal cases are and will likely always remain outside of the scope of application of EU law and the Charter. In financial criminal law however, there is more relevant EU legislation to consider than in many other fields of criminal law. The possibility of the occurrence of a situation in which a single infringement triggers different enforcement responses by the ECB and/or an NCA as well as national prosecutors is therefore all but imaginary. In situations in which both instances of prosecution are (sufficiently) connected to EU law, this may violate Article 50 of the Charter. Direct taxation on the other hand is not harmonized at all on the EU level so that the risk of a violation of Article 50 of the Charter through the concurrence of a tax penalty and a penalty under the SSMR for the same conduct seems minimal.


    Absent any link to EU law the potential for such issues in situations under national criminal or tax law to fall within the scope of Article 4P7 ECHR is very real and the legal situation is potentially more complex. There are various national ne bis in idem provisions that must be taken into account in addition to Article 4P7 ECHR, which (to further complicate matters) was not ratified by all Member States. If a case reaches the Strasbourg court and the situation concerns the application of EU law or national law implementing EU law without any discretion for the Member State by an NCA, or a situation in which an NCA acts under the instruction of the ECB, the Bosphorus doctrine may, or may no longer apply. As discussed earlier in this contribution there is little certainty on the point of how the ECtHR will now decide in a case in which national law implements EU law in the light of the developments that followed after the Bosphorus judgment. There is, in sum, as much cause for concern as there is legal limbo.


    No lessons can be drawn from competition law here as such questions don’t really present themselves in the context of competition law enforcement. Competition laws in the Member States are (supposedly) the fruit of a process of ‘spontaneous harmonization’, raising the question of whether the Charter applies to national competition law at all in situations not affecting trade between the Member States – although there are good grounds to assume that it does. What the SSM, competition law, and many other areas of EU law have in common is that there is scope for conflict between requirements of effective and dissuasive measures under EU law and Convention obligations for the Member States, and the Akerberg Fransson and Bonda judgments provide some clear examples.


    7 Conclusions


    The question raised in this contribution is not whether an infringement of the ne bis in idem principle is possible under SSM, but whether there is, to borrow a term, a systemic risk. In other words, we have looked at whether the enforcement architecture of the SSMR is conducive to violations of the ne bis in idem principle in certain situations and competition law was used as a point of reference. The SSM is prima facie more ‘ne bis in idem proof’ than Regulation 1/2003, but there are certain caveats which have been highlighted.


    There is no provision on ne bis in idem in the SSM package; the SSMR itself does not preempt violations of the ne bis in idem principle. The same is true for Regulation 1/2003, but the actual problems for competition law are hardly comparable to those found in prudential banking supervision. One familiar ne bis in idem issue in competition law is that the internal market is in practice ‘divided up’ into national markets overlooked by national competition authorities. Because of this the architecture of EU competition law enforcement is conducive to infringements of the ne bis in idem principle, which are in practice prevented through coordination and cooperation within the ECN. Fines imposed by the ECB or NCAs on the other hand do not supposedly reflect the impact of an infringement on affected markets, but are determined according to the subjective gain had by a bank through the infringement. This difference in practice already works to limit the potential for ne bis in idem violations.


    The ECB is well advised to carefully coordinate the procedure leading to a decision to withdraw the license of a credit institution with the procedure leading up to the imposition of an administrative pecuniary penalty under Article 18(1) SSMR, as these decision may give rise to ne bis in idem issues.


    Other issues may also present themselves, in particular in the interaction:


    i) with national criminal and possibly tax law, and


    ii) between the withdrawal of authorization and the imposition of an administrative pecuniary penalty.


    Little can be said in general with any certainty on these points because the potential for such issues will necessarily vary from one Member State to another. Such situations will not always fall within the scope of EU law – and therefore that of the Charter – due to the limited extent to which national criminal law is harmonized at the EU level. The same applies to tax law, due to the wholly unharmonized nature of direct taxation in the EU. This will however not always prevent possible violations of Article 4P7 ECHR. Although the ECHR is formally (still) not binding on the EU, such violations nevertheless deserve consideration in the context of the SSMR, for a number of reasons. One such reason is that, unlike the ECB, it must be assumed that the NCAs are bound by the ECHR in the performance of their tasks, regardless of whether they apply EU or national law. Another reason could be that the ECB may find itself in the same position when it applies national law, implementing EU law but this last point is debatable.
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    Limitations on supervisory powers based upon fundamental rights and SSM distribution of enforcement competences


    Marco Lamandini1


    A foreword


    1.After the insightful and comprehensive presentation of Prof. Van Bockel, my first imperative is to avoid any unnecessary duplication, for a “bis in idem” would be quite ironical in the circumstances. I take thus a step back from the “ne bis in idem” and a broader view on the coexistence of national and EU law within the Single Supervisory Mechanism (SSM) and its interplay with fundamental rights and other constitutional limitations on supervisory powers arising out of the vertical European/national distribution of competences. In this vein, I will also touch on the “ne bis in idem”, but in a wider perspective, trying to explore some of the institutional concerns associated with coexistent or alternative European and national levels within the SSM. Here, many fundamental rights are called to action (from due process and data protection, to double jeopardy and fair trial, to mention but a few), but I will mostly focus– alongside the reasoning of the European Court of Human Rights (ECtHR) Franzo Grande Stevens decision2 – on fair trial and, to a lesser extent to avoid duplications, “ne bis in idem”.


    2.In my view, a good starting point for the discussion of the coexistence of national and EU law levels within the SSM and of its implications on the ways supervisory, administrative and punitive measures must be adopted and subject to proper judicial control to ensure consistency with overarching constitutional principles lies on four just exemplary but certainly problematic areas. They revolve around: a) the vertical distribution of regulatory competences (Articles 4(3) and 9 of the SSM Regulation3); b) role of ECB guidelines, recommendations or general instructions to NCAs for the performance of supervisory tasks and the adoption of NCAs decisions; c)ECB enforcement of national legislation implementing EU law (Article4(3) of the SSM Regulation); d) the distribution of sanctioning powers between the ECB and NCAs (Article 18 of the SSM Regulation).


    ECB regulatory powers: limits from the constitutional mandates and fundamental rights


    3.Starting from the question of the ECB’s regulatory powers, I find that: (a)the constitutional distribution of competences within the SSM is likely to be more ambiguous than necessary; (b) despite the somehow clearer horizontal distribution of regulatory competences between the European Banking Authority (EBA) and the ECB, ECB supervisory powers are possibly extending beyond direct and indirect oversight to embrace also secondary regulation where Union law is conceived as incomplete and grants “competent authorities” options and discretions. This is highly consequential because the line between the regulatory competences of the ECB and national competent authorities (NCAs) is quite uncertain and this gives rise to a risk of overlaps and conflicts of attributions; (c) fair trial and other fundamental rights come into play not only in respect of the exercise of prudential supervisory tasks but also with regard to regulatory supervision.


    4.To make a quite long and controversial story on this point short, it is sufficient to say that on the ECB regulatory powers in respect to the options and discretions granted to competent authorities by CRD IV4/CRR5, two conflicting readings of the SSM Regulation are possible, as evidenced in the literature. Failing a say of the Court of Justice of the European Union (CJEU) so far, there are good reasons for both.


    5.A first line of reasoning points out that, except for the regulations to be issued in the framework of indirect supervision under Article 6 of the SSM Regulation, Article 4(3) expressly reserves to the ECB the exclusive possibility of adopting regulations “only to the extent necessary to organize or specify the arrangements for the carrying out of the tasks conferred on it by this Regulation”. This is read as confining the regulatory role of the ECB only in purely organizational matters. The arguments used to support this conclusion are two-fold. One formal: Article 9(1) extends to the ECB the powers granted to national competent authorities “unless otherwise provided for by this Regulation”. Article 4(3) would in fact “provide otherwise”, limiting regulatory powers only to organizational matters. One substantive: if the ECB were empowered to exercise NCAs’ options, it is argued that this would be done for significant credit institutions only and “this would jeopardize the level playing field” in each Member State because the ECB and the NCA could exercise the options and discretions differently for significant and less significant credit institutions”.


    6.A second line of reasoning, that we are inclined to follow, suggests that Article 4(3) can be read as limiting the scope of ECB regulation where Union law (including national legislations exercising Member States options) is already a complete body of primary and secondary rules which needs only to be enforced (and here the ECB regulatory scope shall be mainly organizational, in a broad sense of the expression, though). The ECB regulatory power under Articles 132 TFEU and 34 of the ECB Statute retains however a role, within the limits of the tasks conferred on it and with the functional scope of implementing them (and “to the extent necessary to it”), where Union law is incomplete and where in particular it defers regulatory choices to competent authorities. According to this view, Article 132 TFEU and Articles 34 and 25(2) of the ECB Statute must be read in conjunction with the SSM Regulation and the interpretation of Articles 4(3) and 9 of the SSM Regulation should be done in the light of recital 34.


    7.There are, to my mind, literal and legislative history arguments supporting such a conclusion.


    a)Article 132 TFEU and Articles 34 and 25(2) of the ECB Statute must be read in conjunction with the SSM Regulation. The former expressly stipulate that the ECB is granted a general power “to make regulations to the extent necessary to implement its tasks”. Both Treaty and Statute enabling provisions, albeit adopted when the ECB was vested only with monetary policy functions and primarily set out with a view to the monetary functions conferred upon the ECB, are also made applicable to the prudential tasks that could be extended to the ECB under Article 127(6) TFEU, as made clear by Article 25(2) of the ECB Statute. It is worth noting, moreover, that both Article 132 TFEU and Article 34 of the ECB Statute provide that, to the extent necessary to implement the tasks conferred on it, “the ECB shall make regulations”. In this way both provisions could even suggest that the attribution of implementing regulatory powers could be an automatic effect of the conferral of the specific prudential tasks conferred on the ECB without the need for any complementary specification by the Council regulation conferring them under Article 127(6) TFEU. This would militate against any reading of the SSM Regulation conducive to an excessive limitation of the ECB implementing regulatory powers, and in particular against a restrictive interpretation of Article 4(3) suggesting a strict reading of that provision. One could object, though, that, whilst Article 132 TFEU and Article 25 of the ECB Statute make reference to these regulatory powers as part of the ECB “constitutional” endowment in the matters deferred to it, Article 127(6) specifies that “the Council may confer specific tasks” and therefore that the Council, in its political discretion, could also decide to confer prudential tasks strictly confined to supervision with express exclusion of regulatory powers in respect to the same matters. In the same vein, the first period of Article 25(2) of the ECB Statute could be interpreted so as to emphasize that the conferral of the specific tasks is in any event “in accordance with any decision of the Council under Article127(6)”. However, it could also be argued to the contrary, that, in principle the TFEU is willing to confer on the ECB regulatory powers aligned with the specific supervisory tasks attributed to it under Article 127(6) due to the “to some extent illusory”6 distinction between these two functions. Whatever the preference for the constitutional argument based on the TFEU, one should be careful, therefore, in construing the SSM Regulation in a way that would deprive the ECB of its general power to make regulations “to the extent necessary to implement the tasks defined in Article 25(2)”.


    This reading could be supported, on one count, by a better consideration of the relationship existing between paragraphs 1 and 2 of Article 4(3). Itis quite apparent, indeed, that these two paragraphs are strictly related (theincipit of paragraph 2 makes explicit reference “to the effect” of paragraph 1) and that they cover only situations (that are the vast majority) that are already fully regulated by Union law (herein including national legislation implementing Directives and exercising national discretions). In this context, Article4(3) is aimed at preventing the ECB from adding additional regulatory requirements. This is true in principle, although the expression “organize or specify arrangements for the carrying out of the tasks” leaves some leeway for intervention. However, these two paragraphs do not consider in any way how the ECB could exercise its specific tasks where Union law is incomplete and in particular where Union law simply defers a regulatory role to the competent authority in order to complete the regulatory framework for supervisory purposes. In this domain, it is our understanding that the ECB can make regulations to the extent necessary to implement the specific tasks conferred on it.


    This seems further confirmed by the wording of recitals 32, 34 and 45 of the SSM Regulation itself. Indeed these recitals would likely be inconsistent with a restrictive reading of the Regulation, whilst they seem to be fully aligned with the idea that the rule making power under Article 132 TFEU is still available to the ECB (recital 32), that competent authority options within the SSM shall be exercised by the ECB, making use of its general regulatory empowerment (recital 34) and that the powers that “Union law on the prudential supervision of credit supervision confers on competent authorities” should be conferred on the ECB “to the extent that those powers fall within the scope of the supervisory tasks conferred on the ECB”, because “for participating Member States the ECB should be considered the competent authority and should have the powers conferred on competent authorities by Union law” (recital 45). It is good interpretative practice to interpret directives and regulations in the light of their recitals and to read legislative statements (albeit inserted solely within the reasoning of the legislative act) in such a way that they make sense in their context rather than in ways difficult to reconcile with the text. Indeed, the fifth period of recital 34 seems to address specifically the issue of the national options and discretions granted by the CRD IV/CRR compact and stipulates that “(CRDIV/CRR) options should be construed as excluding options available only to competent or designated authorities”. This wording seems to suggest that, since after the entry into force of the SSM the ECB has taken over the role of competent authority in the participating Member States, the ECB also replaced the national competent authorities as sole entity within the euro area vested with the power to exercise such competent authority options. In other words, recital 34 seems to suggest that in its supervisory action the ECB, whilst still subject to national legislative options, should not encounter (nor pay any deference to) national discretions embedded in the CRD IV/CRR compact and qualified herein as NCAs. This is so because such options relate to prudential tasks conferred on the ECB by the SSM Regulation and for such tasks the ECB is the competent authority.


    b)Legislative history, in turn, offers some useful insights. The original wording of Article 4(3) in the 2012 Commission proposal (COM(2012) 511 final) was as follows: “Subject to and in compliance with any relevant Union law rule and in particular any legislative and non-legislative act, the ECB may adopt regulations and recommendations and take decisions to implement or apply Union law, to the extent necessary to carry out the tasks conferred upon it by this Regulation”. Current recital 34 was not present in the original proposal whereas current recital 32 was already contemplated as recital 26 and current recital 45 was already contemplated as recital 30. The explanatory report confirmed, at paragraph 4.1.3, the ECB regulatory competences under Article132 TFEU. The European Parliament (EP) Committee on Constitutional Affairs opinion of 27 November 2012 (2012/0242-CNS) proposed an amendment to Article 4(3) and namely that the ECB may adopt regulations to the extent necessary to carry out the tasks conferred upon it by the Regulation “and only where those Union acts do not deal with certain aspects necessary for the proper exercise of the ECB’s tasks or do not deal with them in sufficient detail”. This proposal was adopted by the Thyssen Report tabling the amendments to the Commission proposal on behalf of the EP Committee on Economic and Monetary Affairs of 3 December 2012 (A7-0392/2012). It was only with the second round of EP amendments adopted on 22 May 2013 that the original Article 4(3) was modified and adopted in its current text and, at the same time, a new recital 26b was inserted, expressly providing that options provided for in Union law “should be construed as excluding options available only to competent or designated authorities” (ascurrently set out in recital 34). The intention of the drafters might have well been, thus, to state that Article 4(3) could limit the extent of the powers to make regulations conferred on the ECB because this limitation was confined to situations where Union law was complete and recital 34 clarified that, where this was not the case, as it was precisely where Union law granted competent authority options, the ECB would have exercised such options (tothat end making full use of its regulatory powers).


    c)A functional interpretation could also support this conclusion. Competent authority options and discretions granted by the CRD IV/CRR compact are given to the supervisory authority because of its special position and in particular taking into account the informational advantages associated with supervisory activity. This special position, within the SSM, has been transferred, at least in respect of significant banks, to the ECB and, for consistency, also the power to exercise competent authority options should follow the same principle of attribution of competence. If one accepts this conclusion, a final question arises as to whether the ECB empowerment to exercise competent authority options and discretions for participating Member States is general or confined to prudential options for significant banks only. In the latter case - that is to say, if NCAs retain the power to exercise national options and discretions in respect of non significant banks – the allocation of rule making within the SSM for the exercise of competent authorities options and discretions would be conducive, as suggested in the literature by those advocating the first reading on limited ECB regulatory powers to a disparity of requirements for significant and less significant banks, with a uniform exercise of the options limited to significant banks. This is something that, functionally, is widely believed to be quite undesirable. We note, however, that Article 4(1) stipulates that “within the framework of Article 6, the ECB shall, in accordance with paragraph 3 of this Article, be exclusively competent to carry out, for prudential supervisory purposes, the following tasks in relation to all credit institutions established in the participating Member States (…)”. This suggests that the attribution of competence to the ECB, whilst limited to the special tasks granted for prudential supervisory purposes, is exclusive and extends to all banks. The ECB could thus qualify as “competent authority” for the purposes of the exercise of competent authority options and discretions also for less significant banks. The basic principle of ECB exclusive responsibility for the tasks conferred on it was a cornerstone of the Commission proposal and was considered as such throughout the legislative process, although, as a compromise solution in the distribution of tasks within the SSM, the Regulation provides under Article 6(4) that responsibility for the direct exercise of some of the tasks conferred on the ECB are attributed to NCAs in the spirit of the subsidiarity principle. But also within this peculiar legislative allocation of (certain) responsibilities the ECB retains, in substance, a right of final say over the prudential tasks conferred on it by the SSM Regulation also for less significant banks, as shown by the possibility granted to it to “issue regulations, guidelines or general instructions to NCAs” (Article 6(5)(a) of the SSM Regulation) and to “exercise directly itself all the relevant powers” for one or more less significant credit institutions “when necessary to ensure consistent application of high supervisory standards” (Article 6(5)(b) of the SSM Regulation). In other words, it is certainly true that the attribution of exclusive competence set out in Article 4(1) must be read in conjunction with the provisions of Article 6, which stipulates that both NCAs and the ECB exercise competences with regard to less significant institutions. We note, nonetheless, that the cooperation framework set out by Article 6 was basically tailored as a legislative attribution to the NCAs of the direct exercise of (most but not all) prudential supervisory responsibilities of the ECB with regard to less significant banks. In this way, national supervisors are also made competent authorities to some effects, without depriving however the ECB of the role of primary competent authority also for less significant banks (as witnessed by Article 6(5) of the SSM Regulation). In conclusion, if one accepts that the exercise of competent authority options and discretions granted by the CRDIV/CRR compact (a) is essential for the performance of the prudential tasks conferred upon the ECB by Article 4(1) and strictly related thereto, (b) is an expression of regulatory supervision consistent with the ECB rule making empowerment set out in Article 132 TFEU and (c) falls therefore within the ECB remit as competent authority for directly supervised significant banks in compliance with Article 9, expressly extending to the ECB “all the powers (…) which the competent authorities shall have under the relevant Union law, unless otherwise provided for by this Regulation”, this could also support the conclusion that the same holds true also for less significant banks, because the ECB is also their primary competent authority. In this way the functional argument militating against the balkanization of the exercise of competent authority options and discretions for significant and less significant banks would fade away. In turn, this would make the best of the wording of recital 34 of the Regulation, because it would confirm that within the SSM competent authority options and discretion are no longer the remit of national supervisors.


    8.Despite our preferences, these conclusions are however still provisional and need to be validated by the CJEU. Lacking one such final say of the CJEU, it seems safe to say that the unsettled interpretation of the SSM Regulation on this point reflects a constitutional ambiguity that fatally features a de facto limitation on the smooth exercise of regulatory powers within the SSM with at least two likely implications relevant for the purposes of our inquiry.


    a)First, this opens uncharted territory to private litigation to test both the ECB and national allocation of regulatory competences from a constitutional point of view and the principle of effective judicial protection enshrined in the Charter of Fundamental Rights. Supervised credit institutions could potentially use conflicts over vertical distribution of competences under the SSM Regulation to defend themselves from intrusive acts of the SSM supervisors.7 One such situation will evidently arise where the ECB exercises a competence that it does not hold, or where the exercise of a recognised competence goes beyond its legal scope (i.e. the ECB acts ultra vires).


    b)Second, we expect that, from an institutional perspective, this could lead to political compromise and light-touch, cooperative solutions rather than heavy-handed unilateral action or judicial claims of conflict of attributions. In the face of the uncertainties surrounding the allocation of the competent authorities options and discretions, a pragmatic and reasonable response (proportionate but still not completely safe, for it could be considered somehow elusive of the problem) could be indeed the use of ECB guidelines and recommendations to NCAs under Article 4(3) for the exercise of such options and discretions. This, in turn, makes it relevant to explore how fundamental rights protection would react to such a course of action and in particular to what extent they would have legal effects and how they would interact with the principle of effective judicial protection.


    ECB guidelines, recommendations and instructions to NCAs and right to an effective judicial remedy


    9.This takes us to our second example of the interplay between the coexistence of EU and national levels and fundamental rights, and in particular the right to an effective judicial protection. Since the ECB can adopt guidelines and recommendations subject to and in compliance with relevant Union law (Article 4(3)) and issue “[regulations], guidelines or general instructions to NCAs” for the performance of supervisory tasks and the adoption of NCAs decisions on less significant credit institutions (Article 6(5)(a) of the SSM Regulation), three questions arise that are relevant for our purposes:


    a)First, do they have legal effect and are they reviewable? The General Court’s decision of 4 March 2015, in Case T-496/11, United Kingdom and Ireland v ECB8confirmed they could, depending on the circumstances9. But how often will these circumstances occur (or be held to occur)?


    b)Second, how does the right to effective judicial protection react to the strict requirements on standing to challenge and admissibility set by the CJEU in respect of acts of general application? Indeed, in such cases the act by the ECB will be subject to the legality control of the annulment decisions (pursuant to Article 263 TFEU) but, unlike decisions directly addressed by the ECB to a financial entity, the standing of the latter to challenge the act is problematic, because the act needs to be “of direct and individual concern” to the person, or, in the case of a regulatory act, “of direct concern”, and to “not entail implementing measures”.10 These provisions have been subject to a quite narrow interpretation by EU courts: ever since the Plaumann decision11the courts have granted standing to private parties only if (a) the measure affects the applicant’s legal position directly and leaves no discretion to the addressees of the measure who are entrusted with its implementation, i.e. if there is a direct link between the challenged measure and the loss or damage (direct concern12); and (b) the measure “affects them by reason of certain attributes which are peculiar to them or by reason of circumstances in which they are differentiated from all other persons and by virtue of these factors distinguishes them individually just as in the case of the person addressed”.13 These criteria (especially the second) have resulted in the exclusion of standing of private parties in cases of EU acts not directly addressed to them in almost all cases. In its judgment in Inuit Tapiriit Kanatami the CJEU also provided a restrictive interpretation for the case of annulment of regulatory acts (where only “direct”, but no “individual” concern is required).14 In practice, this poses a significant challenge, since EU Courts seem more concerned about procedural expediency and the risk of EU courts being flooded with complaints, than about the protection of due process rights. In practice this will mean that general instructions addressed to NCAs by the ECB (typically, for the supervision of less significant entities) cannot be challenged unless the supervised entity can show that it is differently affected than the other potential addressees of the measure; while, even in case of specific supervisory measures, the addressee would have to demonstrate that the instructions leave no discretion to the NCA. Even if the ECB is a bulwark of integrity, the combination of this doctrine with the SSM is a breeding ground for concern: if the ECB were to tailor its instructions, by giving them a formal degree of generality, or giving the NCA formal discretion with regard to implementation, it could well avoid the scrutiny of the CJEU pursuant to the annulment procedure. Challenges based on a purportedly unequal exercise of supervisory powers (e.g. the failure to issue similar instructions with regard to entities in a similar position) would be almost impossible in practice.15


    c)Third, once the decision is subject to implementation by NCAs, it will be certainly subject to challenge before national courts, but can these courts be reasonably expected not to be too deferential in respect of national decisions implementing ECB directions? Certainly, if within the procedure the matter of the legality of the previous instructions by the ECB arises, domestic courts should stay the proceedings, and make a preliminary reference to the CJEU, and later decide on the basis of the CJEU decision about the legality of the ECB measure. How episodic will it be in practice? We expect that this only viable avenue to challenge the legality of instructions by the ECB to NCAs will prove to be quite exceptional.


    The ECB as enforcer of national law and the right to an effective judicial remedy


    10.A third example of the problematic coexistence of national and EU law and fair trial protection is offered by Article 4(3) of the SSM Regulation. Under this Article, “the ECB shall apply (…) where this Union law is composed of Directives, the national legislation transposing those Directives. Where the relevant Union law is composed of Regulations and where currently those Regulations explicitly grant options for Member States, the ECB shall apply also the national legislation exercising those options”. There is no doubt that the CJEU retains the competence for the judicial review of these ECB decisions based upon national legislation. But how does it work in practice? Two options seem to be available.


    a)One possibility would be to read the provision as meaning that national law remains national law, and that the ECB only applies it as a result of a specific mandate. In that case, at least in theory, the national court could issue an authoritative interpretation of the national rule exercising the options granted by the EU directive, or even annul the national rule. It could not, however, annul the ECB acts in application of that national law, for which it would have to make a preliminary reference. The CJEU would have to validate the decision by the national court. In so doing, however, it would have to review that the annulment of the rule or the corrective interpretation issued by the national court does not overstep the boundaries of the specific choice granted by the directive to Member States, and that it does not invade the ECB’s supervisory competences, an act for which a determination of the application of national law would be a necessary step.


    b)Another possibility would be to read the provisions as meaning that, through the application of the ECB, national law becomes EU law. In such case the CJEU would be entitled to make the authoritative interpretation, and could well answer the preliminary reference without having to make the balancing act of all the superimposed layers of competences. However, this would strain the express language of the provision, which refers to “national law”; it would also put the CJEU in the extremely uncomfortable position of having to determine the authoritative interpretation of domestic law, something that the Court was extremely unlikely to do and careful in avoiding so far.


    11.Thus, the first possibility could appear more likely, but its mind-boggling complexity makes it desirable that either the CJEU, by relaxing its Plaumann test in the context of banking rules, or the ECB, by relying on acts specifically directed to financial entities (or directed to NCAs, but with a content specifically addressed to a financial entity, and leaving no discretion) provide a channel for a direct review of legality.16 Though more cumbersome at the initial stage, it would help provide a sounder footing for ECB action, and assess the potential impact of fundamental rights of due process.


    The distribution of sanctioning competences


    12.A final example is given by the distribution of sanctioning powers within the SSM with the three distinct competences under Article 18 of the SSM Regulation:


    a)First, those of Article 18(1) for breaches of directly applicable Union law, a competence that in turn could be read either as “bifurcated” under Article6 and granted in principle to the ECB only for significant banks (this is the prevailing view also within the ECB) or as independent from Article 6 and thus granted to the ECB for all banks. It all depends on the reading of the opening words “for the purposes of carrying out the tasks conferred on it by this Regulation”;


    b)Second, those of Article 18(5) for breaches “in cases not covered by paragraph1 of Article 18”, and in particular: (i) for breaches of national law transposing relevant directives and (ii) administrative penalties and measures to be imposed on members of the management board;


    c)Third, those of Article 18(7), namely sanctions in accordance with Regulation (EC) 2532/9817, in the case of a breach of ECB regulations or decisions.


    I will expand on the implications of this tripartite system for fundamental rights protection below, after having briefly discussed some overarching questions on the scope of application of the instruments granting fundamental rights.


    The ambiguities in the scope of application of the instruments granting fundamental rights


    13.The picture is indeed made even more complex by ambiguities in the scope of application of the instruments granting fundamental rights. Four broad questions arise.


    a)To what extent do the Charter and the Convention grant equivalent rights? In principle, under Article 52(3) of the Charter, corresponding rights in the Charter should have the same meaning as in the Convention. Will it be so in practice under the CJEU case law or will differences in interpretation weaken the effet utile of such a principle?


    b)To what extent are Member States and NCAs subject to the Charter? This is especially pressing, since both the SSM and the Single Resolution Mechanism (SRM) envisage a combination of regulatory and supervisory actions from both EU institutions (the ECB) and national institutions (NCAs and national resolution authorities (NRAs)). Article 51 states that: “The provisions of this Charter are addressed to the institutions, bodies, offices and agencies of the Union with due regard for the principle of subsidiarity and to the Member States only when they are implementing Union law”. The answer seems quite clear with regard to the ECB, which is an EU institution. But are NCAs to be considered part of an institution of the Union when they are legislatively delegated under Article 6(4) of the SSM Regulation some responsibilities in the performance of micro-prudential tasks in relation to less significant credit institutions? We are inclined to believe they are not, but that they are nonetheless implementing Union law. In turn, are Member States considered to be “implementing Union law” when the distribution of legislative competences envisaged in the CRD IV/CRR compact contemplates the possibility of Member States exercising choices in the determination of certain prudential measures? Case law by the CJEU is ambiguous in this regard. In McB it held that the assessment of the compatibility with the Charter had to be made exclusively in relation to EU provisions (in the case, Regulation 2201/200318, on the recognition and enforcement of foreign judgments in matrimonial matters and matters of parental responsibility), not the national provisions (in the case, Irish law, which, according to the EU rules, was the one regulating the acquisition of custody rights), thus rejecting the possibility that, in determining custody rights, national law was “implementing EU law”.19 Similarly, in Magatte Gueye the CJEU required a substantive connection between national law and EU Law (the case concerned the relationship regarding Spanish substantive law on domestic violence, and EU decisions on the standing of victims in such context).20 Yet, the CJEU has given ample scope to the language of Article 51 in cases where the subject matter was closer to the subject matter of our interest here (i.e. the relationship between EU and national regulatory provisions, and with enforcement provisions), and where the different provisions are more closely connected by a similar purpose (and the national interests at stake are less obvious). In Fransson, it considered sufficient the connection between proceedings for the imposition of administrative penalties and criminal sanctions, and the breach of (EU-regulated) VAT, plus the broad obligation of Member States to take all legislative and administrative measures appropriate for ensuring collection of all the VAT due on its territory and for preventing evasion, to conclude that, when pursuing domestic proceedings based on domestic law to impose penalties, State authorities were “implementing EU law”.21 The contrary opinion of the Advocate General Villalón,22 which was not followed by the Court, has stirred up controversy,23 but so far the Court’s case law supports the understanding that States are subject to the Charter when they apply domestic law that has the purpose of enforcing EU provisions. The connection is even closer in the case of the SSM and SRM, where the provisions in the EU rules make reference to the recourse by domestic authorities to inspections and sanctions. The case is even stronger when NCAs apply domestic rules in the exercise of discretions granted by EU law. In NS v Secretary of State for the Home Department the CJEU clearly stated in its judgment that, in such instances, State authorities are subject to the Charter.24


    c)An interesting situation could arise if the SSM and SRM happens to operate under the aegis of the European Stability Mechanism (ESM). Would the Charter apply in this context? In its judgment in Pringle the CJEU held that the Charter was considered inapplicable when Member States take collaborative action outside the EU legal order.25 The question could arise, however, if a specific supervisory action (or an action with the content of intervention and resolution) is initiated as part of the package of measures indicated by the ESM (e.g. if the bailout is limited to a State’s banking sector). In that case, the Charter would be applicable to the ECB actions. To my mind, there would also be a strong argument to apply the Charter if, in executing the Memorandum of Understanding, the NCA concerned makes use of the collaborative structures envisaged in the SSM and SRM (e.g. the “close collaboration” with non-euro area States). However, this is a bit of uncharted territory. The CJEU was probably more concerned about the side effects that a full-blown application of EU law to the more flexible structure created with the ESM would have, but surely Pringle is not (nor should it be) the last word on the applicability of the EU Charter to collaborative structures outside, yet closely connected, to EU law.


    d)Having addressed the question with respect to the EU Charter, it is necessary to do the same with the European Convention on Human Rights (ECHR), which poses challenges of its own. The ECHR is not formally part of EU law, though specific references are made in article 52(3) of the EU Charter, and Article 6(2) and (3) TEU. Articles 6(3) and 52(3) indicate the relevance of the ECHR for the purpose of EU law, while Article 6(2) contemplates the accession of the EU to the ECHR. A draft accession treaty was negotiated in 201326, but, then, the CJEU held, in 2014, that such treaty (and parts of the ECHR) was incompatible with EU law,27 mainly because the new powers of the European Court of Human Rights (ECtHR) would impinge upon the powers of the CJEU.28 Therefore, up to this point the ECHR does not apply, nor can the ECtHR decide, on actions by EU institutions (including the ECB). However, the ECHR applies to actions by Member States, and, in the past, the ECtHR has held that its jurisdiction to decide on a violation of Convention rights cannot be excluded solely because a State was simply giving effect to EU law.29 Having said that, in most cases where the ECtHR had to decide on the violation of the ECHR by a State giving effect to EU law, the complaint was manifestly unfounded,30 or Member States had been granted a wide margin of appreciation in implementing EU measures (which means that the action could be easily attributed to the State, and not the EU).31 This could likely be the case of national legislative options and discretions granted by the CRDIV/CRR compact. Finally, in cases where the State had little margin of discretion, so that the potential violation of the ECHR was (if such violation existed) a direct consequence of the implementation of EU law, the ECtHR was willing to grant an unprecedented breathing space to EU law and EU institutions, by presuming that the EU grants an equivalent level of protection to that under the Convention.32 In its decision of Bosphorus Airways v Ireland the ECtHR for the first time examined the merits of a case where domestic authorities were implementing EU law without exercising discretion.33 The ECtHR was ready to assume that the fact that the State interfered with the property (an aircraft) to comply with its obligations under EU law constituted, in itself, a legitimate interest.34 It then established that the system of protection of fundamental rights within the EU, albeit providing for limited access to individuals, created a presumption of Convention compliance for acts by a State that gave effect to EU measures.35 Finally the ECtHR held that the presumption had not been rebutted in the case at hand.36 One can only emphasize that the ECtHR even failed to undertake the proportionality assessment, which it normally does, even when the interference with property rights (or fundamental rights in general) is based on a legitimate interest. This is the current context. However, it is a context in flux. If the EU accession to the ECHR is delayed, or even frustrated, the ECtHR could find that its patience has been tested too far, and adopt a less accommodating stance towards the EU.


    Two provisional conclusions on effective judicial protection and “ne bis in idem”


    14.We can now try to draw from the foregoing two tentative conclusions on the interplay between the coexistence of EU and national law within the SSM and fundamental rights, having specific regard to the right to a fair trial and effective judicial protection and “ne bis in idem” alongside the reasoning of the ECtHR Franzo Grande Stevens judgment.


    15.The fundamental right to a fair trial seems to require that supervisory powers “severely” (according to the Engels test) affecting fundamental freedoms are subject to effective judicial protection and possibly full jurisdiction. A parallel is often drawn in this regard with competition cases. This is right in principle, although I would also recommend a note of caution. It is worth recalling, indeed, that the CJEU found that, in competition cases, the “review of legality provided for under Article 263 TFEU, supplemented by the unlimited jurisdiction in respect of the amount of the fine, satisfies the requirements of the principle of effective judicial protection in Article 47 of the Charter of Fundamental Rights of the European Union”37. However, it should also be considered that in that field, fines are the major, if not the only, way entities are “severely” affected in their fundamental rights, whereas in this context many supervisory, administrative and punitive measures are highly afflictive (and possess a “coloration pénale” according to the standards of the ECtHR) and are therefore similar in their effect on the recipients to fines in the antitrust sector, thereby requiring that an effective judicial protection be duly warranted. EU courts only review, in principle, legality, pursuant to Article263 TFEU, but do not have full jurisdiction (except for what is provided in application of Article 261). Moreover, there are significant complexities reflected in the effectiveness of the judicial remedy where the supervisory process under the SSM features a composite co-administration. If the decision is adopted by the NCAs in the context of a composite procedure, where both the ECB and NCAs adopt certain acts, the financial entity is only granted with certainty the action to seek annulment of the decision by the NCA (according to differentiated national standards of review), whereas the action to annul the act by the ECB is subject to the extremely restrictive Plaumann standard. A similar, though even more complex, scenario arises where the ECB applies national law. It is difficult to see these guarantees as meeting the requirements of effective judicial protection under Article 6 ECHR and 47 of the Charter.


    16.The most desirable outcome, in my view, would be for EU courts to show that, without the need to replace judicial second guessing to complex technical assessments, they can develop a case law of acceptably robust review of administrative decisions. There are arguments to suggest that the standard of the review of the CJEU has evolved over time (the Remia decision38 is often said to have marked a turning point) and that EU courts have grown bolder and more willing to elaborate the criteria of manifest error and excess of power, to grant themselves a sufficient leeway for effective and robust judicial control. They should go even further along this line.


    17.In the context of fines, it is desirable that full jurisdiction be clearly in place. The reference to Council Regulation 2532/98, whose Article 5 introduced full CJEU jurisdiction for sanctions (in conformity with Article 261 TFEU), is currently somehow equivocal. In the case of penalties imposed for breach of directly applicable Union law (Article 18(1) of the SSM Regulation), sanctions shall be imposed with respect to the 2532/98 Regulation’s “procedure”, and “as appropriate”. Only in the case of sanctions imposed for a breach of ECB regulations and decisions, sanctions may be imposed “in accordance with Regulation 2532/98”, and SSM rules will be complementary. The same full jurisdiction is due in the review of NCAs’ sanctions under Article 6 ECHR in the wake of the ECtHR Franzo Grande Stevens judgment.


    18.Finally, the application of the “ne bis in idem”. To my mind, the attribution of decision-making competences to the ECB, the system of instructions to NCAs, and the possibility to instruct on the imposition of penalties in cases where the ECB lacks the competence make the overlapping of sanctions less plausible and can be further mitigated through the development not only of a coordinated investigatory practice, but also the coordinated imposition of penalties. It remains to be seen, however, to what extent the same conduct can give rise to both administrative and criminal penalties (in Fransson, the CJEU confirmed its adherence to the approach by the ECtHR, and held that criminal and administrative penalties could be accumulated only provided administrative penalties were truly administrative, i.e. they did not disguise a criminal sanction in nature, a matter that it left the national court to decide), considering that criminal law is highly fragmented along national lines also in the banking sector. And deplorably so.
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    The coexistence of national and EU law and the ne bis in idem principle


    Eilís Ferran1


    General remarks


    The original conference programme drew attention to the ne bis in idem principle but it is clear from the excellent papers by Professors van Bockel and Lamandini that this is but one of many questions about respect for fundamental rights raised by the Single Supervisory Mechanism (SSM). The two-level decision-making processes within the SSM, including the novel provision in Article4(3) of the SSM Regulation2 for the ECB to take decisions based on national legislation, make for an exceptionally complex system of shared, or mixed, administration. The two papers in this volume form a significant contribution to a slim, but growing, line of scholarship that has begun to explore these important issues.3


    Broad concerns that have been identified in the literature include that differences in substantive or due process requirements under national laws could impinge on the equal treatment of credit institutions within the SSM, and that there may be potential lacunae in judicial protection as a result of the division of responsibilities between the ECB and the national competent authorities (NCAs). Legal uncertainties in these areas could impinge negatively on the objective of coherent and effective prudential regulation. The existence of a clear and comprehensive system of judicial protection is critical to the success of the SSM.


    The “enforcement” powers that are most commonly associated with prudential supervision are powers to adjust capital requirements and to impose restrictions on the conduct of particular types of business. It is accepted that prudential supervisors must have a wide measure of discretion in the use of these powers. However, current trends associate credible and effective supervision with the use of a much wider range of enforcement tools, including disciplinary powers to impose financial penalties and public censures and also criminal prosecutions. Formal disciplinary sanctions can send strong signals about unacceptable behaviour and, as such, can perform an important deterrence function. More willingness within prudential supervisory policies and practices to make full use of the enforcement “pyramid” reinforces the importance of a robust system of judicial protection for supervised credit institutions and their officers and employees.


    Specific concerns – the ne bis in idem principle


    The papers by Professors van Bockel and Lamandini present a relatively optimistic analysis of the operation of the ne bis in idem principle with respect to the significant credit institutions that are under the direct supervision of the ECB.4 The close-up examination conducted by the authors appears to confirm initial impressions that, broadly speaking, Article18 of the SSM Regulation together with the SSM Framework Regulation,5 Part X (in particular Article134 thereof) set out a clear, non-overlapping distribution of sanctioning powers within the SSM. The view that in relation to the SSM the problem of overlapping sanctions is likely to be less plausible than in the competition context and can be further mitigated through co-ordination is compelling.6


    Nevertheless there are specific points that could be problematic in practice, such as matters that sit on intersections between prudential and conduct supervision or, as in the case of money laundering, that have both integrity and prudential implications. Novel “idem” questions may arise as a result of enforcement actions taken by different authorities within their own domain – that is whether the material facts are sufficiently separate to avoid the application of the nebis in idem principle. Professor van Bockel also raises an interesting point drawn by analogy to the competition law jurisprudence about the operation of the ne bis in idem principle for banking groups in relation to subsidiaries that do not operate independently; however, context may matter in this regard since the legal entity principle is well established in banking regulation and supervision. The ne bis in idem principle will operate, it is clear, to protect institutions that operate on an EU cross border basis both within and outside the SSM from double jeopardy. On the other hand, it will not extend to third country prosecutions or punitive sanctions (but issues as to the proportionality of sanctions may be relevant in such situations).7


    A contested issue that arises in relation to the ne bis in idem principle but which is also of wider significance to fundamental rights protection is the scope of penalties belonging in the criminal sphere due to the nature of the wrong or the severity of the penalty. This issue has high saliency also for the exercise of investigatory powers, which must adhere to criminal procedural standards (on matters such as protection from self-incrimination and respect for legal professional privilege) in order for information obtained to be usable for the purpose of imposing punitive penalties.8 Questions about the correct categorization of sanctions9 are not new but there remain significant areas of potential uncertainty. For example, the structure of the SSM Framework Regulation is to treat periodic penalty payments imposed by the ECB as provided under Article18(7) of the SSM Regulation pursuant to Council Regulation 2532/9810 with a view to compelling compliance as being subject to different procedural rules from those applicable to the imposition of administrative penalties.11 The justification for this differential treatment, as Riso has noted, is that periodic penalty payments that are oriented towards ensuring compliance rather than punishment are not criminal in nature.12 Nevertheless ambiguities in the periodic penalty payments regime,13 which as Regulation 2532/98, as amended, makes clear can be imposed either as a punishment or with a view to forcing compliance,14 could continue to be a source of difficulties with regard to appropriate categorization. In theory, the same could also be said of the power to withdraw a banking licence which is vested in the ECB by Article14 of the SSM Regulation. It is possible, for example, to postulate a hypothetical scenario of the ECB seeking to withdraw the licence of a less significant bank that is also the target of disciplinary proceedings by its NCA where questions about the possible application of the ne bis in idem principle could arise. However, from a more practical perspective, it is to be expected that if a situation were to be so serious as to make withdrawal of a banking licence a serious possibility, all of the relevant authorities (including the ECB, the NCA, resolution authorities and the European Banking Authority) would be working very closely together to ensure a coordinated response.


    Specific concerns – the operation of judicial review


    The operation of judicial review in the context of the SSM is indisputably complex. To find the answers to quite fundamental questions – which decisions can be reviewed; which court has jurisdiction; what is the scope of the review; who has standing to challenge decisions? – involves a highly technical inquiry into, amongst other things, the SSM legal framework, the state of the EU jurisprudence on judicial review and the precise nature of the ECB-NCA interface including, specifically, whether or when there is a degree of discretion at the national level as to the action to be taken. Some of this ground has been traversed to a certain extent already in the context of the ECB’s sanctioning powers conferred by Council Regulation 2532/98.15 However, legal challenges are more likely in the supervisory context than in the monetary policy domain.16 Moreover, the truly novel feature of the SSM whereby the ECB is empowered to apply national law takes such inquiries into uncharted territory. The prevailing assumption is that the Court of Justice of the European Union (CJEU) is the proper court before which to challenge ECB action based on national law, but a plausible argument to the contrary can certainly be developed, although, if applied, its implications could be chaotic.17


    Professor Lamandini’s paper, in particular, addresses many of these issues. His findings as to potential deficiencies in judicial protection, which are also supported by the work of other scholars, must command attention. Just to pick out a few examples, the limits on standing to challenge decisions before the CJEU (which, in addition to the cases considered by Professor Lamandini, could also exclude, for example, depositors, creditors and other third parties affected by the decision by the ECB to withdraw a bank licence (and a national court could not annul the ECB’s decision18)) are troubling; so too is the uncertainty about the scope of review by the CJEU. The risk of deferential judicial review at national level, also identified by Wissink et al, in particular in the context of inspections ordered by the ECB but conducted at national level (and thus operating in two legal orders)19 also deserves to be highlighted. A problem not yet material but that could become significant is that of ensuring that the differences in the mechanisms by which decisions become effective (by direct imposition by the ECB or indirectly via the NCA) as between institutions in the euro area and institutions in close co-operation countries do not result in unequal standards of judicial protection.


    Conclusion


    It is not ideal to be in a situation where there are well-substantiated concerns about gaps in judicial protection. There can be no disagreement that a credible supervisory system must not compromise on fundamental rights and there is certainly force in the view that further express protection – for example with respect to the right not to incriminate oneself 20 - would have been wise. The prospect of a period of working through uncertainties on a case-by-case basis, with all of the uncertainty, including the possibility of conflicting decisions, that this process is likely to involve is unsettling. If there is a flood of cases, a specialized court to deal with claims against the ECB, as suggested by Ter Kuile et al21 and by Arons22 could come to be seen as a gap in the institutional architecture that needs to be closed.


    Yet the papers by Professors van Bockel and Lamandini in this volume, together with work by other distinguished scholars, make a significant contribution to deepening our understanding of these important issues. Academic problematization is a valuable exercise provided that, as with the papers here, it is focused on finding practical, workable solutions. The structure of the SSM is conceptually innovative. For reasons that are too well-known to require much elaboration, at the design stage there was not the luxury of time to reflect on the profound significance of the changes and to nail down in advance every single vital detail: put simply, there was an urgent need for the SSM to be established and up and running as soon as possible. A bedding-in period of “learning by doing” is thus inevitable.
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    Coexistence of national and European regulations WITH REGARD TO the Ne bis in idem principle


    édouard Fernandez-Bollo1


    I would like to thank the ECB for giving a voice in this extremely important discussion to the practical point of view of a national supervisor actively involved in the construction of the banking union, in both its supervision and legal aspects. We are all of course acutely conscious in this day-to-day work that with the banking union we are giving life to a new level of European integration that raises new issues and it is thus crucial for supervision but also for the European project as a whole to be able to address them successfully. Let me also thank Mr Lamandini and Mr van Bockel for their very interesting contributions to this debate. I will just try to point out from my specific point of view where, among all the legal issues derived from the new EU supervisory framework they identified, I see the more immediate practical challenges. And indeed, as Mr van Bockel underlines, even the most similar area of EU case law, that on competition, has in fact a very different framework, so the challenges are only partially comparable.


    First, following Mr Lamandini’s focus on the challenging process of SSM decisions that raises many questions on competent jurisdictions and applicable laws, I think that where we have more practical uncertainties is when the ECB applies national laws, that is, when it has to apply national laws implementing CRD IV2. As an example, let’s see the difference between a national competent authority (NCA) applying European law and the ECB applying national law.


    In the first case, for instance when an NCA applies ECB “regulations, guidelines or general instructions to NCAs” (Article 6(5) of the SSM Regulation3 (SSMR)), I think that these instructions may be challenged before national courts, as a necessary part of the challenging of the NCA decision implementing the general instruction. But here we have a mechanism for sorting out the differents aspects of the legal challenge, so if it is the legality of the ECB instruction itself that is challenged, a preliminary reference to the Court of Justice of the European Union (CJEU) will be a convenient way to handle the issue.


    But unfortunately the converse situation cannot be handled in the same way. In application of Article 4 SSMR, the ECB shall apply national legislation transposing European directives. Therefore, if such an ECB decision is challenged before the CJEU, the latter shall review national law. Actually, the EU Charter does not provide for the possibility for the CJEU to make a preliminary reference to national courts. In this context, is the CJEU entitled to refuse the application of national law, in such a case? Powers of the CJEU regarding national law review are not defined yet.


    Let me add another layer of complexity: as outlined by Mr Lamandini, these powers would depend on the qualification given to national law when it is applied by the ECB - national law or EU law? This raises an important question: for instance, for the application of Article 9(1)) SSMR, which court will have a final say on that matter, that is whether a national law is or not a transpostion of an EU directive, and so on EU law? Depending on which authority has taken the decision that is challenged on these grounds, it can go to national courts - which may well think that they are competent to interpret their national law, but now given the consequences for the powers of an EU institution, this becomes a crucial question also for EU law. So I would personally hope that a preliminary reference is raised, but again the converse will not apply if the issue is raised against an ECB decision.


    a.Regarding sanctioning powers, fortunately, application of the penalty regulation should not lead to such a situation. The ECB can only apply penalties for breach of directly applicable Union law (Article 18(1) SSMR). In parallel, domestic jurisdictions apply only national laws.


    However, Article 18(5) specifies that


    “the ECB may require national competent authorities to open proceedings with a view to taking action in order to ensure that appropriate penalties are imposed”.


    The legal value of such an ECB requirement – when it is implemented by NCAs - is not defined yet. If a domestic jurisdiction considers that it has legal effect, the said jurisdiction may ground its decision on a European regulation.


    However, the European Charter opens the possibility for national courts to make a preliminary reference to the CJEU on the legal effects, interpretation and legality of ECB requirements. In this way, case-law on ECB requirements on the basis of Article 18(5) SSMR can be kept consistent.


    b.Considering more specifically the ne bis in idem principle, I agree with Mr Lamandini that the overlapping of sanctions for breach of prudential requirements is not really plausible, as, in particular, I do not understand the regulation as empowering the ECB to ask NCAs to apply additional sanctions:


    1.regarding the attribution of disciplinary competences within the SSM: the ECB is responsible for pecuniary administrative penalties for significant credit institutions while the NCA sanctions less significant credit institutions, and all individuals responsible for a breach of the SSMR;


    2.regarding the possibility provided for by Article 18(5) to refer to the NCA for other sanctions for significant institutions, it is my understanding that the terms “in cases not covered by paragraph 1” means that this will not mean an additional sanction on the same person and facts and breaches covered by the powers of the ECB;


    3.finally, regarding the attribution of competence between criminal courts and competent authorities within the SSM: Criminal law generally does not apply to the breach of prudential requirements (as is the case in France), so the possibility to have two sanctions seems to me to be limited, but I acknowledge that this may depend on other national legislations I am not aware of.


    On the first issue (ne bis in idem within the SSM), an NCA applying penalties to a less significant credit institution, when the said NCA requires also the withdrawal of the authorisation as a disciplinary measure, has to involve the ECB, the only institution empowered to pronounce the withdrawal. In such a case, the ECB takes the required decision further to the procedure provided for in Articles 80 and following of Regulation n° 468-2014 of the ECB establishing the framework for cooperation within the Single Supervisory Mechanism. This Regulation provides that the withdrawal procedure can be initiated by the NCA. In addition, it does not qualify the withdrawal of authorisation as an administrative sanction (but of course the European Convention on Human Rights, for instance, does not hesitate to make its own qualification of a criminal sanction). Therefore, it is possible to consider that, in such a case, there is no duplication of prosecutions between the NCA and the ECB. Still, it should be confirmed by case law. And of course it would be prudent for all supervisors not to try to pursue both an administrative proceeding that can lead to an administrative measure that risks being qualified as a “sanction”, and an administrative pecuniary penalty for the same person, facts and breach. Let me note indeed that prior to the SSMR we had in France, following the Dubus Case4, two different procedures for withdrawal of the authorisation, one as a sanction and another as a purely administrative measure (for instance when the legal entity has ceased to exist), but this can no longer be the case now that the ECB is the sole competent authority.


    On the second issue, my interpretation of Article 18(5) grounded not only on its opening words but also on the examples given in the second subparagraph, leads me to strongly believe that it aims at capturing situations where the ECB has not powers conferred directly, so that there is no risk to have for the same person, for the same facts and breaches one proceeding leading to a pecuniary penalty by the ECB and another proceeding leading to another administrative penalty imposed by the NCA.


    On the final issue, which is more hypothetical (ne bis in idem between an NCA and criminal courts), if an entity were prosecuted before the criminal courts of a Member State participating in the SSM for a breach of prudential requirements, there would be a risk of overlapping sanctions implying the application of the ne bis in idem principle. Although the European Convention on Human Rights cannot be directly applied by the CJEU, national authorities (NCAs and courts) of countries that have ratified the Convention apply it.


    However, in such a case, the ne bis in idem principle would not automatically prohibit the duplication of proceedings between criminal courts and NCAs in the SSM. Actually, with a moderate interpretation of the principle – that is currently applied in France - the ne bis in idem principle does not prevent the same facts by the same person being challenged before two different kinds of jurisdictions, under different sets of rules, namely:


    –before criminal courts, being ordinary jurisdictions;


    –before NCA and Supreme administrative courts, being administrative jurisdictions.


    This moderate interpretation of the ne bis in idem principle was given by the Conseil Constitutionnel in its decision dated March 18 2015 (N°2014-453/454, Further to a “priority preliminary rulings on constitutionality” – QPC). The Conseil Constitutionnel outlines that - when the same facts by the same person are challenged before two different kinds of jurisdictions, under different sets of rules – the possibility to duplicate prosecutions is not contrary to the principle of strict necessity and proportionality of penalties with which the _9_01_Footnotes principle is associated.


    However, in the case in question, the Conseil Constitutionnel deemed that the penalties associated with the offence of insider dealing and insider misconduct cannot be considered to differ in nature depending upon the application of different bodies of rules before the relevant court (before the AMF Sanctions Commission and Paris Court of Appeal for insider misconduct and before criminal courts for insider dealing). Therefore, the Conseil considered that the duplication of prosecution in this specific case was contrary to the French constitution.


    c.On the scope of legal protection for credit institutions, I underline two points: while it is absolutely necessary to clearly differentiate supervision proper, which is based on a continuous flow of information from the supervised entity to the supervisor, from a criminal prosecution enquiry, when it comes to the procedure of sanctioning it is also essential to afford a high standard of protection, given the possible consequences of sanctions. Therefore, I agree fully with Mr Lamandini’s conclusion that EU courts in the field of sanctions shall exercise full jurisdiction. Let me just point out that one of the key elements of the European Court of Human Rights decision against the supervisory sanction in the Dubus case was the absence of full jurisdiction in the judicial review of supervisory sanctions provided for at that point of time by French law.


    
      
        1 Secretary General, Autorité de Contrôle Prudentiel et de Résolution.

      


      
        2 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity of credit institutions and the prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC (OJ L 176, 27.6.2013, p. 338).

      


      
        3 Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the European Central Bank concerning policies relating to the prudential supervision of credit institutions (OJ L 287, 29.10.2013, p. 63).

      


      
        4 Dubus SA v France, appl. no. 5242/04 ECtHR 11 June 2009.

      

    

  


  
    PANEL 4


    BANKING SUPERVISORS’ POWERS

  


  
    [image: 05_Panel_4.jpg]


    BANKING SUPERVISORS’ POWERS: Introductory note


    Danièle NoUY1


    Ladies and gentlemen,


    It is an appropriate time to reflect more thoroughly on the powers of banking supervisors, and I trust that the work of today’s panel could make a substantive contribution to such reflection. I was thus very happy to be invited to chair this panel and the discussion.


    The questions raised by the presenters


    Both presenters in this panel refer to the existence of “market limits” to the discretion of supervisors. An interesting point to examine, from a theoretical perspective, is how these market limits would exert their effects when interests of different market players (e.g. creditors and shareholders) conflict with each other.


    A peculiarity of the European context is also that, from a factual perspective, many of these interests are entrenched national interests, and the divide between interests has tended to correspond to the divide between Member States.


    In this context, the European Central Bank (ECB) stands as a long-established and credible supranational authority that is accountable to the European Parliament. Its far-reaching independence shields it from specific national agendas, constraints and pressures. In addition to ensuring a sound monetary policy, since November 2014 the ECB has also been entrusted with directly supervising the most important banks in the euro area. In order to avoid conflicts of interest between monetary policy and banking supervision, a separation regime within the ECB was established. This regime ensures that each function is executed in accordance with its objectives. The current framework not only shields the Single Supervisory Mechanism (SSM) from undue external influence but also allows it to benefit from the synergies with the traditional monetary policy function, as highlighted in the presentation of Professor Lastra.


    Based on the classification proposed by Professor Lastra, one may argue that, when performing its tasks, the supervisor acts as “agent” of different “principals”: shareholders in the authorisation phase and creditors in the crisis management phase. This analysis leads to a series of questions which are relevant for the fulfilment of the supervisory function, as follows. Which interest should prevail in day to day supervision? What is the role of sanctions in this context? If a conflict of interest is hidden behind different principals, should these tasks be better separated?


    The extent of supervisors’ powers generally results in interference in business decisions aimed at reducing risks. How great can this interference be, considering in particular the basic assumption that a bank, as an undertaking, is interested in making a profit? Dr Psaroudakis refers in this respect to a possible different paradigm based on setting clear objectives and on sanctioning non-compliance. The risks of this model and the likelihood of its material implementation deserve further analysis. For example, adopting this paradigm would lead us to wonder whether supervisors should not be considered, at least to a large extent, as agents acting on behalf of creditors, and whether it would be possible, in this case, to internalise this representation of interests within the corporate structure of banks.


    These questions are not at all disconnected from a legal analysis of supervisory actions. Both presenters refer indeed to the judicial scrutiny of supervisors’ decisions. The scope and depth of the judicial review of the Court of Justice on ECB decisions relating to the use of supervisory powers necessarily relates to the understanding of these questions. And the scope of such judicial review has in turn an impact on the use of ECB discretion.


    An example of the ECB experience with supervisory powers: the SREP decisions


    The presenters will have the opportunity to propose their answers to the questions which I briefly mentioned. I would, however, like to take some more time to analyse the practical relevance of these questions in view of the brief experience of the ECB as a supervisor.


    One of the first major exercises of the ECB after the conferral of its supervisory tasks was to conduct a comprehensive assessment of significant credit institutions. Since then, one of the ECB’s major responsibilities has been the implementation of the “Supervisory Review and Evaluation Process” (SREP), which is the annual supervisory assessment of banks. The SREP results in the determination of the individual capital level to be met by each bank in the following year, including in particular the setting of bank-specific requirements under Pillar 2 of Basel III.


    In contrast to Pillar 1 regulatory capital, which is mainly based on quantitative calculations, Pillar 2 capital is based more on the supervisors’ judgement of the bank’s risk management and governance as well as other qualitative considerations. By necessity, these qualitative considerations go along with a certain margin of discretion on the part of the supervisor, which is indispensable for the supervisors in fulfilling their tasks.


    More recently we have been striving to unify the methodology underlying the SREP. For this purpose, we have closelyliaised with the 19 national competent authorities (NCAs). We started by identifying common denominators and existing divergences and then pinpointed best practices, guiding our final outcome. The improvement in consistency with respect to the level of capital requirements across the board can be regarded as a major result of this process. We are convinced that in the long run this will help with anticipating supervisory actions as well as capital trajectories.


    The ECB as a supervisor and the scope of its discretion


    The SREP methodology is only one of the steps taken by the ECB in its work towards defining the boundaries of its discretion in carrying out its supervisory tasks. Another important achievement is the manual for supervision containing detailed information on how the ECB will conduct supervision across the SSM. However, the harmonisation of supervisory practices in the SSM also requires a harmonised interpretation of the applicable legal framework in the field of prudential regulation (the Capital Requirements Directive/Capital Requirements Regulation (CRDIV/CRR) package)2. This is especially true where some discretion remains for national competent authorities or Member States to decide on the concrete implementation of this legal framework.


    Some provisions exist in the legal framework which allow Member States or competent authorities to choose whether and how to apply different prudential treatments to banks: we refer to these provisions as options and national discretions (ONDs). Neither the Directive nor the Regulation define the rationale of such provisions or require Member States to converge. This leads to a full and unconstrained discretion within the boundaries specified by the legislation. Moreover, our aim of achieving a high level of prudence and comparability for SSM actions as well as a level playing field is clearly hampered by a strong presence of ONDs in the legal framework.


    The ECB has identified over 150 such ONDs, covering not only the progressive phasing-in of new supervisory treatment and definitions but also more permanent exemptions from general rules. The ECB, as the competent authority within the SSM in closecollaboration with the NCAs, the European Banking Authority and the European Commission, has started to identify, assess and, where possible, address the fragmentation and level playing field issues caused by the diverging implementation of such ONDs. Our objective of harmonised banking supervision can only be achieved by a harmonised approach, which requires the development of a single treatment of all ONDs in the SSM. Despite our efforts, in a few cases harmonisation with the necessary level of rigour has not been possible so far. The national transposition of rules established by EU directives may indeed lead to heterogeneous standards in the SSM. Since the ECB has no authority to harmonise such national provisions transposing directives, we may only enter into a dialogue with national legislators, encouraging them to reflect in good faith the objectives of the directives. They must be aware of the fact that every national exception that is not fully transparent creates an obstacle to the efficient conduct of the supervisors’ tasks and also curbs investor confidence. In the long run, it is therefore of the utmost importance for the successful operation of the SSM that the single rulebook really lives up to its name and becomes a fully harmonised regulatory framework.


    The liability of supervisors


    In spite of all the efforts to harmonise and define the scope of discretion for the supervisors in order to ensure both consistency across institutions and supervision tailored to banks’ specific circumstances, supervisors have to enjoy a certain room for manoeuvre. Applying discretion in deciding on supervisory matters reflects the supervisors’ need to counterbalance a multiplicity of interests. A supervisory decision may not only be expected to take into account major public interests protected by EU and national legislators, such as preserving the sound management of credit institutions and, particularly, the overall stability of the financial system. Supervisors may also need to safeguard the interests of other stakeholders, such as the rights of depositors, investors and creditors. This variety of interests affects the exercising of discretion on the part of the supervisors.


    The so-called supervisors’ dilemma, i.e. the manifold and often conflicting interests supervisors have to counterbalance, must also be taken into account when it comes to legal protection, when courts are ruling on the exercise of supervisors’ powers or a potential transgression relating to their room for manoeuvre. In this context, the ECB as an institution of the European Union is subject to the EU liability regime provided for in the EU treaties. Nonetheless, this liability regime should more clearly spell out the limitations of the ECB’s liability, to counter the risk of excessive claims against the ECB which may hinder the overall effectiveness of ECB supervisory action. The legal protection of supervisors is a clear international benchmark, as highlighted by the fact that it ranks second in the list of the Basel Committee’s Core Principles for Effective Banking Supervision. This principle indeed clearly states that laws should provide protection for the supervisor and its staff against lawsuits for actions taken and/or omissions made while discharging their duties in good faith, and the supervisor and its staff should be adequately protected against the costs of defending their actions and/or omissions made while discharging their duties in good faith.


    Concluding remarks


    Before leaving the floor to the panellists, I would like to call the attention of the audience to the main reason why we need an effective system of banking supervision. The reason is this. It is indispensable for a sustainable recovery and for economic growth to have a sound banking system which operates efficiently during all phases of the economic cycle. This, in turn, is key for the revitalisation of the European project.


    For this reason – after a long period of deregulation and after the crisis started in 2008 – governments around the world decided to strengthen regulation and supervision. At the same time, the ultimate objective of such reform has not changed since the 1930s: supervisors need to ensure the resilience of the banking sector and to ensure that the banking sector provides the economy and society at large with key banking services, even under severe stress. At present, we are busy establishing common methodologies, a joint culture and a shared reputation, which will ensure that we have the right instruments and incentives to effectively pursue this delicate mission for Europe.


    
      
        1 Chair of the Supervisory Board, European Central Bank.

      


      
        2 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity of credit institutions and the prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC (OJ L 176, 27.6.2013, p. 338) and Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No 648/2012 (OJL176, 27.6.2013, p. 1).

      

    

  


  
    Reflections on Banking Union, lender of last resort and supervisory discretion1


    Rosa M. Lastra2


    Introduction


    The process of monetary integration in Europe was a long and protracted journey that started gathering force with the worldwide shift to a system of flexible exchange rates following the entry into force of the Second Amendment of the IMF Articles of Agreement in 1978, which sanctioned de iure the de facto abandonment of the par value regime. The contemporaneous establishment in 1978-79 of the European Monetary System, following the agreement by ValéryGiscard d’Estaing and Helmut Schmidt, was also a response to international developments, namely the collapse of an external anchor of monetary stability. It took a bit over two decades to finally sign the Maastricht Treaty in 1992. In contrast to monetary union, European Banking Union was a much quicker process (though the intellectual foundations for single supervision were advocated by some from the very start of EMU) that was made possible by the political consensus that surrounded the need to provide European supervision and crisis management of euro area credit institutions lest the euro area would disintegrate. The urgency with which the plan was conceived and executed was rooted in the vicious link between bank debt and sovereign debt that engulfed several euro area Member States in 2012.


    Banking Union consists of three pillars. While the first pillar, “single supervision”, has already been completed with the establishment of the Single Supervisory Mechanism (SSM), the second pillar, “single resolution”, with the Single Resolution Mechanism (SRM) – aligned with the EU Bank Recovery and Resolution Directive (BRRD) – and a Single Resolution Fund, is still in the process of being implemented. The third pillar, “common deposit protection”, is yet to be constructed. Furthermore, a fourth missing pillar, namely the lender of last resort function or emergency liquidity assistance, requires further clarification.


    The paper deals with this missing pillar and also provides some reflections on the challenges for the ECB with the establishment of the Single Supervisory Mechanism: (1) the overlapping nature of its functions: monetary policy, liquidity assistance, micro-prudential supervision, macro-prudential policy (shared with national authorities/councils for financial stability and the European Systemic Risk Board) and early intervention (prelude to resolution); (2) the need for consistency and coordination amongst different competent authorities; (3) the exercise of supervisory discretion; and (4) the difficult balancing act between the objective of price stability (which has been defined and quantified) and the rediscovered objective of financial stability.


    Challenges for the ECB with the advent of Banking Union3


    The ECB is no longer just a price stability-oriented monetary authority. With the advent of Banking Union, the ECB has become the key micro-supervisory authority in the euro area and it has also been granted some macro-prudential powers in the pursuit of financial stability.


    A price stability-oriented independent central bank was a basic tenet in the early 1990s, supported by economic theory and empirical evidence which became embedded in the Maastricht Treaty and widely accepted in the developed and developing world. This explains why price stability is unambiguously mentioned in Article 127(1) TFEU as the primary objective of the ESCB while the tenuous reference to financial stability in Article 127(5) TFEU indicates the hesitant tone of the treaty drafters in giving this goal equal footing to the goal of price stability (“The ESCB 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”). The enabling clause advocated by Tommaso Padoa-Schioppa auspiciously found its way into the final text of the Treaty – Article 127(6), thus providing a Treaty basis for the SSM. Times have changed after the crisis and though in practice the primary objective of central banking has become financial stability (also for the ECB) (Buiter, 2015),4 the Treaty remains unaltered.


    Functionally, when it was created, the ECB resembled the “Bundesbank model” of one agency (the central bank), one primary objective (price stability) and one main instrument (monetary policy), in line with the Tinbergen rule. This relative simplicity (one goal, one instrument, one authority) in the pursuit of monetary stability contrasts with the multiplicity and complexity that characterize the pursuit of financial stability and the conduct of central banking in the aftermath of the global financial crisis.


    Financial stability co-exists with other goals (such as price stability, growth, employment, consumer protection); there are multiple instruments to achieve this goal (supervision, regulation, lender of last resort/ELA, resolution and crisis management, monetary policy, fiscal policy etc.) and the central bank shares responsibility for maintaining financial stability with other authorities at different levels of governance (national, European and international).5 Financial stability (systemic risk control) is a goal that transcends geographic boundaries and institutional mandates. But the very definition of financial stability remains a matter of controversy.


    The Dodd-Frank Act 2010 in the United States reinforced the financial stability mandate of the Federal Reserve System (the overriding objective) and the law governing the Bank of England in the United Kingdom has also been revised to reflect the twin mandate of monetary stability and financial stability. At the EU level, while the hierarchy of objectives remains (price stability reigns supreme in the Treaty), the mandate of the ECB has been substantially expanded via secondary legislation (the SSM Regulation and ensuing normative) into the field of prudential supervision.


    Since November 2014, the ECB is the key supervisory authority for credit institutions in the euro area. The Basel Core Principle No. 1 reminds us that the primary objective of banking supervision is to promote the safety and soundness of banks and the banking system. If the banking supervisor is assigned broader responsibilities, these are subordinate to the primary objective and do not conflict with it.


    The ECB has also some macro-prudential powers, according to Article 5 of the SSM Regulation. And the ECB is also involved in the pre-insolvency phase in resolution. Early intervention (in the context of the SSM Regulation) comprises actions taken before the threshold conditions for resolution are met, and before the institution is insolvent or likely to become insolvent. The boundaries between supervision at the “end of the supervisory spectrum”, early intervention/PCA, recovery and resolution are not always clear. Given its role as micro-prudential supervisor with powers for early intervention, the ECB is likely to play a major role in the commencement of resolution proceedings.6 This imposes an additional challenge.


    Supervision and crisis management are part of a seamless process that requires timely communication and coordination between the competent authorities as well as judgment in the exercise of discretion. Supervision is also a thankless task, prone to litigation. Indeed, while judicial review of monetary policy measures might be limited, the same cannot be said with regard to the review of supervisory decisions (actions or omissions). The limits of the ECB’s authority in the pursuit of financial stability remain open, considering also the interconnection between banking markets and other markets (sovereign debt, derivative, etc.) and the designation of systemically important financial institutions. The role of law and judicial review in the demarcation of such limits also needs further clarification.


    The financial architecture of Europe is now rather complex both jurisdictionally and structurally. The jurisdictional domain of the ESAs and ESRB is the whole EU/single market, while the jurisdictional domain of the SSM is restricted to the euro area and those countries that adopt close cooperation agreements with the ECB. The structure of supervision is now divided between centralized powers in banking and decentralization and segmentation in other areas of the financial sector. This will require the ECB/SSM to cooperate very closely with national securities and insurance regulators.


    A revisionist account of lender of last resort7


    The decision to serve as lender of last resort can be taken either to support a single bank suffering from a liquidity crisis (individual bank liquidity) or to preserve the stability of the banking system as a whole, by supplying extra reserves to all banks suffering from large cash withdrawals (market liquidity). An individual bank problem can, however, quickly convert into a system problem, if a sudden collapse of confidence in one bank spreads by contagion to other banks.


    LOLR therefore comes in two forms. The first form is the traditional Thornton-Bagehot 8 “LOLR model” of collateralised lines of credit to individual illiquid but solvent9 banks;10 the second form is the provision of “market liquidity assistance” via ordinary open market operations and via extraordinary or unconventional measures.


    Under the Thornton-Bagehot model, the following principles apply: (1) the central bank should prevent temporarily illiquid but solvent banks from failing –this type of lending is by nature short-term; (2) the central bank should be able to lend as much as is necessary (only the ultimate supplier of high-powered money has this ability), but charge a high rate of interest (a penalty rate as interpreted by some commentators);11 (3) the central bank should accommodate anyone with good collateral, valued at pre-panic prices;12 (4) the central bank should make its readiness to lend clear in advance. The central bank’s LOLR role is discretionary, not mandatory.


    The central bank assesses not only whether the situation is of illiquidity or insolvency, but also whether the failure of an institution can trigger by contagion the failure of other institutions. It is difficult to calculate ex ante how far a crisis can extend. Market sentiment is often hard to predict and, sometimes, irrational, which renders any rational prediction meaningless. The dynamic of a panic is typically self-fulfilling. Indeed, it is the consideration of market sentiment that prompted Thornton back in 1802 to suggest that providing liquidity to the market (lending on security) was the best way of containing a panic. Bagehot and Thornton contend that the LOLR responsibility is to the market, to the entire financial system and not to specific institutions.


    Why LOLR links monetary policy, macro-prudential policy and micro-prudential supervision


    The nature of the lender of last resort role involves different aspects:


    (a)The discount rate at which the central bank lends to all authorized institutions, acting in its capacity as lender of last resort, is an instrument of monetary policy. Only the ultimate supplier of high-powered money can provide the necessary stabilizing function in a nationwide scramble for liquidity. The central bank can and does provide market liquidity via open market operations and via other non-conventional instruments.


    (b)The lender of last resort is part of the financial stability function of the central bank. The central bank via the lender of last resort provides assistance to a bank (or banks) suffering from a liquidity crisis. The immediacy of the availability of central bank assistance (the central bank being the ultimate supplier of high-powered money) makes the LOLR a particularly suitable first line of defense in a crisis. This “immediacy” contrasts with the “time framework” of some other crisis management instruments. Neither deposit insurance nor resolution and bank insolvency proceedings can achieve this. By their very nature they are lengthy and complicated processes which take into account the interests of many stakeholders and are subject to greater legal constraints.13 The second important feature of this LOLR assistance is the unlimited capacity of the central bank to provide liquidity, either to the market in general or to individual banks as needed. Central banks provide liquidity, not capital.


    (c)The lender of last resort is a service provided by the central bank in its capacity as bankers’ bank.


    As I wrote in an article with Luis Garicano in 201014: “The lender of last resort function can only be undertaken by a central bank. The involvement of central banks in financial stability originates in their role as monopolist suppliers of fiat money and in their role as bankers’ bank. Only the ultimate supplier of money can provide the necessary stabilizing function in a nationwide scramble for liquidity, as the financial crisis has amply evidenced, with conventional and non-conventional monetary policy operations (quantitative easing and others). This is a clear lesson of the crisis in the United Kingdom, where the problems of Northern Rock caught the Bank of England by surprise: having timely information is particularly crucial during financial crises and the best way to ensure access is to have daily supervision by the central bank, as the literature has noted.”15 Assistance on a rainy day requires surveillance on a sunny day.


    While the Fed and the Bank of England have emphasized the complementarity16 between monetary policy, macro-prudential policy, lender of last resort and micro-prudential supervision, the ECB on the other hand has highlighted the separation between monetary policy and banking supervision in a Decision of 17 September 2014, in accordance with Article 25(2) of the SSM Regulation.17 However, the reality of central banking is one of complementarity of functions, which explains why they are placed under the same roof; if one wants to have the functions truly separate, then assign them to different entities.18


    LOLR/ELA links monetary policy and supervision. Only the ultimate supplier of money can provide the necessary stabilizing function in a nationwide scramble for liquidity, as the financial crisis amply demonstrated, with conventional and non-conventional monetary policy measures.


    “Monetary policy not only affects inflation rates, but the price (and thus the amount) of risk-taking. An excessively accommodating Federal Reserve convinced actors that they would be saved from their folly (the famous ‘Greenspan put’) and led to excessive risk-taking. Thus, those in charge of monetary policy need to know the amount of risk and instability in the system. Moreover, the absence of stable prices harms the stability of the financial system, while financial fragility in turn, negatively affects monetary stability.”19


    Conflicts of interest between monetary policy and banking supervision are of course possible, but there are ways to solve or mitigate them. The SSM Regulation establishes a mediation panel to deal with such conflicts.20


    Lender of last resort and the 2007-2009 financial crisis


    Unprecedented emergency liquidity assistance has been a defining and evolving feature of the responses to the global financial crisis since 2007. Central banks around the world operated as lenders of last resort, market-makers of last resort and, at times, as lender of primary resort or lenders of only resort.


    Furthermore, since the extraordinary provision of liquidity assistance amply benefitted financial institutions that were not commercial banks, it is fitting to conclude that today central banks are the “financiers’ banks” and not simply the “bankers’ banks”.


    The financial crisis has changed our understanding of central banking, emergency liquidity assistance and systemic risk.


    The expansion of central bank liquidity operations during the crisis turned what ought to be extraordinary into “ordinary”, ordinary in the sense that with the crisis central banks often became the lender of primary or only resort, and at times market-makers of last resort. Rather than discouraging its use, the central bank has been keen to encourage various types of LOLR operations, whatever qualification one wishes to attribute to them: ordinary or extraordinary. Furthermore, the contours between the domain of monetary policy and the domain of emergency liquidity assistance became increasingly blurred.


    In the United Kingdom the Bank of England launched the Special Liquidity Scheme (SLS)21 in April 2008, to deal with the failure of the interbank markets to return to normality by injecting liquidity to the banks in the United Kingdom, on a temporary basis. Funding was offered on a longer-term basis in the euro area through the LTROs22 (long-term refinancing operations) and in the United States via the TAF (Term Auction Facility).23 The ECB in response to the sovereign debt crisis in some euro area Member States purchased assets through its Securities Markets Programme24 (to restore the monetary transmission mechanism), which was later to be replaced by the Outright Monetary Transactions25 and provided ample liquidity to the banking system.


    The US Federal Reserve System embarked on a massive programme of emergency liquidity assistance during the financial crisis.26 To the traditional discount window lending (DWL) for depository institutions and open market operations (OMOs), a number of facilities and programme were added. The expanding list of facilities was characterized by the widening range of acceptable collateral, the lengthening of the term of the loan and the ability to reach non-depository financial institutions (such as Bear Stearns, the investment bank, and AIG, the insurance company).


    For example, in October 2008, the Fed opened the commercial paper funding facility; in November 2008 the Fed announced the Term Asset-Backed Securities Lending Facility (TALF), with a longer duration than any previous facility, at least one year and available to all US persons. Many of these facilities had broad eligibility and were often characterized by the widening range of acceptable collateral and the lengthening of the term of the lending.


    The crisis substantially expanded the extraordinary liquidity assistance provided by the Fed. The Emergency and Economic Stabilization Act (EESA) enacted in 2008 highlighted some systemic risk situations where LOLR assistance could be justified.27The legal basis invoked since March 2008 in the United States to justify the establishment of new facilities and the extension of emergency liquidity assistance to non-bank financial institutions was Section 13(3) of the Federal Reserve Act (an authority which has been curtailed by the Dodd Frank Act 2010). It is also worth recalling that in September 2008, following the collapse of Lehman Brothers, some US financial firms such as Goldman Sachs28 and Morgan Stanley29 became bank holding companies in order to benefit from the Fed’s liquidity facilities. Section 13(3) (“Discounts for Individuals, Partnerships, and Corporations”) read as follows [before the Dodd Frank Act amendment]:


    ‘In unusual and exigent circumstances, the Board of Governors of the Federal Reserve System, by the affirmative vote of not less than five members, may authorize any Federal Reserve bank, during such periods as the said board may determine, at rates established in accordance with the provisions of section 14, subdivision (d), of this Act ‘, to discount for any individual, partnership, or corporation, notes, drafts, and bills of exchange when such notes, drafts, and bills of exchange are indorsed or otherwise secured to the satisfaction of the Federal Reserve bank: Provided, that before discounting any such note, draft, or bill of exchange for an individual, partnership, or corporation the Federal Reserve bank shall obtain evidence that such individual, partnership, or corporation is unable to secure adequate credit accommodations from other banking institutions. All such discounts for individuals, partnerships, or corporations shall be subject to such limitations, restrictions, and regulations as the Board of Governors of the Federal Reserve System may prescribe’. 30


    Interestingly, the authority to provide lender-of-last-resort assistance under Section 13(3) of the Federal Reserve Act has been curtailed significantly by the Dodd-Frank Wall Street Reform and Consumer Protection Act.31 The Dodd–Frank Act 2010 requires that any emergency lending programme and facilities authorized by the Federal Reserve under Section 13(3) of the Federal Reserve Act must have “broad-based eligibility” and must be approved by the Secretary of the Treasury.32 Thus, the Fed cannot engage in rescues of individual firms (i.e., cannot use this authority for the “purpose” of assisting a “single and specific company”). This represents a significant restriction on the prior authority that the Fed used in 2008 in the cases of AIG and Bear Stearns.


    Mark Carney, Governor of the Bank of England, in his Mansion House speech on 12 June 2014, stated that non-banks should also have access to the Bank of England’s facilities.33


    The question of ambiguity


    Can ambiguity ever be constructive? In my opinion, ambiguity is seldom (if ever at all) constructive. There is a need to be clear about the responsibility for lender of last resort before any crisis arises. There is also a need to be clear about the procedures, about the way things will work out and about which institutions can apply for ELA. Then, of course, the very provision of assistance should remain at the discretion of the authorities. It is this discretionary element – this uncertainty about whether or not the emergency liquidity assistance will be provided – that reduces the moral hazard incentives inherent in any support operation. But there should not be any doubt about who is in charge and how the assistance will be provided. The law ought to be clear about these issues. I quite like the term “constructive certainty” coined by Tom Huertas in the context of resolution.34


    What is true is that the existence of a public “safety net” creates moral hazard, that is, a set of incentives for the protected to behave differently—irresponsibly, carelessly, or less conservatively—simply because of the existence of protection. Lending to insolvent institutions increases the potential for moral hazard.35


    Lender of last resort in the context of banking union36


    The central bank provides liquidity. Then it is up to the government to provide capital (recapitalization of troubled entities – bail-out programmes). The problem in Europe is that while we do have an European Central Bank (ECB) which can provide such liquidity, we do not have a sufficiently credible fiscal backstop since fiscal policy remains decentralized and the Member States are competent (albeit subject to increasing coordination, conditionality and stringent rules).


    A limited fiscal backstop in Europe is provided via the European Stability Mechanism,37 modeled upon the IMF (but with more limited funding, since it has a lending capacity of EUR 500 billion, backed up by an authorized capital of 700 billion38). The Pringle ruling confirmed the legality of the ESM in 2012.39 On 10 June 2014, euro-area Member States reached a political understanding on the operational framework of the ESM direct recapitalization instrument.40


    In the United States, while the Federal Reserve System provided ample liquidity assistance (both market liquidity and individual liquidity assistance), the Treasury provided the necessary capital with the TARP (Troubled Asset Relief Programme).


    The pillars of banking union


    Banking union is based upon three pillars.41 The first pillar is “single supervision”, with the establishment of the Single Supervisory Mechanism (SSM) based upon Article 127(6) TFEU. “Single supervision” in the context of banking union means European supervision (conferred upon the ECB) for credit institutions of euro-area Member States and of non-euro area EU Member States that choose to become part of the SSM. The second pillar is “single resolution”, with a Single Resolution Mechanism (SRM) – which should be aligned with the EU Bank Recovery and Resolution Directive (BRRD)42 – and a Single Resolution Fund. The legal basis for the second pillar is Article 114 of TFEU. The third pillar is “common deposit protection”.43 (In principle 127(6) could also provide a legal basis for deposit insurance if we understand (as I do) supervision in a broad sense as a process with four stages from authorization to crisis management). This third pillar has been discussed in terms of principles and “high-level politics” though there are political and legal discussions going on as to the feasibility of different options, and the European Commission published a proposal for a euro-area wide deposit insurance scheme (EDIS) for bank deposits, in a Communication published on 24 November 2015.44


    The missing pillar of banking union: LOLR


    Though LOLR is not included as a pillar of the current banking union plan, in my opinion it is clearly the fourth “missing pillar”. LOLR is the first line of defence in a crisis. Central banks provide liquidity when no other sources of liquidity are readily available (or at least are not available at “‘reasonable market prices”).


    LOLR comes – as discussed above – in two forms: market liquidity assistance and individual liquidity assistance. The ECB has clear competence – a competence which it has exercised widely – when it comes to the first form, while – due to its own restrictive interpretation of Article 14.4 of the ESCB Statute – it does not so far have competence with regard to the latter. The risks and costs arising from such provision are incurred by the relevant National Central Bank (NCB), though a number of procedures – reiterated in a resolution of the Governing Council of 17 October 2013 – ought to be followed. This subject, however, has always triggered much controversy.45


    Granting the ECB a clear LOLR mandate does not require a Treaty change. There is sufficient legal basis in Article 127 TFEU, Article 18 of the ESCB Statute and the principle of subsidiarity. The ECB is already competent to provide liquidity assistance to “financially sound” banks. ELA/LOLR links monetary policy and supervision [thus the complementarity between monetary policy, supervision and liquidity assistance]. All is needed is a reinterpretation of Article 14.4 of the ESCB Statute in the light of new circumstances (Banking Union). At the very least such an interpretation is required for significant institutions.


    Since the SSM became operational on 4 November 2014, the ECB should formally be the ultimate provider of liquidity in the euro area, both in cases of market liquidity and in cases of individual liquidity assistance, as a necessary consequence of the transfer of supervisory powers from the national to the European level.46 The National Competent Authority (NCA) is neither the monetary policy authority nor the supervisor. The only advantage of continuing with the current interpretation is that any eventual loss is not shared (yet it would have an impact on the whole euro area).


    The ECB has been always competent to act as LOLR if the crisis originates in the payments system, according to Article 127(2) TFEU, which states that the European System of Central Banks (ESCB) is entrusted with the “smooth operation of payment systems”. The ECB is also competent in the case of a general liquidity dry-up to provide market liquidity according to Article 18 of the ESCB Statute, and the ECB has amply used this competence during the crisis, even leading to legal questioning of whether it has exceeded its mandate.


    But it is the “traditional” understanding of LOLR assistance à la Bagehot/Thornton, that is, collateralized lines of credit to an individual financial institution which becomes illiquid, but not necessarily insolvent, and whose illiquidity threatens to spread to other institutions and to other markets (the problem of contagion). Though the ECB is competent to provide liquidity assistance to “financially sound” banks,47 the provision of collateralized loans to troubled illiquid but solvent banks is understood to remain a national competence because it has not been specifically transferred.48


    In 1998, the ESCB adopted a restrictive reading of the ECB competences, concluding that the provision of lender of last resort assistance to specific illiquid individual institutions was a national task of the National Central Banks (NCBs) in line with Article 14.4 of the ESCB Statute (a provision which allows NCBs to perform non-ESCB tasks on their own responsibility and liability).49 Therefore, the classic collateralized lines of credit to individual institutions remain the responsibility of the NCBs, at their own cost, but with the fiat of the ECB. This interpretation is somewhat awkward, though it has been reaffirmed in 2013.50


    When prudential supervision was at the national level, it was perhaps logical to assume that the national authorities had the adequate expertise and information to assess the problems of banks within their jurisdictions (assistance on a rainy day – supervision on a sunny day). But now that supervision is European, the ECB should be at all effects lender of last resort for all those institutions it now supervises. ELA in all forms should be an ECB competence, in accordance with Article and 18 of the ESCB Statute, Article 127 of TFEU and the principle of subsidiarity.


    Indeed, even before banking union, Article 18 provided a perfectly valid legal basis for the ECB to provide the two forms of ELA/LOLR. And according to Article 5(3) TEU (principle of subsidiarity): ‘In areas which do not fall within its exclusive competence, the Union shall act only if and insofar as the objectives of the proposed action cannot be sufficiently achieved by the Member States, either at central level or at regional and local level, but can rather, by reason of the scale or effects of the proposed action, be better achieved at Union level.’


    In a crisis action by the ECB is more effective than action by a NCB or national authority. National supervisory authorities do not have the ability, authority, or inclination to deal effectively with externalities with cross-border effects. The ECB is able to better judge the risk of contagion.
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    Fiscal assistance and State aid rules


    The problem with having the ECB as LOLR is, of course, the “fiscal backstop”, when the institution receiving the assistance is no longer illiquid but insolvent.


    Goodhart points out, “a central bank can create liquidity, but it cannot provide for new injections of equity capital. Only the fiscal authority can do that.” 51 The central bank should not lend over an extended period of time, committing taxpayers’ money, without the explicit approval of the fiscal authority.52 Any extended lending becomes the responsibility of the fiscal authority.


    In practice, the central bank and the Treasury/Ministry of Finance (MoF) need to work together in the case of a support operation. This can be arranged at the national level relatively easily. The problem at the EU level – as the recent financial crisis amply demonstrated – is that the relevant fiscal authorities are by definition national. Indeed, while the Bank of England is ultimately backed by the fiscal resources of the UK Treasury (though it must comply with the EU rules on state aid and the prohibition of monetary financing) and the Federal Reserve System is ultimately backed by the fiscal resources of the US Treasury, the ECB does not yet have a European fiscal counterpart.53


    The ECB is therefore sui generis because of the “fiscal constraint” and the EU Treaty provisions (in particular Article 123 and Article 125).54 The ECB did indeed provide hugely expanded liquidity operations during the crisis55 and made ample use of the considerable set of operational tools at its disposal to handle a liquidity crisis.56 The problem is that what constitutes “ordinary” liquidity assistance as opposed to “emergency”/LOLR liquidity assistance becomes blurred during a crisis, since the drying of the inter-bank market gives the central bank a primary role in the provision of liquidity.57


    A further twist is provided by the need to comply with the EU rules on state aid. Because an inherent subsidy exists whenever the central bank lends to an insolvent institution, under the EU rules on state aid, the granting of emergency aid to banking institutions can be considered illegal in some cases. The Luxembourg Court of Justice recognized in a ground-breaking decision, the Züchner case, that EU competition rules are also applicable to the banking sector.58


    On 5 December 2007, the EU Commission in its approval of the rescue aid package for Northern Rock concluded “that the emergency liquidity assistance provided by the Bank of England on 14 September 2007, which was secured by sufficient collateral and was interest-bearing, did not constitute state aid”.59 The Commission Communication of 13 October 2008 further reiterated this point:60 In establishing a single market in financial services, it is important that the Treaty’s state aid rules are applied consistently and equally to the banking sector, though with a regard to the peculiarities and sensitivities of the financial markets.61


    In August 2013 the Commission published another Communication extending the “crisis rules” for banks.62 According to paragraph 53 of this August 2013 communication: “Liquidity support and guarantees on liabilities temporarily stabilise the liability side of a bank’s balance sheet. Therefore, unlike recapitalisation or impaired asset measures which in principle must be preceded by the notification of a restructuring plan by the Member State concerned and approval by the Commission before they can be granted, the Commission can accept that Member States notify guarantees and liquidity support to be granted after approval on a temporary basis as rescue aid before a restructuring plan is approved.”


    And paragraph 62 further clarifies: “The ordinary activities of central banks related to monetary policy, such as open market operations and standing facilities, do not fall within the scope of the State aid rules. Dedicated support to a specific credit institution (commonly referred to as ‘emergency liquidity assistance’) may constitute aid unless the following cumulative conditions are met:


    (a)the credit institution is temporarily illiquid but solvent at the moment of the liquidity provision and is not part of a larger aid package;


    (b)the facility is fully secured by collateral to which appropriate haircuts are applied, in function of its quality and market value;


    (c)the central bank charges a penal interest rate to the beneficiary;


    (d)the measure is taken at the central bank’s own initiative, and in particular is not backed by any counter-guarantee of the State.”


    It is rather interesting that the Thornton-Bagehot doctrinal principles find their way into a legal text.


    Paragraph 63 of this 2013 Communication further specifies that: “interventions by deposit guarantee funds to reimburse depositors in accordance with Member States’ obligations under Directive 94/19/EC on deposit guarantee schemes do not constitute state aid.”


    Concluding observations


    Much has been written during the crisis about the Treaty constraints within which the ECB operates. The Greek drama63, however, reminds us that there are limits as to how much central banks can do with the tools at their disposal – monetary policy and emergency liquidity assistance – to deal with the causes and effects of a crisis in the absence of fiscal and structural reforms.


    This paper has considered the missing pillar of banking union, namely lender of last resort and the issues of supervisory discretion.


    As regards market liquidity the ECB has provided ample support beyond normal operations in part because the politicians could not agree on anyone else doing it (eventually the ESM was established – limited fiscal backstop – following a number of temporary facilities), in part because the ECB committed to do everything it could within the limits of its mandate (often stretching such mandate via creative interpretation albeit in conformity with the law/Treaty requirements) to avoid the collapse of the euro.


    In terms of individual liquidity assistance, the ECB’s own restrictive interpretation of Article 14.4 of the ESCB Statute (a provision which allows NCBs to perform non-ESCB tasks on their own responsibility and liability) is a stumbling block in the road to the fourth pillar of banking union. Such interpretation of Article 14.4 is somewhat awkward and clouded with uncertainty, since the ECB can provide some forms of ELA (open market operations and discount policies, for example) but not others (classic collateralised lines to individual institutions, which remain the responsibility of the national central banks, at their own cost, but with the fiat of the ECB). Article 18 of the ESCB Statute in combination with Article 127 TFEU provided a perfectly valid legal basis for the ECB to provide the two forms of ELA/LOLR. The case for a more expansive interpretation of Article 14.4 has been reinforced with Banking Union: assistance in a rainy day, supervision on a sunny day, …


    In the United States, federalisation of liquidity assistance and supervision took place in 1913 with the establishment of the Federal Reserve System.64 With the advent of banking union, the ECB should be the ultimate provider of liquidity in the euro area, both in cases of market liquidity and in cases of individual liquidity assistance. This is a necessary consequence of the transfer of supervisory powers to the ECB.
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        59 Available at, http://europa.eu/rapid/pressReleasesAction.do?reference=IP/07/1859&format=HTML&aged=1&language=EN&guiLanguage=en. “However, the guarantee on deposits granted by the Treasury on 17th September, as well as the measures granted on 9th October, which provided further liquidity and guarantees to Northern Rock and were secured by a Treasury indemnity, do constitute state aid.” On 17 March 2008, six months after the first state aid measures (“rescue aid”) took place, the UK authorities submitted to the Commission a restructuring plan. The Commission then launched an in-depth investigation into this “restructuring aid”. See http://europa.eu/rapid/pressReleasesAction.do?reference=IP/08/489.

      


      
        60 Official Journal C 270, 25.10.2008, paragraph 51: “[T]he Commission considers for instance that activities of central banks related to monetary policy, such as open market operations and standing facilities, are not caught by the State aid rules. Dedicated support to a specific financial institution may also be found not to constitute aid in specific circumstances. The Commission considers that the provision of central banks’ funds to the financial institution in such a case may be found not to constitute aid when a number of conditions are met, such as: the financial institution is solvent at the moment of the liquidity provision and the latter is not part of a larger aid package; the facility is fully secured by collateral to which haircuts are applied, in function of its quality and market value; the central bank charges a penal interest rate to the beneficiary; the measure is taken at the central bank’s own initiative, and in particular is not backed by any counter-guarantee of the State.”

      


      
        61 From the beginning of the global financial crisis in the autumn of 2008 to December 2010, the Commission issued four communications which provided detailed guidance on the criteria for the compatibility of State support to financial institutions with the requirements of Article 107 (3) (b) of TFEU: (1) Communication on the application of State aid rules to measures taken in relation to financial institutions in the context of the current global financial crisis (Banking Communication); (2) Communication on the recapitalisation of financial institutions in the current financial crisis: limitation of aid to the minimum necessary and safeguards against undue distortions of competition (Recapitalisation Communication); (3) Communication from the Commission on the treatment of impaired assets in the Community banking sector (Impaired Assets Communication) and (4) Communication on the return to viability and the assessment of restructuring measures in the financial sector in the current crisis under the State aid rules (Restructuring Communication). See http://ec.europa.eu/competition/state_aid/legislation/temporary.html.

      


      
        62 Communication from the Commission on the application, from 1 August 2013, of State aid rules to support measures in favour of banks in the context of the financial crisis (“Banking Communication”), 2013/C 216/01, available at http://eur-lex.europa.eu/legal-content/EN/ALL/?uri=CELEX:52013XC0730(01).

      


      
        63 The “extend and pretend policies” when it comes to sovereign debt “management” (restructuring) cannot hide a few uncomfortable truths. The ECB may have to take losses. Memories of the LDC crisis in the 1980s and the lost decade in Latin America cast a long shadow on the current situation in some euro-area Member States – it took years for the Brady Plan to replace the misguided Baker Plan. Where you draw the dividing line for loss-sharing arrangements and who provides what sort of support are key issues yet to be solved.

      


      
        64 In the United States, federalisation of bank insolvency (today resolution) and deposit insurance took place in 1933 with the establishment of the FDIC. In the same way as in supervision we went from Lamfalussy to De Larosière to SSM (the Single Supervisory Mechanism), when it comes to resolution, the Single Resolution Mechanism (SRM) is only a first step in the way towards the design of an adequate resolution framework.

      

    

  


  
    The boundaries of banking supervision: business judgements and prudential oversight


    Georgios Psaroudakis1


    I Introduction: The supervisor’s powers incontemporary law


    The purpose of this analysis is to offer some thoughts towards justifying and delineating the interference of supervisors in the business activities of supervised credit institutions. The emergence of broad supervisory powers in the context of the reforms that were implemented as a response to the recent crisis calls for such a discussion. These new powers are vested both in prudential supervisors (macro-prudential supervisors are now also included) and, nowadays, in resolution authorities, which, beyond applying resolution tools, may also exercise significant influence on credit institutions during their normal operations. For the sake of simplicity, reference below will generally be to supervision, but this will often also include such powers of the resolution authorities.


    While the most obvious task of prudential supervisors is to quantify capital requirements (and, similarly, the most visible task of resolution authorities in their everyday operation may become the determination of the MREL of Article45 BRRD), this is not to say that they do not have, or that they should not have, influence on material business decisions (or, rather, other material decisions too, given that the structuring of corporate financing itself between equity and debt is a fundamental decision of this kind). As to the factual question as to whether such influence exists in current law, even the determination of capital needs (in particular the needs based on a supervisory review and evaluation in accordance with Article 104 CRD IV and coming on top of the CRR requirements) is influenced by an assessment of business decisions (inparticular concerning the provision of credit) and their risks, and may indirectly favour or disfavour decisions of that kind. Furthermore, supervisors may influence material decisions by using the powers granted to them by CRDIV, in particular by Article 104 (e.g. requirements for divestment, reduction of risks etc.), as well as by the BRRD, in which context it would be worth referring to the early intervention measures in Articles 27-30, and also to the power to address or remove impediments to resolvability in Articles 17-18. The latter power allows the authorities to require, among other things, the limitation of risks and activities on the basis of a forward-looking analysis of how a potential crisis in the bank could be dealt with.


    As regards the deontological question as to whether such influence should exist, it should first be recalled that the burden of persuasion lies with the supervisor, as economic liberty is the norm and intervention is only admissible as a proportionate restriction to it. It will be shown below that circumstances justifying such intervention do indeed exist. Furthermore, it may be a superficially tempting view to see the supervisor (or, even, the law directly) as only setting targets, in particular capital targets, and then waiting for results to be delivered by the supervised entities, without intervening in the process of producing such results. However, while this argument might have an intuitive appeal as a supposedly “liberal” method of supervision, it would not be advisable to follow it. Indeed, this method would, ultimately, lead to disproportionate results, as targets would either be achieved, in which case no further issue would arise anyway, or would not be achieved, in which case the supervisor would have little choice but to impose sanctions, if appropriate, or even withdraw the license. Seen from this point of view, interference in business decisions is a way for a dialogue to emerge between the supervisor and the supervised bank, and for less burdensome decisions (rather than heavy-handed ex post measures alone) to be taken by the former.


    Finally, it is remarkable that the supervisory powers mentioned here are of a suppressive rather than a formative nature. The supervisor does not positively shape the policies of the bank, but rather restricts the choices available to it. These powers often include, for example, a requirement for divestment, but not a requirement for further investment in some area. In effect the supervisor is acting as a veto player; the influence exercised may still be very significant.


    II The justification of the supervisor’s powers


    1“Banks are special”: from service public to systemic stability


    The banking sector is obviously subjected to heavier regulation than most other fields of business activity. This demands an explanation, in which the discussion of the service public that banks perform2 becomes relevant. The emphasis at the start of this discussion was mostly on the provision of credit, and the idea of the service public was used to explain the possible liability of banks relating to their decisions on granting or refusing credit.


    One might object that many (or even all) other economic activities are significant for socio-economic life (which is why they exist in the first place), that a market economy is a process of discovery,3 in which highlighting the importance of one or another activity in principle has no meaning, and, therefore, that for a particular business activity, qualifying as a service public does not carry much explanatory value. And yet such objections would be rather dogmatic, as this older discussion on the service public does grasp the particular significance of banking, namely that it provides essential liquidity and allows money to perform its fundamental functions as a medium of exchange and a store of value. Banks are also the intermediaries par excellence in our economy: by borrowing short from depositors and lending long to businesses and households, they transform maturity and direct available capital to where it can be put to productive use.


    However, this older discussion also needs to be enriched with an explanation as to why individual banks are significant. On the basis of general competition law doctrine, it would be tempting to suggest that, following a bank failure, more efficient competitors survive and even that resources in the banking sector are directed where they may be more efficiently used, thus maximising consumer welfare. And yet, such an analysis, in the context of banking, while not completely out of place given that competition must indeed be safeguarded in this area too, would leave significant issues ignored.


    The particularity of banking is that these competitors are also interconnected with each other to a degree that is unknown in other sectors of the economy. The failure of a bank may bring significant damage to its competitors both through the interbank market and the payment systems, and due to the erosion of depositor confidence in banks generally – given that depositors do not differentiate adequately among the banks – which raises the spectre of a bank run.4


    In this sense, a contemporary variation of the service public concept for banks is that, first, they collectively provide a uniquely essential service to the rest of the economy and, second, the proper functioning of each individual bank is closely related to the proper functioning of the whole sector, due to the possibility of contagion. This provides an adequate explanation for the extraordinary public interest in promoting the smooth functioning of each bank, or the smooth handling of its failure. Banks themselves are interested in avoiding contagion, and there have been instances of collective bank action to avoid or mitigate problems arising from the failure of a single market participant. However, the stability of the banking sector is a “public good” and its “production” by a number of private parties faces the collective action problem.5 Without public intervention this good would be “under-produced”, in other words banks left alone would care less for systemic stability than necessary.


    Due to this public interest a deposit guarantee system (and now on top of that, at least in Europe, a system of resolution financing arrangements) is in place, although it must be noted that this is financed not by the general budget, but rather by levies. Even so, “insurance” which is imposed by law, and thus applied without further ado, goes beyond what is known in other sectors of the economy. Another consequence of the same public interest is the “lender of last resort” function of the central bank, albeit with the qualification that it is used to deal with liquidity, rather than solvency, problems. Still, this brings about the possibility that banks externalise credit risk to the State.6


    Furthermore, there seems to be, at least to some extent, a (mostly) implicit fiscal backstop for losses that might bring about existential risks for the banking sector. Its exact extent and prerequisites are not determinable in advance, and neither should they be. But it may not be ignored either, and it is also present in the context of the Banking Union. Even the BRRD, which famously purports to break the adverse feedback loop between bank losses and state budgets by means of bailouts, does not fully exclude bailouts, as Article 44(7) allows for alternative funding sources to contribute to the cost of resolution in lieu of the bail-in of uncovered deposits. The ESM Direct Recapitalisation Instrument (DRI) should be thought of in the same vein. Against this backdrop, it is only reasonable that the establishment of the Single Supervisory Mechanism and the Single Resolution Mechanism is closely connected in time (or somewhat precedes) the development of a Single Resolution Fund (to be mutualised gradually) and the availability of the DRI. The Europeanisation of financial support facilities comes together with the Europeanisation of supervision.


    However, this should come at a cost; in other words, submission to supervision is the consideration paid by the banks for the public contribution to systemic stability.7 Insurance brings about moral hazard,8 and insurers always adopt measures against it: supervision is well understood in this manner.9


    2Supervising instead of mandating disclosure?


    A typical approach in many areas of regulation is that the law should only mandate disclosure and allow the interested parties to protect their own interests on the basis of such disclosure. This approach is supposed to be less paternalistic than substantive regulation in the sense that it allows private parties to develop their own business choices without external restrictions. It is also informed by mistrust of the omnipotent regulator who would stand in the way of certain contracts that private parties would be willing to make. The objection here is that it is cognitively impossible for the regulator to be aware of, and process, all information needed to analyse a complex system of interactions among market participants, in order to allow some contracts and disallow others.10 A radical version of this view is that there should not even be mandatory disclosure, but rather parties should be left to their own initiative in order to protect themselves. A more moderate version, which seems to dominate the discussion in many fields of law, is the so-called “information paradigm”, according to which the law should indeed mandate disclosure, but other than that let the parties decide what kind of transactions they enter into.11 For instance, the recent criticism of the Short Selling Regulation, which includes outright bans on certain transactions, was based on this paradigm.12


    However, while this is indeed an appropriate starting point for discussion in a market economy, there are two significant counterarguments to the information paradigm that call for such issues to be revisited. First, attention should be paid to the so-called “information overload”.13 Ever expanding mandatory disclosure may end up in laundry lists of information which are not read, let alone taken seriously. Naturally, this also depends on whether the addressee of disclosure is a consumer or not, but it has been suggested that even market professionals14 are not immune to tendencies such as “groupthink”15 that disclosure hardly alleviates. The paradigm of a rational market participant that collects and processes all available information and then makes decisions on that basis has been undermined by behavioural economics.


    Second, it may even be individually rational for market participants to ignore disclosure that has been made to them. This is the case when disclosure on the same matters is addressed to a large number of market participants. Each one of them is not interested in bearing the costs of following and analysing the information thus made available, as each one’s personal stake does not justify the cost, though it would be in their collective interest for such information to be analysed. Thus, it is not just information as such that is a public good, but also its processing. A “collective action problem” emerges and public good is not produced in an adequate quantity or, as applies in the present case, information is under-processed.


    Finally, a further issue in banking is the typically huge disparity of power among the contracting parties, which makes it even more difficult for depositors, in particular, to protect themselves. Though this issue is typically brought up in the context of conduct of business regulation, it is relevant here too, as it justifies the need for the supervisor to intervene in lieu of private parties contracting with the bank.


    Therefore, mandatory disclosure is not always adequate, and is not adequate here. Banking regulation correctly goes beyond that and develops material rules. The unavoidable inadequacy of knowledge on the part of the supervisor means that regulation is imperfect but, given the market failures mentioned, does not prove that a pure “information paradigm” with no substantive rules would be preferable. Correspondingly, banks are not merely required to report their equity or liquidity; they are required to adhere to minimum levels of equity or liquidity. They do not merely need to report their governance; they need to follow governance rules established by law.16


    3The balance of power between shareholders and supervisor


    Corporations operate on the basis of the “shareholder value” principle. This is what the management has to maximise, though it may appear in variations, in particular short or long-term value, and pure or enlightened17 shareholder value. The reason for this is that shareholders are the residual claimants to the corporation’s income. They do not have any fixed claims against it; they do not receive anything if nothing is left after satisfying creditors, while on the other hand they receive all the upside of significant profits that allow for large dividends to be paid after fully satisfying creditors. They bear the entrepreneurial risk and must also receive the corresponding reward.18 As the downside and the upside of the corporation’s performance are reflected primarily in their own income, it is their value that serves as the criterion for such performance.


    Now, this does not mean that debtholders are powerless. First, their contracts with the corporation may contain terms, in particular covenants, that allow them to exercise influence on major business decisions (e.g. further leveraging, asset substitution – i.e. replace safer investments with riskier ones19– or extraordinary distributions).20 Still, as covenants do not cover everything, among other things due to the inherent incompleteness of contracting,21 there is some, albeit inconclusive, discussion, about a doctrine of “fairness” to bondholders,22 which suggests that at least manifest attempts to expropriate them are unlawful; this discussion would fit in the broader concept of “enlightened shareholder value”. In other words, shareholder primacy may be justified in principle, but it also brings about agency costs of debt,23 which the above-mentioned methods purport to restrict.24


    However, shareholders do not actually own the corporation, nor is there something unalterably special about their relationship to it. The corporation has famously been described as a nexus of contracts,25 in which shareholders elect the managing body not because they are “owners”,26 but rather because they are the residual claimants and have the most appropriate incentives in electing and monitoring the performance of managers.27 Once the corporation enters into the vicinity of insolvency, this analysis of shareholder primacy (which may already have been somewhat qualified) applies no more, because shareholders are no longer the residual claimants, as explained below. Therefore, amendments to the balance of power within the nexus, and in particular the loss of or restrictions on shareholders’ influence, are legitimate.


    Indeed, by the time insolvency approaches shareholders have probably lost their investment, which provides them with perverse incentives, as long as they still control the company and can direct the management’s decisions. In particular, shareholders, who are in any case generally more inclined than creditors to assume risks, now have nothing more to lose, while they would benefit if a long-shot attempt to rescue the company – e.g. by embarking on a costly business venture with a very low probability of a positive outcome – happened to succeed; that cost would, at this stage, be borne by creditors in practice.28


    In relation to this, it has been suggested that management may sometimes alleviate the shareholders-debtholders conflict, as managers make an undiversified investment in the corporation due to their employment, and are thus more risk averse than shareholders (even though they manage “other people’s money”).29 Indeed, it has been proposed that aligning bank management’s interests with those of shareholders by means of management remuneration (in particular stock options) should be avoided, in order to reduce management’s willingness to assume high risks.30 However, in the vicinity of insolvency this possible divergence between shareholders and managers evaporates, as managers have nothing more to lose either and may favour inappropriately risky projects.


    Therefore, as the company’s financial situation deteriorates, it is those ranking above shareholders, i.e. creditors (junior, or more probably senior, if the situation is such that not even junior creditors have much hope of saving their investment) that have an interest in avoiding further damage and protecting the company’s already sad balance sheet from getting worse. In the parlance used above, it is now creditors that have become the residual claimants to the company’s income, which is why the company should now begin to be managed in their interest, i.e.their interest to receive as much as possible from its liquidation or reorganisation in bankruptcy or in a pre-bankruptcy procedure.31


    Thus, the management’s duties change in the vicinity of insolvency and are directed to the protection of the creditors’ interest.32 This is expressed in rules imposing liability on directors (and shadow directors) for failing to take this change in their duties into account: Notice should be taken, to name three prominent examples, of the rule on wrongful trading (Section 214 of Insolvency Act 1986) in English law, the action en comblement du passif (Article L. 651-2 du Code de commerce) in French law, and on the Insolvenzverschleppung (§15a InsO) in German law.


    These considerations apply to banks as well.33 Indeed, they are particularly relevant in the case of banks (so that doubts as to the appropriateness of extra-contractual creditor protection in general corporate law may be overcome), as this is by its nature (i.e. due to the importance of deposits in the balance sheet) a highly leveraged industry. Furthermore, it should be recalled that the supervisor aims to protect the public interest in the proper functioning of the banking system, which is tantamount to the proper functioning of the banks’ contracts with their creditors, in particular their depositors. This is not the same thing as saying that supervision protects the individual interest of such bank creditors, which is not required by European law according to the Peter Paul judgment of the ECJ.34 Indeed, the proper functioning of the bank’s contracts with third parties is a good to be protected not as a matter of each party’s interest, but rather as a matter of the banking system’s contribution to general welfare.


    On the other hand, regulation of banks clearly does not aim at protecting bank shareholders (and, more broadly, capital providers). There is no reason why the choice to invest in a bank should be treated differently from investment in other corporations, and thus no reason why such investors should benefit from the efforts of the supervisor. Indeed, shareholders generally accept a higher level of risk-taking than the prudential supervisor would favour; thus, the convergence of interests between the supervisor and creditors does not (and could not) apply with regard to shareholders too.35


    Given that supervision aims at the bank being managed in a manner that fosters the smooth functioning of its contracts with creditors, but does not protect shareholders, the transition from shareholder primacy to creditor primacy, which takes place at the vicinity of insolvency, is very relevant as to the interference of the supervisor. Actually, since much of the criticism of the “shift of duties” concept in general corporate law is inspired by the difficulty of applying this complicated doctrine to ex post liability-related controversies in litigation, it is remarkable that this concept is used here to explain a different (and arguably more workable) consequence, i.e. the gradually greater interference of the supervisor in business decisions. At the vicinity of insolvency the bank must start being managed in the interest of creditors, and correspondingly the supervisor must assume a much more active role. The counterargument referring to the primacy of shareholders, as residual claimants, and of the management elected by them does not apply anymore; actually, it is turned on its head, as shareholders must not be allowed to act according to their perverse incentives in this situation.


    Therefore, the interference of the supervisor in the business decisions of the bank may be legitimised by reference and comparison to the need for protection of creditors; a bank in which creditors do not suffer damage is also a bank that operates appropriately, as required by the general interest in a robust banking sector. Against this backdrop, it needs to be taken into account that bank creditors (mainly depositors) are weak, dispersed – indeed much more so than in any other corporation36 – and disorganised;37 it is thus impossible for them to protect themselves with covenants. In addition, they may even lack an interest in doing so, as they are protected to a very significant extent by the deposit guarantee (and now, at least in Europe, also by the resolution) fund; this has been described as the moral hazard brought about by deposit insurance (as is inherent in any kind of insurance).38


    On the other hand, it is precisely depositors whose interest has to be protected as an aspect of the proper functioning of the financial system. Creditors (e.g. junior bondholders39), who are not covered by any kind of insurance and may be less disorganised and more sophisticated, are not in the same position as depositors. Thus, any measures of self-protection that they may adopt are not adequate. Finally, while shareholders generally have an incentive to offer protection to creditors, in order to reduce the cost of debt, this incentive does not exist in the circumstances described above,40 as creditors, and in particular depositors, are not (adequately) interested in or in a position to influence bank governance.


    The supervisor is therefore at all times called on to offer a functional substitute for the covenants that the creditors of the bank (and in particular its depositors) do not conclude;41 in the same vein, the supervisor acts for the benefit of the deposit guarantee/resolution fund. Indeed, it has been suggested that even the business judgement rule regarding the limits of judicial interference in management decisions is curtailed in banking.42 This applies all the more to the interference of the prudential supervisor, which is of a different nature (as it involves in particular ex ante restrictions rather than ex post liability), and may include matters that courts would not touch upon, because it protects third parties rather than shareholders wishing to impose liability on the shareholder-elected directors, and also because the supervisor has the technical expertise that a judge lacks.


    Even more importantly, the supervisor is called on to assume a much more active role once the bank is in the vicinity of insolvency, in which case the importance of the interest of creditors, which functions as a benchmark for the supervisor’s own degree of interference, rises sharply. In this sense, the balance of power between shareholders and supervisor reflects the balance known from general corporate law between shareholders and debtholders, as well as the shifts in that balance due to the condition of the company.


    III The limits of the supervisor’s powers


    There is no panacea for delineating the supervisor’s powers of interference in the workings of the bank, as this a very fact-sensitive matter. However, it is both possible and advisable to develop a set of indicators which could help, in a consistent manner, to determine the extent of permissible interference. Such a set of indicators constitute what is known as a bewegliches System.43 Therefore, none of them is decisive on its own, while on the other hand they may either be combined or one of them may speak so strongly for or against the permissibility of interference in some cases that it compensates for the lack of others, or overrules others. This is obviously not a quantitative approach, which would be easy to apply, but it does justice to the complexity of the question and it offers a framework of analysis.


    1The subject-matter of the supervisor’s interference


    Two broad areas of potential supervisor interference in the workings of the bank may be identified: procedural or governance decisions on the one hand, material or business decisions on the other. It is arguable that the former area is regulated more heavily than the latter.


    This supervision of procedure refers to the fundamental decision-making structure of the bank, i.e. its corporate governance.44 It builds on general principles of corporate governance, applying in particular to the shareholding structure of the bank, to the development of proper compliance and financial and operational control systems (Article 88(1) CRD IV), as well as to the composition of the management body and the functioning of senior management; the latter includes the rules on remuneration (Article 92-96, 104(1)(g) CRD IV), which are a typical example of trying to influence material decisions indirectly, by focusing on a healthy incentive structure. However, bank governance goes beyond general corporate governance in a number of ways. In particular, the requirements for compliance and risk management reach further than in general, as risk is an inherent part of the banking business, and compliance is much more complicated, precisely because of the complex rules that a bank has to follow. Moreover, the regulation of governance goes beyond the structure itself and reaches the qualifications of those populating this structure. Lastly, while general corporate governance is often soft law and follows the “comply or explain” method, bank governance is imposed by hard law, including sanctions for violations.


    This is not self-evident. One might construct an argument, as a matter of economic liberty, to the effect that a bank, as an independent legal entity, should be left to govern itself as it seems fit. However, this path is not followed in current law. Rather, the aforementioned argument is turned on its head, and the approach seems to be that it is a less intrusive kind of interference, albeit with no less efficacy, to impose the “appropriate” governance structure on banks, and expect, in principle, that this governance will produce the proper results.45 The idea seems to be that good governance allows the free discovery process for good results to unfold. Furthermore, the wide reach of bank governance rules, as compared to general corporate governance, should also be attributed to the fact that the former is, even more importantly, debt governance as well,46 while the latter is basically equity governance. Debt governance is inherently more complicated and more intrusive, as it has to balance the influence that shareholders unavoidably have on management due to their right to elect the directors.


    There is indeed something to be said for enhanced interference of the supervisor in the field of governance. Beyond the above-mentioned idea that supervising governance is a procedural way of contributing to good results (i.e., in the present context, of taking into appropriate account the interest of creditors), this is an area that allows for relatively bright-line rules, whose application is predictable and controllable. Thus, in general, interference in governance may be less intrusive than similar interference in material business decisions. This is clearly the case when it comes to governance structures: the supervisor should be able to examine these in detail and require full compliance.47


    Some qualification may be required for assessments of qualifying holdings (Article 22 CRD IV), as well as the decisions relating to the composition of the management body (Article 91 CRD IV). These have been categorised here as governance decisions, which is accurate to the extent that they are based on an assessment of qualifications and background. However, it should also be borne in mind that persons may also stand as proxies for policy choices. To the extent that the supervisor’s objection to a assessed person’s background is not based on some stricto sensu wrongdoing or lack of qualifications but rather on a disapproval of his or her policies, then this objection is not impermissible, but it should be dealt with as a business-related decision, which raises the threshold for its justification.


    A qualification in the opposite direction is also useful. Material business decisions are looked into in more detail when they are prone to give rise to conflicts of interest, as well as when systemic considerations become relevant. As regards conflicts of interest, this is actually a reflection of the higher risk that internal bank governance may fail in such situations, so that the supervisor assumes the role of the watchdog, which may otherwise be missing. The early adoption in the Single Supervisory Mechanism of Recommendation ECB/2015/2 on dividend distribution policies may be examined from this point of view.


    As regards systemic considerations, these relate, first, to macro-prudential regulation, such as the introduction of counter-cyclical capital buffers (Article 130 CRD IV), systemic risk buffers (Article 133 CRD IV),48 or borrower-based lending limits (LTV, LTI etc.)49 that may be applied by national legislation. Since these measures are driven by the need to influence the market as a whole,50 the “public good” character of supervision becomes particularly clear. Single banks and their management are not even supposed to be guided by the interest of the market as a whole (or at best they should take it into account indirectly, to the extent that it influences their own bank, again subject to collective action issues), so it is reasonable that they would not apply any measures of this kind on their own. This suggests that macro-prudential supervision may, in principle, intrude quite significantly into material business decisions (e.g. by establishing loan to value or loan to income ratios), indeed even more so than micro-prudential supervision, because here the divergence between the goal of supervision and the private interest of the bank is quite large.


    The point about systemic considerations potentially justifying more intrusive supervision relates, second, to the work of resolution authorities. Given that such work purports to limit the social cost of bank failure, for example by removing impediments to resolvability, it is, in this case too, informed by the need to protect the market as a whole, going beyond the individual bank. A divergence in objectives between the public authority and the bank itself emerges here too, signifying that the former may interfere with decisions that might be reasonable from an “individualistic” point of view.


    Lastly, it is interesting to note that this procedural method (in the sense that procedures rather than policies are imposed) may appear in both prudential supervision and the supervision of business conduct. An example, which refers to a particular national legal order, but is not insignificant given its subject-matter, is the regulation of NPL management in Greece. On the one hand, BoG Executive Committee Decision 42/30.5.2014, which is a prudential measure, determines the required internal governance as concerns dealing with NPLs. On the other hand, the Code of Conduct for NPL management (BoG Credit and Insurance Committee Decision 116/1/25.8.2014) refers to the business conduct of banks in the same area, i.e. to the procedure, according to which banks are to interact with borrowers, without, however, imposing on them obligations relating to the material content of NPL management. It is not suggested here that these measures are adequate to deal comprehensively with such difficult issues; material obligations, not least stemming from general private law, are certainly significant. What is suggested here is that the prudential regulator (and sometimes even the business conduct regulator) may tend to resort more easily to procedural rules, and that this is informed by a view that process is ultimately also substance.


    2The condition of the credit institution


    It has already been explained that the supervisor provides the functional substitute for creditor-protection mechanisms that are unavailable to bank depositors, not because supervision operates in the individual interest of each depositor, but rather because a proper level of protection of depositors is a matter of public interest. The protection of bank creditors, in particular depositors, informs banking supervision in general, regardless of the bank’s condition; the above-mentioned example of Recommendation ECB/2015/2 on dividend distribution policies is relevant here too, as these policies are a classic field of conflict between shareholders and debtholders.51


    However, it has already been explained that this justification for the supervisor’s interference in the bank’s business assumes further prominence, and even urgency, when the bank enters the vicinity of insolvency, in which case it is basically run in the interest of creditors, while the interest of shareholders gradually fades into the background. This is ultimately the climax of debt governance in banks.


    A further question refers to the meaning of this “vicinity of insolvency” in the context of banks.52 It is remarkable that the revocation of the licence and/or the application of resolution tools (Article 18 CRD IV and Article 32 BRRD) do not require an insolvency in the sense known in general insolvency law, i.e. do not require the suspension of payments. The failure or likely failure of a bank is an “earlier” situation than such a suspension of payments. Among other things, it is remarkable that a bank is deemed to be failing or likely to fail when its capital is irreparably inadequate as regards the capital requirements imposed under CRR/CRD IV, even if positive, which means that the bank still has a positive net asset value, in other words that its shares still have some positive value. It is also remarkable that, while in general law a likely insolvency tends to be a reason only for debtors themselves, and not for creditors, to request the start of insolvency proceedings, the likely failure of a bank not only comes earlier as a conceptual matter, but is also a reason for the authorities to take measures, which are thus independent from any initiative on the part of the bank itself.


    One might try to argue that, since the consequences of bank failure or likely failure are produced at an earlier stage than is the case in general insolvency law, there is no independent room for a “vicinity of insolvency” here, as this vicinity will in practice be a stage of likely failure, leading to even harsher measures in any case. However, such an argument would not grasp the issue. If the trigger for insolvency proceedings is moved “forward”, as it were, then the vicinity of insolvency (used here in the sense of a situation that gradually requires the adoption of measures limiting the sovereignty of shareholders) should also be moved forward, for three reasons.


    First, if insolvency proceedings start at an “earlier” stage, there is a reason for this. The particular importance of banks discussed above calls for such a precaution, which should also apply to earlier stages, assuming the form of a more active involvement on the part of the supervisor. Second, shareholders do lose control of the bank when insolvency proceedings are triggered, whichever precise trigger is determined by law; when the trigger comes closer at an earlier stage, the problem of perverse incentives emerges at an even earlier one. Lastly, it should be recalled that the intervention of the supervisor is not necessarily expressed as the removal of the management elected by shareholders. Milder measures are also very relevant in this discussion, and may be applied at a stage in which shareholders still have something to lose, and so should still influence the management of the corporation.


    Indeed, this analysis is consistent with current law and provides a good basis for its understanding. It is thus significant that the application of the supervisory powers of Article 104 CRD IV (and Article 16 SSMR) is connected with Articles97 and 102, and thus with risk exposures and a failure, or likely failure, to comply with the CRR/CRD IV requirements. In other words, they are connected with early indicators of a crisis. But the escalation of the supervisory response, as a companion (and, hopefully, a cure) to the deterioration of the bank’s situation, is most evident in the early intervention measures that the competent authority may adopt on the basis of Articles 27-30 BRRD. Based on indicators of an ever approaching failure or likely failure in accordance with Article 27(1), these measures range from a dialogue with the corporate organs of the bank, which still keep the initiative of responding to the crisis, to requirements of significant strategic and operational changes imposed by the authority, and ultimately to the removal of the management and the appointment of a temporary administrator.


    The conclusion is that regulation may, and must, become much more intrusive in a bank that enters the vicinity of insolvency, which in the case of banks should be understood as the ever approaching vicinity of the situation that leads to a withdrawal of its licence. There is no single point in time at which all consequences of this vicinity are produced. This is rather a process comprising gradually more intrusive measures.


    Therefore, the justification for the above-mentioned intrusive measures is to be found in the analysis of the bank as a corporation and thus a nexus of contracts, and in the gradual erosion of the shareholders’ position in this nexus as failure approaches. This allows the supervisor, acting not for the individual benefit but still in lieu of creditors, to intervene, as the case would be in general corporatelaw.


    3The size and systemic significance of the credit institution


    No discussion on banking regulation is complete nowadays if it does not contain a reference to the “too big to fail” issue. The larger, the more interconnected with other financial institutions, in other words the more systemically significant a bank is, the more likely it is that it will need to be resolved if gets into distress, at a significant cost for the resolution fund, or even for the budget, if such a bailout happens to be decided. In other words, the credit institution that becomes systemically significant, or rather more significant (as all banks are of potential systemic importance under some circumstances), externalises a part of the cost for its operation to the resolution fund (and possibly the budget). This is a potential source of moral hazard, which again calls for more intrusive regulation, as a method for the bank to re-internalise this cost, by enhancing its own loss-absorbing capacity or by contributing to the fund that may be called to assume much of the burden of a potential failure.


    One expression of this idea is to be found in the capital buffers for G-SIIs and O-SIIs (Article 131 CRD IV), while another is the risk-adjusted calculation of the institutions’ contribution to the resolution fund (Article 103(7) BRRD), which leads to higher contributions for institutions of particular systemic importance. Even requirements that do not seem, on the face of it, to differentiate on the basis of size or systemic importance, may in practice burden the larger institutions significantly more. For instance, implementing the recovery plan, as potentially required according to Article 27(1)(a) BRRD, may be exponentially more complicated in the case of a systemically important institution, due the complexity of its structure and, correspondingly, of the measures that will need to be applied.


    These instances of additional burden to the larger and/or systemically more important credit institutions may be taken to express a wider principle of somewhat heavier regulation of such institutions. This is the milder alternative to proposals that have been floated on a preventive break-up of the “too big to fail” institutions.53 Furthermore, to the extent that the market participants may perceive such institutions to be safer, because of an implicit guarantee that they will always be rescued, if needed, then heavier regulation is both a method for this implicit guarantee not to come without a cost,54 and a way to restore some competitive balance (as it would presumably restrict some aggressive business practices).


    IV Conclusion


    It has been established that regulatory intervention in the business decisions of a credit institution is not unacceptable, as it is mandated by the need to preserve the public interest in the proper functioning of the banking system, by the inadequacy of disclosure alone, and by the lack, in practice, of private law options that could be applied by creditors in order to balance the dominant influence of shareholders.


    As concerns the limits of such intervention, no attempt is made here to develop a full system of permissible interventions that would directly answer any related question. That would not be realistic. However, it is possible to build a system of factors that favour the admissibility of intervention. Supervisors and, ultimately, courts may develop clusters of cases on the basis of such factors, which could gradually allow for a consistent and quite predictable practice to develop, also taking into account developments in legislation and practice. It is therefore submitted here that it is easier to interfere in governance than in material decisions (except for decisions involving conflicts of interest or systemic considerations), in the vicinity of insolvency than in normal times, and in systemically significant institutions than in smaller or in any case less important ones.
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    The impact of the new resolution regime on “banking as usual”


    Stefano Cappiello1


    1 Introduction


    Traditionally, the extent and limits of the authorities’ powers over banking activity have been analysed by discussing the scope of the business judgment decision area, and to what extent supervisors can progressively adopt a more intrusive approach as the conditions of a bank deteriorates.


    In the following discussion I will adopt a complementary viewpoint, and focus my remarks on the new resolution regime, showing how the latter opens up new perspectives regarding the interplay between supervision and resolution, and prompts new questions on the impact that resolution authorities will have on banking at the going concern stage (“banking as usual” or BAU).


    2 Resolution as a “paradigm shift”


    The starting point, and the backbone, of these remarks is that the new international resolution regime has brought about a “paradigm shift” in the way banking supervision had been theoretically conceived, and carried out in practice, up until the financial crisis.


    Before the crisis, the main target of the prudential rules was to reduce the probability of default of banks. The crisis showed that this approach was missing a fundamental point and needed to be overhauled. The G20 at the 2009 Pittsburgh Summit clearly identified the “too big to fail” problem and the effect of the connected moral hazard not only as one of the key drivers that led to the crisis, but also as one of the main legacies of the bail-outs which took place during the crisis. Hence the conclusion that looking at the probability of default alone would no longer be sufficient. Under the aegis of the Financial Stability Board (FSB), the prudential framework had to be accompanied by a new complementary framework, whose purpose would be to look also at the impact of failure, with the aim of reducing the social costs of failure, i.e. the negative externalities stemming from the disorderly failure of banks. This is, in a nutshell, the ultimate purpose of the new resolution framework, which pursues this goal by forcing banks to internalise these negative externalities ex ante, at the going concern stage, through planning for an orderly failure. To understand the difference between how these two sets of frameworks and tools operate, we should note how “size” is considered differently when seen from these two different viewpoints. From the perspective of probability of default, size might be considered a means to diversify risk, while, at the same time, from the viewpoint of the impact of failure it could turn out to be a clear source of negative externalities if not accompanied by appropriate planning for orderly resolution.


    However, one should not overlook the fact that reducing the social costs of default in turn decreases the probability of default, by promoting stronger market discipline and tackling moral hazard. Therefore, if on the one hand these two (prudential and resolution) frameworks pursue two distinct goals, on the other hand they need to be seen as two complementary and interlinked means of getting to the same end result. As mentioned at the beginning of this paragraph, reinforcing market discipline and tackling moral hazard are the original drivers behind the new resolution regime promoted by the G20.


    We are, therefore, witnessing an intentional consequence when we realise that this new institutional architecture is going to deliver a “Copernican revolution” reaching well beyond the way banking is supervised. It is, in fact, also affecting the way banking business is carried out, and the way investors and markets look at it. By way of example, let us simply consider the impact that these new rules are having on the way the liability-side composition of the banks is analysed and priced in by investors and market gatekeepers, as well as the effect that these rules have on the structure of incentives for shareholders, whether incumbent or potential, and debtholders (e.g. the incentive to carry out “liability management exercises”). However, let us narrow down our attention to the topic defined by the title of this contribution, i.e. the impact of the new resolution regime on carrying out “banking as usual”.


    3 The implications for the identification of the perimeter of the business judgment area by supervisory authorities as well as resolution authorities.


    Consistent with the ultimate goal of inducing banks to internalise ex ante the social costs of their possible failure, the new resolution regime provides the resolution authorities with tasks and powers that may have a substantial impact on BAU.


    Article 17(5) of the Banking Recovery and Resolution Directive (BRRD)2, as further specified by the guidelines issued by the European Banking Authority on 19 December 2014, assigns to the resolution authorities a wide range of powers to remove ex ante the impediments to the banks’ resolvability which emerge in the resolution planning stage. These powers can be grouped under three main headings: structural measures concerning the organisational, legal and business structure of an institution; financial measures relating to its assets and liabilities, and products; and additional information requirements. When applying these measures, the resolution authorities must ensure they are “proportionate, suitable and necessary”, as specified in the guidelines. This means that the authorities will have to take into account, on the one hand, the costs and benefits generated by the threat to financial stability and, on the other hand, the impact of the measures on the concerned bank (proportionality). Likewise they will have to assess the ability of the measure to overcome the identified obstacle (suitability), and the lack of less intrusive measures to achieve an equivalent result (necessity). Process-wise, in line with the principle of proportionality, these measures will be imposed only if those proposed by the bank itself are considered to be insufficient, at the end of an iterative process between the resolution authority and the bank. As a first step, the bank is required to propose possible measures to address the impediments identified by the resolution authorities. If the proposed measures do not effectively reduce or remove these impediments, the resolution authorities can require alternative measures as a next stage.


    Another clear example of how resolution authorities’ decisions have a substantial impact on the way banking is carried out during the going concern stage is the decision regarding the quantity, allocation and composition of the minimum requirement for eligible liabilities (MREL). Pursuant to Article 45 of the BRRD and the related technical standards, resolution authorities will have to determine the MREL requirement for each bank, according to a number of criteria which are set out in the Article and the related technical standards. It is self-evident that such decisions might have a substantial impact on the funding mix for the banks concerned.


    These two sets of incisive powers raise important questions for legal academia and practice as concerns the perimeter of the business judgment area in such a new world. It is obvious that these questions cannot be investigated here in a comprehensive manner given the limits assigned to these brief remarks. I will, therefore, limit myself to drawing attention to two issues which seem to me more relevant to the supervisory perspective adopted in this volume, sharing some preliminary and necessarily incomplete notes as food for thought to be explored further.


    The first issue is whether the criteria and constraints which have traditionally governed (and limited) supervisory measures in relation to the need to preserve the business judgment area, should also apply to the exercise of the resolution authorities’ powers. The second is the kind of interplay that there should be, and that there will be, between the supervisory and early intervention measures that fall within the remit of the supervisory authorities, and those that pertain to the resolution authorities.


    3.1 Are the criteria and constraints for the resolution authorities different from those which apply to the supervisory authorities?


    On the first question, among the two criteria (“proximity to failure” and “financial stability”) which Georgios Psaroudakis thoroughly and properly identifies in his paper in this volume as the elements which justify the increasing intrusiveness of the supervisory authorities on BAU, I think it is important to clarify that “proximity to failure” does not, and cannot, play the same role in the resolution planning framework. As described at the start, the task assigned to resolution authorities is to ensure the possibility of banks’ orderly failure. This needs to be ensured even in those cases where default seems to be a remote event. Hence “proximity to failure” cannot operate as one of the guiding criteria or limits to the powers of the resolution authorities. As long as financial stability can be threatened by a banking failure, the low probability of default cannot per se rule out the possibility of intervention by the resolution authorities.


    On the other hand, resolution authorities will share with supervisory authorities the financial stability driver, i.e. the need to prevent negative externalities as a consequence of banking failure, as a common polar star. Indeed, financial stability could be seen as one of the common threads that keep supervision and resolution together, and should steer their course of action in the same direction. This obviously does not mean ignoring that in practical terms there could be different interpretations of what financial stability means and requires in specific cases. I will turn to this aspect in a moment.


    Finally, as already happens in the supervisory area, the proportionality principle will be another common criterion which will shape the nature and direction of the initiatives of the resolution authorities in the years to come. As is already the case for supervisory authorities, resolution authorities will also have to prove that the constraints that they impose on the business judgment of the banks are “suitable, proportionate, and necessary” to achieving the underlying goals, within the meaning described previously.


    3.2 The need to ensure a continuum between supervision and resolution


    These initial remarks on the guiding criteria which supervisory and resolution authorities have in common allows me to move on to, and conclude with, the second question, on the interplay between supervisory powers and resolution planning powers. As I have explained, consistency between these two sets of powers is a paramount objective which must be achieved by the supervisory and resolution authorities. The BRRD and the guidelines and technical standards specifying its content repeatedly underline the duty of these authorities to consult each other and coordinate their actions and powers in order to build a continuum between supervisory and resolution actions. The European legislator has already clearly cast this need for consistency as a cornerstone of the BRRD. This is evident when we look, for example, at the various provisions of the BRRD which require close interaction between recovery and resolution plans, as well as between early intervention measures and the decision to trigger resolution and subsequent developments, or the criteria to set the MREL and those governing the capital requirements.


    Consistency between the actions of the supervisory authority and those of the resolution authority is therefore destined to become another fundamental criterion, and at the same time a limit, for the exercise of their discretionary powers, as it will be likely to become a benchmark to assess the “suitability, proportionality and necessity” of the respective actions of both authorities. Supervisory measures should not turn out to be an obstacle to resolvability and resolution planning measures, in as much as the latter should be consistent with the former, if one wants to preserve the paramount objective of ensuring financial stability. Moreover, any clash and contradiction between the course of action of the two authorities could be considered as an argument to legally challenge their actions and qualify them as an improper invasion of the business judgment area. From this perspective one might conclude that such consistency will become, in concrete cases, an additional criterion for identifying and defining the perimeter of the business judgment area as regards the authorities’ scope of action.


    More generally, I would say that this need for consistency between the two set of rules and actions is a distinctive element of the new order, which also should be carefully considered in possible legislative developments. I refer in particular to the current discussion on the legislative initiatives which would grant supervisory authorities the power to impose structural constraints on banks. Also in this case it is self-evident, in light of what has been said so far, why such measures should be assessed and considered by resolution authorities, given their impact on the resolvability of the banks.


    4 Conclusion


    As noted in the introduction, the discussion of the limits of the discretionary powers of supervisors over banks has traditionally been conducted by framing it within a bi-lateral relationship, with the banks (and their management, shareholders and investors) on the one hand, and the supervisors on the other. I hope I have managed to raise sufficient arguments and questions to build a case for introducing a new element into this picture: the resolution framework and the resolution authorities. I think that to be aware of the distinct roles and the mutual impact of supervisory authorities and resolution authorities is a perspective which will provide interesting theoretical and practical insights for such a discussion.
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    Adequate loss-absorbing and recapitalisation capacity of G-SIBs inresolution


    Eva Hüpkes1


    The commitment by the G20 and the Financial Stability Board (FSB) tomake reforms to address ‘too-big-to-fail’ has led to important changes in theways systemically important financial institutions (SIFIs) are regulated and resolved. In 2011 the G20 endorsed the FSB’s Key Attributes of Effective Resolution Regimes for Financial Institutions (‘Key Attributes’)2. This marked the beginning of a transition to a new paradigm for dealing with distressed and insolvent financial institutions. The Key Attributes set out the powers and tools that authorities should have to resolve a financial firm in a manner that minimises systemic disruption and allocates the financial costs of failure not to the public, but rather to the firm’s shareholders and creditors.


    The Key Attributes – a new paradigm for dealing with distressed and insolvent financial institutions


    Resolution differs fundamentally from standard bankruptcy and insolvency processes. Bankruptcy is a court-administered process that is focused on legal entities. It works for individual companies, but it is messy and disruptive if applied to complex group structures with hundreds of financially and operationally interconnected entities located in multiple jurisdictions. Resolution is controlled by administrative rather than judicial authorities. It also pays greater heed to the systemic consequences of financial failure by seeking to ensure that critical functions continue to be performed by a recapitalised institution, a newly established bridge institution, or otherwise by market participants. Importantly, resolution relies on ex ante resolution planning. It assumes that home and key host authorities have ex ante identified the entity or entities within a financial group (termed the ‘resolution entity/entities’) to which resolution tools will be applied under their preferred resolution strategy. The goal is to limit resolution processes to one (in a ‘single point of entry’ (SPE) strategy) or a few entities (in a ‘multiple point of entry’ (MPE) strategy) and thereby avoid the cross-border difficulties of legal entity-based approaches.


    Bail-in to achieve a creditor-financed recapitalisation


    One of the objectives of the G20 and the FSB is to avoid the use of fiscal resources when dealing with financial crises. Apart from being deeply unpopular with the electorate, the use of public money can create moral hazard and, where the banking system is large, lead to questions about the sustainability of public debt.


    The Key Attributes therefore envisage the write-down or conversion into equity of debt issued by the financial institution (‘bail-in’) as a means of financing resolution. Bail-in provides resources from within a financial group to finance the continued performance of vital economic functions or to achieve an orderly wind-down over time. Unlike the bail-outs of the past using public money, bail-in does not rely on outside resources, apart from temporary liquidity support. In addition, unlike the mergers and asset sales that have traditionally been used to deal with failing banks, it does not need to lead to more concentration.


    Bail-in may take the form of either (i) a ‘direct bail-in’, i.e. the write-down and/or exchange of a legal entity’s unsecured debt for equity in the same legal entity, without closing the legal entity; or (ii) an ‘indirect bail-in’ or ‘bridge bail-in’, i.e. the exchange of a legal entity’s unsecured debt for equity in a newly established bridge institution to which all or a portion of the first legal entity’s assets have been transferred.


    a new standard on total loss-aBsorBing capacity for G-SIBs


    To achieve the bail-in objectives of effective recapitalisation and to make resolution credible, sufficient loss-absorbency needs to be built into the capital and liability structure of all global systemically important banks (G-SIBs)3 so that their material operations can be maintained. To ensure that this is the case, the FSB has adopted a new international standard on total loss-absorbing capacity (hereinafter the ‘TLAC standard’).4


    The TLAC standard consists of: (i) a set of principles that elaborate on the premise set out in the September 2013 report on Progress and Next Steps Towards “Ending Too-Big-To-Fail” (TBTF)5 that there must be sufficient loss-absorbing and recapitalisation capacity available in resolution to implement an orderly resolution that minimises impacts on financial stability, ensures the continuity of critical functions, and avoids exposing public funds to loss; and (ii) a term sheet that implements these principles. The TLAC standard sets out minimum requirements for TLAC-eligible instruments and liabilities that G-SIBs must issue. Such TLAC-eligible liabilities should provide for loss-absorption and recapitalisation capacity that can be relied on in resolution. As such, it constitutes an important part of the overall FSB/G20 policy framework to address TBTF.


    The FSB standard specifies the types of instruments that can count as TLAC, as well as those that cannot. Short-term liabilities may be susceptible to runs as the firm approaches the point of entry into resolution. For this reason, they do not qualify as TLAC even though such liabilities may be bailed-in in the course of a resolution. Also, liabilities such as deposits, payment-related liabilities and derivatives do not qualify as TLAC, since any write-down or conversion of these liabilities could interfere with the critical economic functions that the firm performs, could be operationally difficult or could pose wider financial stability risks.


    Capital that counts towards satisfying minimum regulatory capital requirements may also count towards satisfying the minimum TLAC requirement provided it meets the core features and eligibility criteria for TLAC set out in the term sheet. To be TLAC-eligible instruments must be issued by the resolution entity, be paid in and unsecured and not be subject to set-off or netting rights that would undermine their loss-absorbing capacity in resolution. They must have a minimum remaining contractual maturity of at least one year or be perpetual (no maturity date); not be redeemable by the holder (i.e. not contain an exercisable put) prior to maturity; and not be funded directly or indirectly by the resolution entity or a related party of the resolution entity, except where the relevant home and host authorities in the Crisis Management Group (CMG) agree that it is consistent with the resolution strategy. A phaseout applies to certain regulatory capital instruments that do not meet all of the TLAC-eligibility criteria. As such, regulatory capital instruments that are not directly issued by the resolution entity can only be used to meet minimum TLAC until 31 December 2021. An exception applies to: (i) Common Equity Tier 1 (CET1) regulatory capital issued by subsidiaries forming part of the resolution entity’s resolution group to the extent that this is recognised as CET1 for the consolidated resolution entity under the Basel III framework; and (ii) regulatory capital instruments issued by cooperative banks or financial institutions affiliated to them that have in place an institutional protection scheme or other cooperative mutual solidarity system that protects the solvency and liquidity of the affiliated cooperative banks and institutions.


    The TLAC standard provides for a two-stage phase-in, which is different for G-SIBs headquartered in advanced economies and those in emerging market economies (EMEs). Firms headquartered in advanced economies that have been designated by the FSB as G-SIBs before the end of 2015 and continue to be so designated thereafter must meet the minimum TLAC requirements of at least 16% of Basel III risk-weighted assets (RWA) and 6% of the Basel III leverage ratio exposure (LRE) denominator from 1 January 2019. From 1 January 2022, such firms must meet the minimum TLAC requirements of at least 18% RWA and 6.75% of the Basel III leverage ratio denominator.


    G-SIBs headquartered in EMEs will be required to meet the 16% RWA and 6% LRE minimum TLAC requirement no later than 1 January 2025, and the 18% RWA and 6.75% LRE minimum TLAC requirement no later than 1January2028. This conformance period could be accelerated if, in the next fiveyears, the size of the corporate debt market reaches 55% of the relevant emerging market economy’s GDP. The FSB will monitor implementation of the TLAC standard and will undertake a review of it by the end of 2019.


    The EU and the United States have issued rules that pursue the same objectives as TLAC. In the EU, the Bank Recovery and Resolution Directive (BRRD) requires banks to have enough liabilities that are eligible for bail-in and meet at all times a minimum requirement for own funds and eligible liabilities (MREL). Unlike TLAC, MREL applies not just to G-SIBs but to all banks in the EU. It is set on a case-by-case basis for each bank. G-SIBs headquartered in the EU are expected to meet MREL consistent with the TLAC standard.


    In the United States, the Federal Reserve has issued a proposed rule that would impose a TLAC requirement and a separate long-term debt requirement on top-tier US bank holding companies identified by the Federal Reserve as systemically important bank holding companies and on US intermediate holding companies with at least USD 50 billion in US assets6.


    TLAC in the creditor hierarchy


    Authorities need to be able to write down or convert TLAC with legal certainty. This requires clarity about the creditor hierarchy within a firm’s liability structure and about how, when and by whom such powers will be exercised.


    TLAC should absorb losses ahead of (operational) instruments and liabilities that are directly linked to critical functions provided by a G-SIB. This means that TLAC should in principle be subordinated to such liabilities in the creditor hierarchy to avoid the risk of legal challenge based on the ‘no creditor worse off than in liquidation’ principle that could arise from a differential treatment of liabilities that rank pari passu. The FSB standard therefore permits only a portion of otherwise TLAC-eligible liabilities that rank pari passu with operational liabilities to count as TLAC (unless the amount of pari passu operational liabilities as specified in the standard is less than 5% of the entity’s TLAC), subject to the condition that it does not give rise to a material risk of legal challenge or have an adverse impact on resolvability.


    Allocation of TLAC across a G-SIB


    TLAC must be available in amounts that are sufficient to foster market confidence that each G-SIB has sufficient resources in resolution to absorb losses and recapitalise those parts of the firm that perform economic functions, even if some TLAC is consumed prior to entry into resolution.


    TLAC needs to be available in sufficient amounts to those entities within the group that provide or support the provision of the firm’s vital economic functions. The location of TLAC will depend on the resolution strategy. An SPE resolution strategy assumes that bail-in of TLAC available at the level of the parent company, which can be either an operating or a non-operating holding company, will generate sufficient loss-absorbing and recapitalisation capacity to support all material subsidiaries with critical operations so that they remain going-concern. An MPE strategy assumes that there are two or more pointsof entry into resolution, at the level of the parent, at sub-holding entities and/or operational subsidiaries. TLAC therefore needs to be available in sufficient amounts at those entities.


    TLAC may be located directly in the entity that provides or supports the provision of vital economic functions and is in need of recapitalisation. Alternatively – and this is the assumption underlying an SPE strategy – it may be located at the parent entity. In the SPE scenario, TLAC must be transferred from the parent to the material subsidiaries or sub-groups suffering the losses. To ensure that this will be the case in particular in a cross-border context, the TLAC standard requires pre-positioning of a certain amount of ‘internal TLAC’ at foreign subsidiaries. This means that the subsidiary would hold on its balance sheet liabilities issued to the parent or resolution entity. These liabilities (referred to as ‘internal TLAC’) should be subject to write-down and/or conversion into equity in the subsidiary ahead of third-party creditors of the subsidiary. Conversion would upstream loss to the parent. The equity created through conversion would be held by the recapitalised parent holding or newly established bridge institution.


    Cross-border cooperation


    Location of loss-absorbing resources matters, particularly in a cross-border context. In an SPE resolution strategy, host authorities will want to be confident that a foreign parent will support local subsidiaries. They will want to have assurances that there is adequate loss-absorbing and recapitalisation capacity available to the local subsidiaries even if the parent itself enters resolution. Home authorities will want to have assurances that host authorities will cooperate and support the implementation of an agreed strategy, and will not precipitate local action that could threaten the chances of achieving an orderly resolution.


    To support cross-border cooperation, the FSB requires subsidiaries or groups of subsidiaries outside of the home jurisdiction that are not themselves resolution entities and that are deemed material based on criteria set out in the TLAC standard to pre-position internal TLAC on their balance sheet so that it can be bailed-in to recapitalise the subsidiaries without imposing losses on third-party creditors of the subsidiary and without there being a need to place the subsidiary into resolution. Under the FSB standard, each material sub-group must maintain internal TLAC of 75% to 90% of the external minimum TLAC requirement that would apply to the material sub-group if it were a resolution group, as calculated by the host authority. The actual minimum internal TLAC requirement within that range should be determined by the host authority of the material sub-group in consultation with the home authority.


    Internal TLAC needs to be designed so that it can absorb subsidiaries’ losses and recapitalise them while they are kept open and operating or are being reorganised in a manner that assures the continued performance of critical functions. The write-down or conversion of internal TLAC should therefore not require the subsidiary to enter into resolution. In principle, the bail-in of internal TLAC should be triggered on the basis of the local supervisor’s judgement about the subsidiary’s safety and soundness, but with the consent of the home authority of the parent resolution entity. The bail-in trigger will need to achieve a balance between home and host interests. Whereas host authorities will be concerned about maintaining domestic financial stability, home authorities may be concerned about early triggers that could drain the parent’s resources that are also needed to support other domestic and foreign subsidiaries and branches.


    Ex ante transparency around the allocation of loss


    As noted above, an important shift in paradigm relates to resolution planning which determines ex ante how the burden of the costs of failure will be shared. It determines who will take losses and in what order. It presupposes a resolution regime that is consistent with the FSB Key Attributes and operational and financial structures that support the implementation of a preferred resolution strategy. Firm structures may need to be adjusted or simplified to accord with the strategy. Market participants will expect disclosure about the order in which capital and liability instruments of a firm’s individual legal entities are exposed to the risk of loss. They will want to know where they rank in the creditor hierarchy and how thick the TLAC buffer is that protects them from loss. They will also need to understand the legal structure of the group to appreciate the structural subordination of TLAC resources. TLAC holders will require information to assess the risk and consequences of a bail-in. The Basel Committee on Banking Supervision is developing a disclosure framework to support consistent disclosures around TLAC positions.


    Conclusion


    Adequate loss-absorbing capacity in resolution is a necessary but, taken alone, insufficient condition for successful resolution. Other important conditions relate to effective cross-border recognition, in particular with regard to bail-in and temporary stays of early termination rights, to access to sufficient amounts of liquidity in resolution, and to arrangements that support operational continuity. Finally, bail-in is not the end of the resolution process. It is only the beginning. The restructuring that follows will need to address the causes of the failure through changes in the management and governance of the firm, and through the sale or wind-down of certain businesses or legal entities, to ensure that the business model is viable. If effectively and consistently implemented, TLAC combined with effective resolution regimes and policies should provide a robust foundation for achieving orderly resolution.


    
      
        1 Advisor on Regulatory Policy and Cooperation at the Financial Stability Board. The views expressed are those of the author and do not necessarily reflect the views of the FSB or its members.
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    Bail-in and the two dimensions ofburden-sharing


    Anna Gardella1


    1 The two dimensions of burden-sharing


    The financial crisis has brought to the fore the absence of credible threats to discourage moral hazard and opportunistic behaviors, among other things because of the lack of an (effective) crisis management framework that could remove the implied State guarantee as the only available remedy. The size, interconnectedness and complexity of Global Systemically Important Banks (“G-SIBs”) had the effect of underscoring reliance on public financing, on the assumption that these institutions simply were too big to fail (TBTF). The consequences of this self-fulfilling promise are well known: the State stepped in, leaving taxpayers to foot the bill. Member States and the EU regime were unprepared to cope with the cross-border banking crisis, since the large-scale consolidation of banking groups that took place in the years before the crisis had not been paralleled by the set-up of a crisis management framework. Home States are not inclined to disburse financing to rescue depositors or activities abroad. The solution to transnational crises has therefore been financial subsidization along national lines, thus proving the traditional view that banks are “international in life and national in death”2.


    As a reaction to the crisis, the re-regulation process has focused on the reinforcement of prudential requirements with a view to increasing banks’ resilience as well as to solving the TBTF problem, so as to make the orderly resolution of large banks possible3. These aspects of the regulatory landscape had not received extensive attention in the past and prompted policymakers to place resolution issues at the top of the agenda.


    This paper is specifically concerned with burden-sharing as a key aspect of the resolution regime’s overall feasibility and credibility as an alternative to State bail-outs. For this purpose, it will explore the double aspect of burden-sharing: (i) the “vertical dimension”, relating to the setting of an appropriate dividing line between private and public financing of resolution costs and (ii) the “horizontal dimension”, relating to the setting-out of an EU-wide resolution framework and international cooperation, tackling ex ante the issue of loss allocation across the jurisdictions concerned by the bank in financial distress. Both dimensions will be explored with a view to underscoring their interconnection within the EU financial and economic environment.


    The definition of the vertical dimension of burden-sharing has undisputedly been a major political concern and a priority of the regulatory agenda for redressing the political and economic inadmissibility of bail-outs. The regulation of the horizontal dimension of burden-sharing is less intuitive but no less compelling from an internal-market and financial-stability perspective, having regard to the cross-border banking groups operating in the EU. The need to couple cross-border bank supervision with cross-border crisis management, so as to ensure that banks’ life as well as death are international, is equally significant. This paper will investigate burden-sharing through the lense of bail-in, in as much as the resolution tool that best enshrines the policy response to State rescues. The paper will first underscore the conceptual framework and the underlying policy rationale of bail-in (paragraph 2); it will then analyze the “vertical dimension” of burden-sharing, focusing on the dividing line between private and public financing of resolution costs, as well as on the determination of the loss-absorption sequence within private resources (paragraphs 3.1-3.5). Attention will then be directed at the cross-border aspects of resolution with a view to underscoring the interaction of bail-in with the horizontal dimension of burden-sharing (paragraphs 4.1-4.5).


    2 Bail-in: conceptual framework


    As a reaction to the massive State bank rescues, policymakers and regulators have committed to remedy the socialization of costs of TBTF banks that has shifted the financial burden onto taxpayers. The conceptual inadmissibility of such an approach has been illustrated at length by scholars and does not need to be further analyzed here, save for the basic policy consideration that bail-outs reinforce banks’ moral hazard and the implied State guarantee rather than deter excessive risk-taking. When enforced, the State guarantee has a negative fiscal impact and taxpayers are called upon to remedy business failures. By contrast, the new resolution framework, whose key principles have been elaborated at the international level by the Financial Stability Board4 and implemented in the Union by Directive 2014/59/EU, establishing a framework for the recovery and resolution of credit institutions and investment firms (Bank Recovery and Resolution Directive – “BRRD”), aims at an orderly resolution of TBTF banks without, to the maximum extent possible, any fiscal impact.


    The bail-in tool implements these policy concerns by imposing the internalization of bank losses that, in the new regime, have to be sustained by shareholders and creditors, rather than by the State, i.e. by taxpayers5. Even though the possibility of State intervention is not completely ruled out, it is meant to be residual, whilst loss absorption is imposed by the resolution authority on shareholders and creditors in accordance with a pre-established loss-absorbing sequence set out in the Directive and the pecking order provided by national law.


    One might claim that conceptually it is nothing new, since it corresponds to the basic principle according to which he who causes a damage bears the costs. This applies also to large-scale disasters: for instance in environmental law it is enshrined in the “polluter pays” principle. When this concept is applied to bank failures, the threat of ex post compensation through the writedown and conversion of own funds and eligible liabilities is intended to work as an ex ante governance tool, deterring excessively risky conducts and incentivizing virtuous behaviors, both within the financial institution and outside of it, via creditors’ monitoring. In this respect, although framed as a resolution tool, bail-in is not just remedial in nature but is meant to achieve ex ante beneficial effects. Despite the fact that bail-in shares the same rationale as other existing legal remedies, its implementing complexities underscore its innovative character. It should be noted that by virtue of the bail-in tool, the write down affects not only shareholders but also creditors, who bear a significant burden of monitoring the debtor’s creditworthiness. The same conclusion is true when the bail-in tool is compared with reorganization measures that are typical of ordinary insolvency or restructuring and work-out frameworks, providing for the voluntary haircut of creditors’ claims. Unlike such ordinary regimes, the application of the bail-in tool means the haircut is not voluntarily undertaken by the creditors but is imposed by the resolution authority on the assumption that it is best placed to achieve the resolution objectives. These are not limited to the maximization of private interests such as the recovery of creditors’ claims like in ordinary insolvency or restructuring proceedings, but include public goals such as the maintenance of financial stability, the continuity of critical functions, as well as the protection of public finances and covered depositors. The tool – as a means to achieve the resolution objectives – is therefore very ambitious.


    3.1 The vertical dimension


    Having outlined the underlying conceptual framework of the bail-in tool, this part of the paper intends to investigate the public/private divide of resolution financing with a view to emphasizing the role played by the State-aid framework in setting such a dividing line and in making sure that it is not crossed. This part will also touch upon a second aspect of the vertical dimension, namely the role played by EU law and national law respectively in the identification of the private resources that will bear the resolution costs within the perimeter determined by the dividing line traced by the EU legislator.


    3.2 The perimeter of the vertical dimension


    The starting point of the analysis is that public financing is not a resolution measure, quite the opposite: the need for State aid is a trigger for resolution, since it means that the institution is considered “failing or likely to fail” (Article 32(4), letter (d), BRRD), with the exception of those specific circumstances set out in that provision, where the granting of State aid is considered consistent with the resolution regime but is still subject to State-aid clearance6. When a financial institution is placed in resolution by the resolution authority upon the assessment that the conditions for resolution are met, private resources, notably own funds and eligible liabilities, are the primary form of resolution financing and resorting to public financing is envisaged as a secondary and residual option that can be exercised only after the use of private resources. The same is true when the financial institution reaches the point of non-viability, where, regardless of meeting the conditions for resolution, the authority decides to write down and convert relevant capital instruments or other instruments of ownership with a view to restoring the bank’s viability (Article 59 BRRD). Use of public funds is prevented, as it would be in breach of the EU State-aid framework.


    Within the range of private resources, all liabilities of an institution or entity may be bailed-in, following the loss-absorbing sequence set out in Article 48 BRRD and in accordance with the pecking order provided by national insolvency law. In principle all liabilities are eligible for bail-in, but this rule bears exceptions directly set out in Article 44 (2) and (3) of the BRRD, to be interpreted restrictively. What has not been harmonized by EU law is the pecking order of claims in insolvency, which is still under the competence of national law. This is therefore an economic policy margin left to Member States, which are entitled to determine which creditors are directly and immediately exposed to bail-in and in all likelihood will bear the bank’s losses, and which are more bail-in remote by virtue of their seniority in the insolvency ranking.


    The scope of action of the bail-in tool is therefore delimited at the top end by the prohibition of the use of public financing and the State-aid regime, and at the bottom end by the protection to be afforded to certain categories of creditors that are entitled to statutory exemptions from bail-in, as well as by the loss-absorption sequence laid down in the BRRD and the pecking order set out by national law. What lies between these two ends is in principle bail-inable and contributes to the financing of resolution costs. This general framework is completed by the overarching “no creditor worse off” (“NCWO”) principle, providing that creditors cannot incur greater losses than they would have sustained had the institution been subject to normal insolvency procedure rather than resolution. This principle informs the whole resolution process and needs to be respected by the resolution authority when taking action7.


    3.3 State-aid framework as guardian of burden-sharing


    The above elements outline the vertical dimension of the EU burden-sharing approach for resolution financing, which builds up and goes beyond the line taken by the European Commission in the various State-aid Communications adopted during the financial crisis and in particular in the Commission Banking Communication on the application of State-aid rules to support measures in favor of banks in the context of the financial crisis (“Banking Communication”)8. With a view to harmonizing the burden-sharing approaches developed by Member States in the course of the crisis – approaches that have impacted creditors differently –, the Banking Communication marked a step forward in the Commission’s practice9. The EU burden-sharing approach is now enshrined in the BRRD, a hard law instrument, representing a significant difference from the previous practice in terms of legal sources. The interaction between the resolution and the State-aid framework needs to be explored with a view to assessing the internal consistency of EU law as well as coming to a clear understanding of the procedure to be followed by the resolution authorities10. To this end the analysis will move from the resolution regime in as much as the ordinary framework for orderly bank resolution, envisaging recourse to State aid as an exceptional measure. This methodology is also imposed by the clarification in the BRRD of the exact perimeter of the private/public divide for resolution financing in qualitative as well as quantitative terms. This is also aimed at better understanding the scope left for public contribution, the circumstances when it can be granted, and at what point in the loss-absorbing waterfall.


    According to Regulation (EU) No 806/2014, establishing the framework of the Single Resolution Mechanism and of the Single Resolution Fund (“SRM Regulation”)11, resort to the single resolution fund (“SRF”) is conditional upon the prior exhaustion of the institution’s internal loss-absorbing capacity and State-aid clearance. The BRRD/SRM Regulation framework in particular provides that the following two conditions must be met: (i) the internal loss-absorbing capacity must have reached an amount of not less than 8% of the institution’s total liabilities– based on the valuation carried out pursuant to Article20 SRM Regulation – via the writedown or conversion of capital instruments and eligible liabilities; and (ii) the contribution of the SRF must not exceed 5% of total liabilities including own funds of the institution under resolution. In extraordinary circumstances it is envisaged that further funding may be sought through alternative funding resources after (i) the SRF’s contribution has reached the limit of 5% of the total liabilities; (ii) all unsecured, non-preferred liabilities other than eligible deposits have been written down or converted in full12.


    It is disputable whether the writedown or conversion of capital instruments and eligible liabilities for an amount equal to 8% of total liabilities is a necessary and sufficient condition for accessing the SRF, or whether the threshold should be increased where liabilities in excess of 8% of the total losses are available for bail-in in the institution. The latter approach is suggested by the literal wording of recital (80) SRM Regulation, which provides that 8% of the institution’s total losses is “the minimum amount of bail-in”, and of Article 27(7) SRM Regulation, according to which the SRF may intervene only where “a contribution to loss absorption and recapitalization equal to an amount not less than 8% of the total liabilities including own funds has been made by shareholders and holders of capital instrument and other eligible liabilities”13. It is questionable whether this amount is at the same time the floor and the cap or whether it should be understood just as the floor. A systematic interpretation of the relevant provisions suggests that while the EU resolution regime is unambiguous in requiring the bail-in of all unsecured creditors, including senior creditors but excluding preferred liabilities, as a precondition for seeking alternative funding resources pursuant to Article27(9), SRM Regulation, after the SRF has been accessed, it does not set forth such a precondition for accessing the SRF which could be based on the more relaxed requirement of the absorption of (only) 8% of total liabilities. The reverse side of this reasoning, however, could entail characterizing access to the SRF (which the bank in resolution has contributed to) as a legitimate expectation of the institution, provided the minimum requirements are met, i.e. the satisfaction of the required loss absorption and the Commission’s approval on the basis of the restructuring plan to restore the bank’s viability14.


    3.4 Systemic crisis and extraordinary public financial support


    It is now time to consider whether the framework outlined in the previous paragraph works for idiosyncratic and systemic shocks alike. In the latter scenario there is an inherent risk of contagion requiring alternative strategies in order to restore financial stability, including the application of public support measures15. Consistently with the resolution objectives, State aid is meant to be an exceptional option.


    Government financial stabilization tools (“GFSTs”), such as the public equity support and the temporary public ownership tool, are expressly envisaged by Article 56 BRRD. The BRRD is careful in making it a last-resort option subject to the prior assessment and exploitation of “the other resolution tools to the maximum extent practicable whilst maintaining financial stability”16 and to meeting the resolution objectives set out in Article 31 (2) BRRD. The granting of such measures is also conditional upon the fulfillment of the requirements set out in Article 32 (1), 37 (10) and 56 (3) and (4), letters (a) to (c) BRRD, and to the State-aid framework. The circumstances and the phase within the loss-absorption waterfall where Member States may be entitled to apply GFSTs are worth considering. Paragraph (10) of Article 37, relating to the general principles of resolution tools, provides that “in the very extraordinary situation of systemic crisis17” the resolution authority may seek funding for resolution from alternative financing resources through the use of GFSTs, provided that the shareholders and creditors of the institution have made a contribution equal to 8% of the total liabilities including own funds of the institution and the GFST is approved under the State-aid framework. This provision makes clear that the GFST is not a resolution tool and that being conditional on the prior absorption of 8% of total liabilities – including own funds – by shareholders and creditors, it is subsequent to the application of the resolution tools. To put it in other words, it may step in only as an alternative to the use of resolution financing arrangements. This marks a difference from the State aid envisaged in Article 32 (4), letter (d), points (i) to (iii) BRRD18, which does not require the application of any resolution tool prior to the State’s intervention, given that in such case the provision of State aid is independent and outside the resolution procedure. The comparison between Article 27 (9) SRM Regulation – relating to extraordinary public financial support measures – and Article 37 BRRD – relating to the GFST – shows that conditions for the adoption of the latter are less stringent in terms of private contributions, but limited to cases of systemic crisis.


    An element of uncertainty is represented by the misalignment of the SRM Regulation with the BRRD, given the lack of reference to the GFST in the former. This gap raises the question of the underlying rationale for, and the consequences of such lack of reference, in particular whether it is a deliberate political choice aimed at reducing reliance on State aid.


    Public support measures are not excluded by the SRM Regulation regime and are expressly envisaged by Article 19 (1) SRM Regulation, including the possibility that resolution schemes involve State aid in accordance with Article 107 (1) TFEU. The SRM Regulation, though, has failed to reproduce the possibility to apply directly for alternative funding measures after the absorption of 8% of total losses.


    Reference to GFSTs might have been deemed inappropriate in a supranational context like the Banking Union, where provision of domestic support arguably runs counter to the level playing field to be achieved through the common supervisor and resolution authority19. Similarly, the inclusion of GSFTs could have had the effect of discouraging the contribution to the SRF. Also worth noting is the lack of cross-reference to the support of the European Stabilization Mechanism (“ESM”)20, which – pursuant to the Eurogroup guidance of 20 June 201321 – established a direct bank recapitalization instrument. The fact that at the time of approval of the BRRD such direct recapitalization instrument (“ESM DRI”) had not yet been approved may have contributed to the wording’s ambiguity. The political agreement reached within the Eurogroup on 10 June 2014 announcing the approval of the ESM DRI, which was subsequently implemented in December 201422, may shed some light but leaves other issues open23. Besides the fact that the GFSTs are not provided for in the SRM Regulation, it should be noted that the actual scope for the application of the ESM DRI remains unclear, having regard to the strict requirements laid down in the ESM implementing Guidelines24. These provide that such financing line is meant to come into question only when: (i) the bank fails to attract sufficient capital from private sources; (ii) the financial institution has systemic relevance or poses financial stability risks to the euro area as a whole or to the Member State concerned; (iii) the financing has to be requested by the Member State concerned, which has to be unable to autonomously provide financial assistance without adverse effect on its fiscal sustainability even via the ESM loan for recapitalization to institutions; (iv) the assistance is necessary for the stability of the euro area as a whole or of its Member States. The Guidelines clearly specify that the exhaustion of the waterfall set out in the SRM Regulation is a precondition for access to the ESM DRI. This implies that the ESM may come into play only after (i) a contribution to loss absorption and recapitalization equal to 8% of total liabilities has been made; (ii) the SRF has contributed to up to 5% of total liabilities and (iii) all unsecured non-preferred liabilities, other than eligible deposits, have been written down and converted in full.


    3.5 The notion of State aid and conditions for access


    It is worth further considering the notion of State aid in the resolution context and the kind of resources it affects. In particular, it is worth noting that both the Banking Communication and Article 19 of the SRM Regulation consider the financing provided by financing arrangements like the SRF, subject to State-aid scrutiny. Regardless of the private origin of its financial resources, consisting of bank levies, what matters for the application of the State-aid regime is the compulsory character of the contribution, which can be assimilated to a tax, the imputation to a public authority of the decision of its use and the economic advantage brought to the beneficiary or any other undertaking25. Along the same lines, the supranational management of the funding26 does not affect the public character of the support measures and their inclusion within State-aid control. Only the money disbursed by the national Deposit Guarantee Schemes (“DGSs”) in accordance with the function of depositors’ payout, as provided by Directive 2014/49/EU27, does not amount to State aid28. The same is generally true also as regards the provision of emergency liquidity assistance (“ELA”) by central banks which, in the Commission’s view “may constitute State aid pursuant to the State-aid framework” unless certain conditions are met. These are the terms under which ELA is commonly disbursed, such as standard collateralization and application of the interest rate, allowing the conclusion that ELA is normally outside the scope of the Commission’s State-aid control29. Differently, State guarantees ancillary to liquidity facilities granted by the central bank or securing newly issued liabilities or public precautionary recapitalization, even when compatible with the resolution regime, are subject to State-aid control under Article 107 (3), letter (b), TFEU30.


    Access to State aid, including to the SRF, is therefore subject to a “double-tier” assessment involving the interaction between the resolution and the State-aid framework, where the first set of compatibility rules is laid down in the resolution regime and the loss-absorbing sequence envisaged therein. Only when this first test is passed does the EU State-aid compliance assessment come into play. In providing clearance, the Commission will scrutinize consistency with both the SRM Regulation and the State aid regime.


    3.6 Eligible liabilities: EU harmonization and national law


    Within the vertical dimension of burden-sharing, the determination of the private resources that will actually bear the losses is the outcome of the combination of the choices of the EU and of the national legislator. EU law levels the playing field by harmonizing the notion of eligible liabilities, in particular by expressly indicating those excluded from this definition and therefore from the general principle that all liabilities are in principle bail-inable. The purpose of harmonization is to avoid regulatory arbitrage and opportunistic behaviors in the crafting of the contract in order to find a safe harbor from the reach of the resolution authority’s write down and conversion powers. The same policy reasons underpin the BRRD approach not to distinguish between liabilities subject to the law of an EU Member State and of a non-EU Member State, providing that the latter are also eligible for bail-in. This is a compelled anti-elusive solution in light of the extensive party autonomy provided by Article 3 of Regulation (EU) No 593/2008 on the law applicable to contractual obligations31, allowing for the selection of any law, not just the law of a Member State, to govern the contract regardless of any geographical connection, except for the safeguard of mandatory rules. True, it also raises practical implementing difficulties linked to the extraterritorial exercise of executive powers, prompting the legislator to take a pragmatic approach by providing for mandatory contractual recognition of bail-in, unless a binding agreement is in force with that third country whose law governs the contract or the resolution authority determines that those liabilities can be subject to write down or conversion pursuant to the law of such third country 32.


    Statutory exceptions include liabilities, governed by the law of a Member State or of a third country, owed to specific typologies of creditors33. These are: (i) secured creditors34, on the assumption that the total wipe-out of contractual protections would jeopardize legal certainty and business reliability; (ii) “protected” or weaker creditors, such as covered depositors, liabilities to employees or liabilities arising from the holding of clients assets or money to the extent they are protected by national insolvency law; (iii) entities that are significant for the preservation of financial stability, such as liabilities owed to institutions – with the exception of intra-group liabilities – with original maturity of less than seven days, given the intrinsic adverse effect of bail-in on the unsecured interbank market. Along the same lines, liabilities owed to settlement and payments systems with remaining maturity of less than seven days are also excluded from bail-in as well as liabilities due to deposit guarantee schemes arising out of contributions. Lastly, (iv) liabilities owed to tax and social security authorities are also outside the scope of bail-in under national law.


    In addition to the statutory exemptions provided by Article 44 (2) BRRD, the EU regime provides for a uniform set of liabilities that may be exempted from bail-in by the resolution authority on a case-by-case basis in exceptional circumstances (Article 44 (3) BRRD). Resorting to this exclusion as an exception from the general rule of bail-in should be interpreted restrictively and should be carefully assessed by the resolution authority, duly taking into account the potential negative externalities deriving from either inclusion or exclusion of such liabilities from bail-in. The application of that provision is therefore subject to certain restrictions by the SRM Regulation. It should be limited to the occurrence of exceptional circumstances where the bail-in of certain liabilities would impair: (i) the swift and effective resolution action; (ii) the continuity of critical functions; (iii) financial stability, by giving rise to widespread contagion that would severely disrupt the functioning of financial markets, including of market infrastructures; or would (iv) increase the amount of losses that would be borne by the other creditors35. The authority’s exercise of discretion therefore depends on the circumstances and the necessity of the exclusion to achieve the resolution objectives, while it does not purport to create additional exemptions that are not expressly listed in the BRRD. These elements are going to be further clarified by the Commission in a Delegated Regulation to be adopted pursuant to Article 44 (11) BRRD36.


    The resolution authority’s choice to exclude some eligible liabilities from the application of bail-in is not neutral from a burden-sharing perspective, in terms of both the vertical and the horizontal dimensions: discretionary exclusions might impact the haircut imposed on the other creditors, including potentially impairing the principle of non-discrimination and the integrity of the internal market, or the SRF’s contribution to the costs of resolution pursuant to Article101(1) (f) BRRD, thus interfering with the State-aid framework. For this reason, where the resolution authority intends to exclude certain liabilities from bail-in, it has to notify the draft decision to the Commission, which is entitled to “prohibit or require amendments to the proposed exclusion […] in order to protect the integrity of the internal market” and without prejudice to the EU State-aid framework37.


    The policy reasons underlying the EU approach of rule/exception on eligible liabilities are clear as to the pursued goal of discouraging regulatory arbitrage and opportunistic behaviors. A counter-argument that might be raised from a regulatory perspective, is that such an approach gives rise to normative over-inclusiveness, bringing along practical difficulties both in the ordinary business activity and in the implementing phase of resolution. Although the claim has to be given consideration, it is mitigated by the statutory and the discretionary exemptions. Legal interpretation and actual practice will shed additional light on the notion of eligible liabilities and the related exemptions, thus providing useful data for assessing the calibration of the relevant provisions.


    Other aspects, such as quantitative requirements or the “proximity” to bail-in of the various ‘bail-inable’ liabilities, have not been (fully) harmonized by the EU legislator; discretion has rather been left to (i) the resolution authorities and (ii)the implementing law of each Member State.


    As regards the quantitative aspect, the EU regime provides that the resolution authorities should determine the minimum requirements of own funds and eligible liabilities (“MRELs”) to be met at all times by the institution in order to enable its orderly resolution without exposing taxpayers to losses. The amount of MRELs is not provided by the BRRD and the EBA has been mandated to specify the criteria for its determination in the regulatory technical standard to be developed pursuant to Article 45 (2) BRRD. Considering the financial impact on the institutions, this is undisputedly a politically sensitive matter, so much so that the mandate conferred on the EBA is focused on the elaboration of criteria for the determination of the minimum amount, rather than the determination of the minimum amount itself. Parallel to the work carried out by the EBA, the Financial Stability Board launched a consultation on the Total Loss-Absorbing Capacity (“TLAC”) for Global Systemically Important Insurers (G-SIIs)38; this closed in February 2015. The TLAC standard and its timelines will be finalized by the time of the G20 Summit in November 2015.


    As regards the EU regime, Article 12 of the SRM Regulation provides that the MREL is determined by the Single Resolution Board (“SRB”) in consultation with the supervisory authority, including the ECB, with a view to ensuring the effectiveness of the bail-in tool. This consists of the ability to absorb losses to a level necessary to restore the entity’s CET1 ratio and the conditions for authorization and to continue to carry out the activities for which it is authorized as well as to sustain sufficient market confidence in the institution39. The MREL must be “calculated as the amount of own funds and eligible liabilities expressed as a percentage of the total liabilities and own funds of the institutions”. Where the resolution plan envisages the potential exclusion of liabilities or of a class of liabilities from bail-in pursuant to Article 27 (5) SRM Regulation, it is provided that the MREL has to be reached taking into account other eligible liabilities of the institution, having regard to the need that the losses are absorbed to the required level40. In this fashion the MREL discipline caters for the need of resolution plans to lay down credible and feasible resolution strategies that can be easily and swiftly implemented, taking into account in particular the need to discourage a depositors’ bank run and to maintain financial stability.


    Another element impacting the application of the bail-in tool is the ranking of liabilities in insolvency, a matter left to national law and not harmonized at the EU level. The sequence of writedown and conversion set out in Article 48 BRRD expressly provides that when bail-in of CET1, AT1 and T2 instruments does not reach the necessary amount determined pursuant to Article 47 (3) BRRD, the resolution authority has to write down and convert to the extent necessary firstly subordinated debt and thereafter the other eligible liabilities in accordance with the hierarchy of claims in normal insolvency proceedings. This implies that bail-in of eligible liabilities after the writedown and conversion of shares or other instruments of ownership and relevant capital instruments partly depends on the policy choices enshrined in the national insolvency law. Not surprisingly, certain Member States have taken the opportunity to amend the existing ranking with a view to influencing the bail-in waterfall. Worthy of notice is the German law on the adaptation of the resolution mechanism to the SRM (Abwicklungsmechanismusgesetz); this provides for statutory subordination of certain senior unsecured debt instruments issued by the financial institution, which will rank junior to other liabilities such as interbank deposits, corporate deposits, money market instruments, certain claims under derivative transactions and structured notes with derivative-linked features. The purpose of that regulatory choice is to make bail-in easier and resolution action more effective and credible, by focusing the bail-in power on the holders of such instruments and making the writedown and conversion of operational liabilities more remote. At the same time, this approach is meant to restrict contagion potential. In as much as introducing regulatory mechanisms to help remove the implied State guarantee, the German approach is a welcome solution that should prompt discussion at the EU level as to the opportunity to harmonize this part of the resolution action with a view to avoiding the fragmentation of the internal market for such debt instruments41.


    The Italian law implementing the BRRD has also taken the opportunity to amend the ranking waterfall but for policy reasons partly different from the German law. The Italian law has created a new super-priority ranking for eligible deposits above €100,000 held by depositors other than those covered by Article 108 BRRD, thus making the possibility of them being bailed-in more remote42. The immediate policy goal pursued by the Italian legislator is therefore the protection of uninsured deposits, including those held by corporate clients, that do not match the requirements set out in Article 108 BRRD.


    4.1 The horizontal dimension


    The horizontal dimension of burden-sharing is typical of cross-border banking groups and is concerned with the jurisdictional allocation of the resolution costs. In the pre-BRRD context, experience shows that cross-border crisis management is a history of cooperation failures, ultimately leading to the public recapitalization of group entities along national borders regardless of the group business and operational model43. The presumption that national supervisors favor national champions and domestic interests versus foreign interests is hardly rebuttable. The widespread ring-fencing practices adopted by national authorities during the crisis confirm such a view, including the bias in favor of the protection of local creditors and of domestic financial stability. In the bail-out scenario, where public financing is at stake, international cooperation envisaging the taking into account of other countries’ interests is very unlikely to succeed. The universalist approach laid down in Directive 2001/24/EC on the reorganization and winding-up of financial institutions (“Winding-up Directive”), which is centered on the home-State jurisdiction, has shown its shortcomings, among others, in the absence of a strong cooperation network with the authorities of the other Member States concerned and in the reluctance of the home authority to deal with issues outside its territory44. Undisputedly, principle-agent constraints between the authority and the State, as well as the obligation to pursue national interests, play a decisive role in cooperation failures. Sovereignty implies that no payment should be made for other States, unless financial stability or other compelling interests outweigh the costs of the intervention45. The same rationale underpins a part of the recent decision of the LG München of 8 May 2015 given in the Heta asset resolution case46. The court rejected the characterization of the Austrian special provisions on resolution of Hypo Alpe Adria purporting to protect Austrian national interests such as public finances, as mandatory rules ex Article 9 (3) of Regulation (EU) No 593/2008 and therefore refused to give them cross-border effect on claims governed by German law (and German creditors), thus preventing the application of a haircut.


    In the changed context of the bail-in scenario, it can be argued that international cooperation still remains critical to the success of an orderly resolution but has arguably more chances of succeeding because it is a process embodied in hard law, ie the BRRD, which envisages different phases including the draw up of group resolution plans and (ideally) the achievement of joint decisions in the course of such preparation so to build a common strategy and consensus. An important variable, however, is represented by the location of the holders of eligible liabilities, which might trigger protectionist/discriminatory behaviors amounting to cooperation failures. This part of the paper therefore intends to explore the interaction between bail-in and burden-sharing from the perspective of the allocation of resolution costs between the jurisdictions where the banking groups operate47.


    4.2 The architecture of the horizontal dimension in the EU regime


    In light of the above remarks, it is worth exploring if and how the EU framework has remedied the inadequacies of the pre-existing regime. To remove any misunderstanding of quick and easy solutions, no mathematical formula is provided as regards the burden allocation among the jurisdictions concerned, and rightly so. This is something that cannot be done ex ante by statute without regard to the specificities of the financial institution and of the circumstances. Rather, the EU regime moves along two main directions relating to planning and in the implementation phase: firstly, it mirrors the FSB Key Attributes and lays down the two resolution strategies providing the blueprint for orderly resolution of cross-border banking groups; secondly it provides for the international administrative cooperation and institutional setting to ensure that the preferred resolution strategy is successfully implemented48. As it will be explained below, such institutional setting is more advanced among the EU area Member States where the Single Resolution Mechanism with the SRB at its center has been established. The architecture of the horizontal dimension is completed on top, at the international level, by the coordination of legal systems ensuring cross-border recognition of resolution actions. Central to the latter aspect is the Winding-up Directive – which has not been repealed by the BRRD and the SRM Regulation– providing the umbrella framework to ensure effectiveness of resolution actions. Critical to the design of the horizontal dimension as regards the coordination of the legal system is also the allocation of adjudicatory jurisdiction and the law applicable to the disputes, taking into account the high litigation rate connected to resolution actions and the potential impact on resolution costs.


    4.3 Resolution strategies: SPE and MPE


    The allocation of the resolution burden within a cross-border group is determined in the preparation phase through the choice of the resolution strategy to be outlined in the resolution plan49. This shall be implemented in the resolution phase, unless, taking into account the circumstances, the authorities assess that resolution objectives could be more effectively achieved through other resolution actions (Article 91 (6) BRRD). Along the lines of the FSB Key Attributes, the BRRD identifies two resolution strategies: the Single Point of Entry (“SPE”) and the Multiple Point of Entry (“MPE”).


    The SPE is centered on the ultimate parent holding company and purports to direct the resolution action at that level without (supposedly) involving the lower levels of the corporate structure. One way of making it effective, is to locate eligible liabilities at the HoldCo level, so as to enable resolution without affecting the operations of the subsidiaries (OpCos). This entails an upstream of the losses to the parent level and close scrutiny of the group’s liabilities structure with a view to ensuring that externally issued, easy to bail-in liabilities are available. The SPE strategy could be appropriate for highly interconnected and centralized managed banking groups. The success of the strategy, however, relies, among other things, on the availability of sufficient eligible liabilities at the top level, the upstream of losses from the subsidiaries, the recapitalization of the distressed subsidiary and the ability to maintain critical functions. In as much as is directed only at one level of the corporate chain, this resolution strategy could restrict, though not exclude, cross-border aspects of resolution. The location of creditors and the law applicable to the bail-inable liabilities are all elements to be taken into account and that may affect the reach of the resolution authority’s action. From a jurisdictional perspective, the SPE strategy is reminiscent of the universalist approach, since the focus is on the home State, even though, should resolution extend to the subsidiaries the resolution authority of the latter would be empowered to take the relevant decisions.


    The MPE strategy takes a fragmented “territorial” approach, envisaging resolution actions to be taken in respect of subsidiaries in different jurisdictions. This strategy is more appropriate for less integrated banking groups without a centralized operational organization, the entity of which can therefore be independently resolved. In light of these reasons and of the lesser integration of the banking group, this strategy is arguably less prone to triggering contagion.


    Impediments to the implementation of the preferred resolution strategy have to be addressed at the planning stage by the resolution authority. A potential issue to a credible and feasible plan may be represented by the presence of a large amount of liabilities governed by a third-country law. Whilst the BRRD does not exclude them from the MREL, the resolution authority must be satisfied that they can be easily bailed-in, for instance because they include the contractual recognition clause. Should this not be the case, it could be argued that the resolution authority could address the issue by limiting the amount of debt issued under a third-country law, as part of its remit to address and remove impediments to resolution.


    As specifically regards the implementation of the SPE, potential obstacles to the feasibility and credibility of the strategy may arise from the corporate structure of the banking group, in particular in those jurisdictions where there is no holding company at the parent level where externally issued eligible liabilities are expected to be concentrated. In such cases there is a risk that senior unsecured creditors like a bank’s bondholders would rank equally with other senior unsecured creditors that should also be bailed-in to comply with the pari passu principle, making the implementation of the resolution strategy without negative spill-overs and contagion effects more difficult. These considerations actually underpin the German approach to MRELs and the introduction of statutory subordination, which is supposed to work as a functional equivalent in order to make bail-in easier. As underscored by the ECB Opinion on the draft law, however, some aspects might be worth additional consideration including the impact on the market (price and volume effects) and the cross-border and potential conflict-of-laws issues.


    4.4 International administrative and institutional cooperation


    To revert past records of cooperation failures and of lack of burden-sharing policy at the international level, the EU regime has significantly focused on laying down a framework of international administrative cooperation between the relevant resolution authorities50. This approach has been further stepped up by the establishment of the SRM as the second Pillar of the Banking Union, moving from cooperation networks to institutionalized cooperation. Both modalities co-exist in the EU regime, depending on the geographical location of the group entities. So long as they are exclusively concentrated in the euro area, cooperation is governed by the SRM Regulation; where the group is established in both the euro area and the non-euro area jurisdictions, or entirely in non-euro area jurisdictions, cooperation takes place in resolution colleges. To the list of cooperation modalities, Crisis Management Groups should be added for those financial groups established also in non-EU countries.


    The institutionalized cooperation with the SRM framework is the strongest existing model for cross-border resolution that, similarly to the SSM, revolves around the relationships between a centralized authority – the SRB – and the national resolution authorities. In a nutshell, decisions are taken at the EU level according to a more or less complex procedure, depending on whether the decision relates to the preparatory phase, such as the approval of the resolution plan, or to the execution phase, such as the adoption of the resolution scheme51. The decisions relating to the preparatory phase involve the SRB in its executive session composition, including the Chair and the four full-time members of the Board mentioned in Article 43 (1) (b) of the SRM Regulation, and the representative of the national resolution authorities concerned. The procedure for the adoption of the resolution scheme in the resolution phase provides for additional steps, in particular for the scrutiny of the Commission, empowered with raising objections and requesting amendments binding upon the SRB, and the potential involvement of the Council should the Commission propose to object to the meeting of the public interest as one of the conditions for resolution or to object to or approve a material modification of the amount of the contribution of the SRF (Article 18 (7) SRM Regulation). Once the decision is taken at the EU level, national resolution authorities are in charge of their implementation at the national level and will receive instructions from the SRB. Notwithstanding decision-making complexities, this is the most advanced form of cooperation, taking into account that the joint decision-making process is compulsory and that national resolution authorities cannot decide independently. This scenario is expressly excluded from the SRM framework where, should no consensus be reached within the SRB executive session between the Chair, the four Board members and the representatives of the resolution authorities concerned, it is provided that the Chair and the four Board members take the relevant decision by simple majority (Article 55 SRM Regulation).


    Resolution colleges are the network cooperation modality envisaged by the BRRD, borrowing on the supervisory colleges set out in Directive 2013/36/EU (“CRD IV”), to be set up by the group-level resolution authority for those institutions established both in participating and non-participating Member States or exclusively in more than one non-participating State. Resolution colleges provide the relevant resolution authorities with a forum for meeting and discussion of resolution-related issues. The BRRD framework provides for various joint decisions to be taken within the college between the resolution authorities as regards group resolution, in particular the assessment of resolvability, the preferred resolution strategy, MRELs and the group resolution plan. Unlike the SRM framework, should resolution authorities not agree on a joint decision, a significant role is entrusted to the EBA to act as mediator among the authorities concerned. Such mediation may take the form of conciliation (Article 31 (c) of Regulation 1093/2010/EU establishing the EBA), where the EBA acts as a facilitator and is aimed at reaching an agreement between the authorities concerned, or as a binding mediation in accordance with Article 19 of Regulation (EU) No 1093/2010, whereby the EBA’s decision concluding the procedure is binding upon the authorities. The system, however, is not as solid as it would be desirable and has scope for improvement in order to strengthen EU cooperation. Firstly the EBA’s mediation role, both binding and non-binding, may be carried out by the EBA only upon request of one of the authorities involved and not on its own initiative; secondly, certain matters are excluded from the reach of EBA binding mediation in particular in light of fiscal budget constraints, binding mediation cannot be conducted in order to reach a joint decision on the group resolution scheme, with the consequence that if no agreement is reached via the EBA conciliation, resolution authorities are in principle free to act independently. To avoid major adverse consequences, in these circumstances the BRRD requires that “resolution authorities shall cooperate closely within the resolution college with a view to achieving a coordinated resolution strategy for all affected group entities” (Article 92 (7)).


    4.5 Legal coordination and recognition of resolution actions


    The third element shaping the architecture of the horizontal dimension of burden-sharing is legal coordination and recognition of resolution actions which posits on top of the two previous pillars with a view to ensuring cross-border effectiveness and enforcement of resolution decisions.


    This element builds on the Winding-up Directive, which has been amended by Article 117 of the BRRD in order to include the resolution tools and the exercise of resolution powers within the definition of the reorganization measures laid down in Article 2 of that Directive. As a consequence, the adoption of resolution actions and the exercise of resolution powers will be covered by mutual recognition and will be “fully effective in accordance with the legislation of [the home] Member State throughout the Community without any further formalities” (Article 3, second sub-paragraph of the Winding-up Directive).


    This framework is further completed and cooperation strengthened by the setting up of additional coordination requirements, in particular as regards resolution actions entailing transfers. For this purpose, the BRRD provides for support obligations, assistance and isolation from external legal interference (Article66(1)-(3)). Member States other than that of the resolution authority have to ensure that the transfer of shares, assets or rights that are located in that Member State or under the law of which the transfer ordered by the home resolution authority must be carried out, has effect in or under the law of that State. In the same spirit of coordination, it is also provided that Member States shall provide all reasonable assistance to the resolution authority of the other Member State to ensure that the transfer is effective under the applicable national law. Lastly, the BRRD isolates the resolution action taken by the resolution authority entailing transfers from potential impediments, such as prevention, challenges or setting aside by the concerned shareholders, creditors and third parties, on the basis of the law where the assets are located or the law governing such assets. Paragraph (6) of the same provision goes even further by expressly providing that the right of (a) “shareholders, creditors and third parties to challenge, by way of appeal pursuant to Article 85, a transfer of shares, other instruments of ownership assets, rights or liabilities”; as well as the right of (b) creditors “to challenge, by way of appeal pursuant to Article 85, the reduction of the principal amount, or the conversion, of an instrument or liability” has to be determined in accordance with the law of the home resolution authority.


    The relationship between the automatic effect of resolution tools and exercise of resolution powers in accordance with the definition of resolution measures set out in the amended Winding-up Directive and the specific provisions laid down in Article 66 BRRD may be worth further consideration in light of recent case law. In Goldman Sachs v. Novo Banco52, relating to the recognition of acts taken by the Bank of Portugal in the course of the resolution of Banco Espirito Santo, the High Court took a restrictive reading of mutual recognition of resolution decisions whose consistency with the Winding-up Directive may be disputable. It is not fully clear from the decision whether this approach is due to the specific circumstances of the case, prompting to focus only on Article 66 BRRD, or whether it will set a judicial precedent.
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    1 Bank resolution policy in the wake of the Global Financial Crisis


    The establishment of special resolution regimes (“SRRs”) for banking institutions constitutes a central plank of the post-crisis regulatory agenda.2 In sharp contrast to the past, when most countries lacked specialized legal frameworks, or even clearly defined principles, for handling the failure of banking institutions, current regulatory thinking is premised on the belief that a state’s ability to respond to failures of large and/or systemically important banks in an effective and orderly manner depends on the availability of special legal tools and procedures. These must be able to ensure continuity in the performance of failed banks’ critical financial intermediation functions: that is, to preserve those operations and transactions whose interruption could have negative repercussions for the wider financial system or the real economy (“open bank” resolution).


    Up till now, this objective was typically attained by means of state-financed bailouts; these prevented the collapse of troubled banks, thus preserving operating continuity and avoiding contagion and systemic crises. Bailouts, however, transfer the costs of failure from the failed banks’ immediate stakeholders (and more specifically, its liability holders, including depositors, and possibly equity holders too) to the taxpayer. This has major implications for the banking market’s incentive structure. In particular, if, based on past experience or governmental declarations of intent, banks’ liability holders are convinced that, in the event of bank failure, the state will come to the rescue, they will tend to discount the risk of default on their claims and will, accordingly, relax their monitoring efforts. For the same reason, the wider market for loanable funds will fail to properly and fully incorporate in interest rates and bond prices perceived differences in individual banks’ risk profiles. Instead, a bank’s relative funding costs will tend to depend on the likelihood that it will be bailed out if in trouble. This leads to the well-known “too-big-to-fail” (“TBTF”) problem, whereby large banks (which due to their size and systemic importance are almost certain to be supported by the state) gain a significant competitive advantage in terms of financing costs in comparison to smaller banks (as to which the extension of support is not assured).3 In the manner described above, traditional bank crisis management practices, which relied implicitly on discretionary bailouts of failed banks, resulted in inappropriate incentives, implicit subsidies to risk-taking by banks and distortions to competition. They also generated major fiscal risks, since bailouts often require enormous amounts of funding. Indeed, the recent crises in a number of euro-area crises, including Ireland, Spain and Cyprus, have shown that the fiscal costs of bailouts may be prohibitive, with deleterious consequences, both for the state (whose own fiscal sustainability can be undermined by its implicit commitment to stand behind the domestic banking sector) and for the banks themselves (whose survival in times of systemic crisis may come to depend precisely on the existence of a credible state guarantee).


    The need to restore market discipline, avoid moral hazard in the banking field and protect the state’s fiscal position points to the second facet of recent SRRs, namely, their insistence that the financial burden of resolution actions should fall to the maximum extent possible on the private sector, that is on the failed banks’ own stakeholders or, if this not possible, on the banking industry as a whole, in the form of contributions by industry-funded deposit insurance schemes and/or resolution funds. In contrast, the state’s contribution to resolution financing, and the attendant exposure of taxpayers to the risk of loss, should be kept at a strict minimum, with fiscal resources being available only as an ultimate “backstop”, or last resort, in totally exceptional cases.


    Thus, the SRRs that various countries have enacted following the Global Financial Crisis4 are characterized by this dual concern: how to organize resolution in an orderly and predictable way so as to avoid systemic disruption, without, however, shifting the costs of failure to taxpayers. Sharing common understandings on the ways in which these objectives can be pursued, the national SRRs display many technical similarities.5 To a large extent, they build on global standards, developed by the Basel Committee on Banking Supervision (“BCBS”)6 and, primarily, by the Financial Stability Board (“FSB”).7


    2 Europe’s new bank resolution regime: the BRRD


    In the European Union, a harmonized framework for the recovery and resolution of weak or failed banks was proposed in 2012 and finally adopted in 2014 in the form of the Bank Recovery and Resolution Directive (“BRRD”).8 The BRRD is already in force, although the full effect of Europe’s new SRR will only be sensed from 1 January 2016 onwards.9


    In so far as credit institutions, investment firms and entities belonging to banking groups are concerned,10 the BRRD pre-empts the application of general corporate insolvency law or replaces pre-existing national systems of special bank insolvency law. Based on a purely administrative approach, it largely excludes courts from the resolution process, which are instead entrusted to administrative resolution authorities. These are vested with a wide array of powers11 and a set of very potent resolution “tools”,12 or statutorily defined resolution techniques, hitherto unknown in most European countries.


    It is worth noting the BRRD also incorporates formally in the resolution regime the recapitalization of failed banks with public funds. In particular, it authorizes, in limited cases (to use the directive’s wording, in the “very extraordinary situation” of a systemic crisis13) and under strict conditions, the extension by national governments of two forms of public financial assistance14: the public equity support tool, whereby the state injects capital into the failed bank15; and the temporary public ownership tool, whereby the state nationalizes the failed bank.16 In this manner, the BRRD brings within the picture and regulates through binding legal provisions the conditions for bank bailouts – a type of governmental action which up till now took place on a fully ad hoc basis, subject only to the need to respect European state-aid norms.17


    The BRRD’s tools and procedures will be applied in a decentralized manner, with individual countries retaining responsibility for the resolution of their domestic banks, in accordance with the well-established principle of home-country control. For this purpose, each Member State must appoint a resolution authority to carry on resolution actions in accordance with the domestic implementing legislation. This means that the “common” SRR is subject to important national discretions (including in relation to the critical issue of the precise order of priority of claimants in a credit institution’s insolvency). Within the narrower geographical confines of the euro area and its Banking Union, however, the resolution process will be unified to a much greater extent as a result of the establishment of a Single Resolution Mechanism (SRM),18 which entails a common decision-making framework for the main resolution actions, with a supranational body, the Single Resolution Board (SRB) serving as the central resolution authority.19


    The BRRD enumerates four resolution tools, which the resolution authorities must be able to utilize separately or in combination: the sale of business tool, the bridge institution tool, the asset separation tool and, last but not least, the so-called “bail-in” tool.20 The sale of business tool permits the forcible transfer to a third-party acquirer, by way of a sale conducted on commercial terms, either of the ownership of the failing bank’s legal person or of its ongoing business in whole or in part (including assets and rights as well as liabilities).21 The transfer is decided by the resolution authority without obtaining the consent of the failing bank’s existing shareholders or any other stakeholder, and without complying with any procedural requirements under company or securities law,22 thus avoiding delays and, most importantly, strategic behavior on the part of the old stakeholders, who might otherwise withhold their consent as a means of exerting pressure for an alternative offer that would be more advantageous to themselves. Where an appropriate acquirer cannot be found immediately, the bridge institution tool23 enables the resolution authority to transfer ownership either over the failing bank itself or of the whole or part of its business to a special institution operating under the resolution authority’s own control, so as to ensure continuity of operation and maintain critical functions pending a final retransfer of the bank or its assets to the private sector. Whenever either of these tools is used to transfer only part of the failed bank’s business (as will often be the case), the old legal person with its residual estate must be wound up by way of normal insolvency proceedings.24 As for the asset separation tool,25 this can be used only jointly with (and effectively, in support of) another resolution tool. The asset separation tool is designed to avoid an immediate forced sale of the failed bank’s portfolio of impaired assets, which may cause grave further losses; instead, the substandard portfolio is transferred to an asset management vehicle, which will seek to maximize its overall liquidation value through an orderly realization or collection process (which may include the runoff of the portfolio).


    The BRRD’s fourth and final resolution tool, the bail-in tool,26 empowers the resolution authorities to force a failing or failed bank’s immediate stakeholders (specifically, its shareholders and certain, but not all, creditors) to contribute to the financial cost of resolution through a writedown or conversion of their claims against the bank. Bail-in is thus designed to provide an innovative and drastic response to the problem of resolution financing. At the same time, it is meant to strengthen market discipline by abolishing the public subsidy that banks’ stakeholders enjoyed in the past as a result of bailouts.27


    Beyond the BRRD, a full appreciation of bail-in and its precise role in European resolution policy would require an examination of three other European legal instruments, namely, the Commission’s communication of 2013 on state-aid measures in support of banks,28 and, in so far as the Banking Union is concerned, the SRM Regulation29 and the ESM’s DRI Guideline.30 These instruments set relevant parameters, in particular with regard to the interrelationship between bail-in and the potential financing contributions of industry-funded resolution funds, on the one hand, and of states in the form of the government financial stabilization tools envisaged by the BRRD, on the other hand. They are of little relevance, however, for the topics of the present discussion, which is not intended to provide a detailed presentation of the provisions of European law affecting bail-in.31


    For the same reason, the discussion will also eschew, among other things, any analysis of the formidable technical difficulties that the application of bail-in in relation to domestic and, especially, cross-border banking groups might involve – a particularly significant issue, since almost all systemically important banks are organized as groups of companies rather than as single-entity credit institutions.32 It will, instead, be restricted to highlighting certain general aspects of the new tool, namely:


    –the underlying philosophy of bail-in and its relation to standard theories of insolvency law (section 3);


    –the limited and potentially discretionary scope of bail-in as operationalized in the BRRD (section 4);


    –the tension between the bail-in tool and the protection of stakeholders’ rights in accordance with general principles of insolvency law (section 5); and


    –the implausibility of the claim that bail-in will relegate discretionary bank bailouts to the ash heap of history, as some people seem to think (section 6).


    3 Bail-in from an insolvency-law perspective


    Up to a certain point, the introduction of special norms of bank insolvency law can be justified on merely technical grounds. In other words, even if one assumes that bank insolvency shares the same objectives and principles with the general system of corporate insolvency, the unique characteristics of banking institutions arguably necessitate different procedural solutions.33 Thus, the collective proceedings of general corporate insolvency may be unsuitable for the handling of bank failures due to their exceedingly long time frame and procedural strictures. Moreover, being court-based, they do not provide opportunities for cross-border coordination, as necessary for handling effectively the failure of an international bank. And they certainly render redundant the prior planning of recovery and resolution actions on the part of regulators, since there can be no certainty that, following failure, the insolvency court will give effect to their plans.34 From this angle, an SRR can be seen as a superior means of achieving in the banking field the usual objectives of insolvency law, such as ensuring an orderly approach and and/or maximizing the value of the insolvent estate for the benefit of existing creditors.


    According to the dominant theory of insolvency law, the creditors’ bargain theory,35 the institutions of insolvency provide a solution to collective action problems, which are inherent in the creditors’ attempts to realize the common pool of assets of the insolvent estate. The collective proceedings seek, in particular, to prevent a value-destroying race for the assets between the individual creditors. The same logic applies to certain closely related pre-insolvency procedures for the reorganization of distressed enterprises through the restructuring of their obligations (such as voluntary schemes of arrangement) when these can achieve restructuring on the basis of (super)majority voting, thus overriding opportunistic holding-out by particular creditors.


    Of course, SRRs do not abandon the objective of estate-value maximization, which in many cases is achieved more effectively through going-concern reorganization of the existing legal person and, when this does not work, through its orderly liquidation, which may involve the separation and sale of its viable parts as operating units. This, indeed, is one purpose of “open-bank” resolution. Techniques of open-bank resolution essentially identical to those set out in the BRRD – that is, “purchase and assumption” (“P&A”) transactions analogous to the sale of business tool, bridge banks and “bad banks”, which in in the BRRD go under the “asset separation” moniker – have been used for some time in the US and to a lesser extent elsewhere, including with a view to maximizing value by avoiding piecemeal liquidation and preserving the failed banks’ franchise value. The maximization of the failed bank’s estate value may also serve to contain the losses of the relevant deposit insurer, who may thus choose to support financially the open-bank solution as the “least costly” alternative. But these considerations are still compatible with the basic understandings of general corporate insolvency and its orientation towards the protection of private rights and interests.


    This, however, is not the whole story. SRRs – at least those of recent vintage, such as the BRRD – are not confined to offering technically superior solutions to the problems of insolvency law. They have much wider, public objectives, which shift drastically the focus from the balancing of stakeholders’ interests to the systemic implications of bank failure (that is, on an externality). Thus, as we have seen, their primary objectives are the protection of financial stability and the uninterrupted provision of critical credit and payment services to the economy.36 Significantly, to achieve these objectives, SRRs are willing to bypass or disregard basic assumptions and limitations of the general insolvency system. This tendency is more pronounced in the case of the bail-in tool than of the BRRD’s other resolution tools. The latter take for granted the funding structure of the failed bank and respect the form of the various stakeholders’ claims. In contrast, the way in which bail-in operates marks a rather decisive departure from private law’s common assumptions regarding the respective roles of shareholders and debtholders in a distressed business enterprise. In this sense, bail-in has unusual, and very interesting, implications from the viewpoint of private rights and their articulation in insolvency law.


    Keeping a loss-making bank, with potentially negative net worth, going will typically require an injection of new funds. As already discussed (section 1), traditionally this could be achieved only voluntarily or by means of a publicly financed bailout; but the Global Financial Crisis has proven conclusively that bank bailouts, in addition to their other defects, can have disastrous fiscal consequences. As a result, the search for alternative solutions to the problem of resolution financing has become a top policy concern.


    The bail-in tool responds to this concern in a novel and ambitious way.37 It seeks to return the failed bank, or its surviving part, to full solvency and financial viability38 without recourse to outside funding. For this purpose, it combines in a distinctive mix three distinct ideas: the internalization of the costs of failure by stakeholders; the mandatory aspect of liquidation; and the drastic financial restructuring of the distressed enterprise. All of these can be found in general corporate insolvency law and/or pre-insolvency reorganization proceedings, but the second and the third do not normally coalesce.


    The mandatory writedown or conversion of claims could be interpreted as a method for allocating to the failed bank’s existing stakeholders past losses, despite the fact that the bank has escaped liquidation. From this perspective, bail-in would signify banking’s renewed subjection to normal budgetary constraints and market discipline.


    Seen as a form of reorganization proceedings, however, the mandatory character of bail-in has another function. It is designed to resolve the problem arising from the strategic behavior of stakeholders of failed banks (the shareholders, debtholders and, less directly, the directors, who can control corporate actions) as against the state, representing the taxpayers and the economy at large. When the stakeholders can reasonably expect that the state will be forced, or simply inclined, to provide support for reasons of systemic stability (or even for other reasons, e.g. political), they have an incentive to hold out, vetoing (or obstructing procedurally, if in control of the proceedings) the proposed reorganization plans, up to the point where they receive some benefit which improves their position substantially. The stakeholders become effective veto players who seek to gain a rent from the public in return for their consent; they thus manage to externalize their losses, occasionally in full, through a complete bailout.39 Bail-in, being administration-based and mandatory, removes the veto power of stakeholders. Holding out is no longer possible – at least, not in a direct, procedural sense. There is no possibility for strategic behavior. Thus, bail-in allocates losses authoritatively to the stakeholders and impedes the externalization of burdens to taxpayers. In this way, it simultaneously serves two purposes: the protection of fiscal interests; and the restoration of market discipline.


    Less commonly discussed is the fact that bail-in seeks to provide a solution to a problem unconnected to the bailout debate, namely, the sufficiency of the reorganization exercise. For a failed bank to survive as a viable entity, the absorption of past losses is not sufficient. To retain the confidence of the market and be able to resume normal business activity, it must further display a relatively high level of capitalization. This will also be necessary in order to meet the regulatory requirements. For this reason, bail-in is not limited to the absorption of past losses, but is also applied to recapitalize forcibly the institution, marshalling for this purpose liability holders’ resources which are converted into equity. Note that such conversion may provide the only means of rebalancing the books and raising new private capital in the adverse environment of a systemic crisis, when external demand for new issues of capital instruments may be exceptionally weak. Bail-in is thus functionally equivalent to a US-style prepackaged bankruptcy, through which the lawful continuation of the banking business becomes possible following financial restructuring, thus avoiding a value-destructing piecemeal liquidation. The difference is that bail-in is externally mandated and does not require the majority consent of the classes of liability holders affected thereby. It is an effective method for avoiding the technical constraints of general company and insolvency law; but to the extent that it ignores the normal principles of insolvency law, it is bound up with issues regarding the protection of private rights (a point discussed in section 5).


    The contribution of shareholders and eligible liability holders can be achieved either through a writedown of their claims or through the conversion of claims or debt instruments into equity either in the existing legal entity or in a bridge bank. Technically, in the BRRD’s scheme the authorities’ power to write down or convert capital instruments (meaning equity and any other instruments included in the definition of own funds,40 some of which may be issued in the form of debt claims, e.g. perpetual and subordinated bonds) is treated separately41 from the bail-in tool, that is, the power to write down or convert into equity the bank’s liabilities.42 But this is only due to the fact that the former power, though not the latter, can also be exercised by the resolution authorities without formally placing the ailing bank in resolution43 – effectively, as an alternative, pre-insolvency intervention. Otherwise, however, it is almost impossible to treat the power to write down or convert capital instruments separately from bail-in, and “bail-in” will be used in the present discussion as a short form for the exercise of eitherpower.


    It is envisaged that the bail-in tool will play a prominent role in future resolution actions. Any external contribution to the financing of resolution actions, whether this is ultimately borne by the private sector or by the state, should follow bail-in, in accordance with a prescriptive financing cascade. Specifically, under the BRRD’s resolution regime:


    •Whenever a bank fails, the possibility of liquidation (a procedure which does not raise the external financing issue) must first be considered. The BRRD emphasizes the “exceptional” character of resolution actions: an insolvent bank should normally be wound up by way of normal insolvency proceedings; it should be maintained as a going concern through the exercise of resolution powers and the application of resolution tools only if this appears advisable for financial stability purposes.44


    •If winding-up is inadvisable for reasons of systemic stability, the failed bank’s resolution (involving its continuation as a going concern, whether as a whole or in part, and whether by retaining the old legal entity, through a merger with another entity or through a bridge bank) must be financed to the extent possible from private sources, both internal (existing stakeholders of the bank) and external (willing acquirers and/or investors of new capital).


    •In particular, existing stakeholders – namely, shareholders, junior creditors and, depending on the circumstances, even senior creditors and depositors with deposits in excess of the guaranteed amount of € 100,000 – are required to contribute to the absorption of past losses, as well as to the recapitalization of the open bank to a level sufficient to satisfy its minimum conditions for authorization, through the writedown of their equity and debt claims and/or the conversion of debt claims into equity (application of the bail-in tool).45 The extent of writedown or conversion of claims will depend on the circumstances, but for each category of creditor included in the bail-in an upper limit is set by the principle that “no creditor shall incur greater losses than would have been incurred if the [bank …] had been wound up under normal insolvency proceedings” (“no creditor worse off” or “NCWO” principle).46


    •In this context, the relevant national deposit guarantee scheme (“DGS”) (a mechanism funded through levies on the banking industry, thus also a “private” source in a restricted sense) may be required to contribute to the financing of a member bank’s resolution. However, its participation to open-bank resolution financing is limited to the amounts that it would be required to pay out to covered depositors, if the bank in question had been wound up under normal insolvency proceedings.47 Thus, the NCWO principle applies to the DGS’s participation in a similar manner as to creditors whose claims are included in the bail-in.


    •If the contributions of private parties are not enough, the appropriate national resolution fund or, for the countries of the Banking Union, the SRM’s Single Resolution Fund (once more, a mechanism which is funded by the banking industry, therefore from a financing perspective as “private” as the DGS) can make a contribution, subject to strict conditions and up to a specific limit. Thus, the relevant resolution fund can only step in after a contribution amounting to no less than 8% of total liabilities (that is, liabilities including own funds) has been made by stakeholders other than covered depositors by way of bail-in.48 In addition, the intervention is limited to medium-term financing of no more than 5% of total liabilities.49


    •If a bank remains undercapitalized even after all the aforementioned sources of resolution financing have been exhausted (either because they were depleted, or because the limits on their contribution were reached), but its continuation as a going concern appears imperative for reasons of systemic stability, recapitalization with public funds (whether national or pan-European) may be considered.


    While the resolution authorities have discretion to select the most appropriate method of resolution and to apply any of the resolution tools set out, the BRRD does not afford discretion as to the application of the burden-sharing cascade.50 Accordingly, assuming that the legal prescriptions will be applied faithfully ex post, especially at a time of crisis, the cascade shifts the bulk of the burden from the taxpayer to the banks themselves, along with their investors and creditors.


    4 Ambiguities and discretionary elements of bail-in in the BRRD


    The principle of bail-in in the BRRD – just like the overall burden-sharing cascade – appears to be highly prescriptive, but the reality may prove to be more nuanced. Much may come to depend on the specific circumstances of each case. This is a typical characteristic of the BRRD and other recent SRRs, whose very detailed legal frameworks are not necessarily intended to establish hard rules or prescribe with precision the final outcomes of resolution actions, but to structure discretion and standardize the procedural framework by establishing the decision-making order and relevant considerations for official actions, while leaving substantial room to the relevant official decision-makers for ex post variation of the substantive choices.


    Thus, the modalities of the bail-in tool in the BRRD set significant limits to its scope. They also introduce significant discretionary elements, which place in question its automaticity and uniformity of application. Of special interest in this context are: the order of priority of claims in bail-in (that is, the sequenceof writedown and conversion of various instruments); the exclusion from bail-in of certain liabilities, sometimes in general terms, but on other occasions on a discretionary, ex post basis; and the method of protection of the economic rights of a failed bank’s existing stakeholders.


    To start with, the sequence of writedown and/or conversion of claims in bail-in51 largely respects the order of priority in insolvency (that is, follows the reverse order, moving from more junior to more senior instruments). Thus, capital instruments and eligible liabilities may be written down or converted in the following order:


    –writedown of Common Equity Tier 1 items (including shares which have been issued as a result of the conversion of contingent convertible bonds, or ‘CoCos’, in accordance with their contractual terms, with such conversion taking place prior to the writedown);


    –reduction through writedown or conversion of the principal amount of Additional Tier 1 instruments “to the extent required and to the extent of their capacity”;


    –reduction of the principal amount of Tier 2 instruments “to the extent required and to the extent of their capacity”;


    –reduction to the extent required of principal amount of subordinated debt that does not count as Additional Tier 1 or Tier 2 capital; and finally,


    –reduction to the extent required of the principal amount of, or outstanding amount payable in respect of, the rest of eligible liabilities, in accordance with the hierarchy of claims in normal insolvency proceedings, including the new preferred rankings52 of DGS-covered and non-covered retail deposits.


    Within each class, losses must be allocated equally, by reducing the principal amount pro rata.53 Resolution authorities may apply different rates of conversion of debt to equity to different classes of capital instruments and liabilities. However, the conversion rates must be set so as to provide appropriate compensation to the affected creditor; and in any event, the conversion rate applicable to senior liabilities must be higher than that applicable to subordinated liabilities.54 The provisions also require that one class of liabilities may not be converted as long as another class that is subordinated to it remains substantially unconverted into equity or not written down.55 Interestingly, however, the relevant qualification is “substantially”, rather than “completely”, as one should expect in accordance with the absolute priority rule of insolvency law. To increase certainty and uniformity of application, the European Banking Authority (EBA) is empowered to issue guidelines on certain aspects of the process, including the treatment of capital instruments and the setting of rates of conversion of debt instruments into equity.56


    Importantly, of a failed bank’s liabilities, not all are bail-inable. Certain critical provisions of the BRRD57 exclude for bail-in, and thus protect from the normal course of loss absorption in accordance with the insolvency rankings, broad classes of liabilities. The BRRD mandates the exclusion of particular types of liability categorically. Other liabilities, whose contractual or transactional nature is not specified in the directive, may be exempted from bail-in on a discretionary basis ex post, that is, at the time of resolution, by the relevant resolution authority.


    The BRRD-mandated exclusions58 of Art 44(2) include:


    –DGS-covered deposits;


    –all secured liabilities, including covered bonds;


    –client assets or client money, including assets or money held on behalf of undertakings for collective investments in transferable securities (UCITS) or alternative investment funds (AIFs), but only if these clients are protected under national insolvency law;


    –liabilities arising by virtue of a fiduciary relationship, but only if the beneficiary is protected under national insolvency or civil law;


    –interbank liabilities, excluding claims of entities within the same group, with an original maturity of less than seven days;


    –claims to trading systems and their operators arising from the participation in such systems with a remaining maturity of less than seven days;


    –claims of employees in relation to accrued salary, pension benefits or other fixed remuneration;


    –claims of commercial or trade creditors arising from the provision to the bank of goods or services that are critical to the daily functioning of its operations;


    –tax and social security liabilities, if these are preferred under national law; and


    –liabilities resulting from contributions to deposit guarantee schemes.


    To these mandatory exclusions may be added certain discretionary ones. Thus, in so-called “exceptional circumstances”, the national resolution authorities may decide to exclude totally or partially certain liabilities from bail-in if:


    –it is not possible to bail-in such liabilities within a reasonable time notwithstanding the good-faith efforts of the resolution authority,


    –the exclusion is strictly necessary and proportionate to achieve the continuity of the bank’s critical functions and core business lines,


    –“the exclusion is strictly necessary and proportionate to avoid giving rise to widespread contagion, in particular as regards eligible deposits held by natural persons and micro, small and medium-sized enterprises, which would severely disrupt the functioning of financial markets, including of financial market infrastructures, in a manner that could cause a serious disturbance to the economy”, or


    –bail-in of such liabilities would be value-destroying, thus imposing even higher losses on other creditors.59


    In the event of a discretionary exclusion on such grounds, the level of writedown or conversion applied to other eligible liabilities may be increased, subject to the NCWO safeguard.60


    It should be noted that it is precisely because of exclusions (whether mandatory or discretionary) that a need for external resolution financing may arise. The exclusions deplete the pool of resources available for loss absorption and recapitalization, while leaving an increased volume of liabilities behind. If all capital instruments and liabilities were fully subject to bail-in in accordance to their ranking, there would never be a need for external financing, because the pool of liabilities would be allowed to disappear to the degree necessary for ensuring a full absorption and internalization of losses. Liability holders would be treated in roughly the same way as in a normal liquidation. At the limit, old shareholders would be totally eliminated, while the former liability holders would be left, in strict accordance with their order of priority, with claims over a residual pool of assets – the equivalent of the dividend that they would receive in insolvency, albeit in non-monetized form. Of course, so robust an approach would be inconsistent with the public objectives of resolution. In a sufficiently deep insolvency, the old deposit-taking intermediary would have effectively disappeared. And resolution might have taken place in an orderly manner, but it could not achieve its stabilization and financial continuity objectives. In this sense, the protection of a large volume of claims is both a limit to bail-in and a condition for the successful completion of the resolution process.


    Still, the fact of the matter is that exclusions reduce the potency of bail-in as a solution to the problem of resolution financing. They can leave a funding gap, which necessitates the intervention, first of the relevant resolution fund, and then of the state. The BRRD seeks to constrain reliance on these external, public sources of financing by insisting on bail-in of 8% of total liabilities, including own funds, before these other sources of funding can be called upon to contribute.


    Even worse, discretionary exclusions of a potentially wide range of liabilities can turn bail-in into a largely optional tool, whose use and scope depends on the ex post evaluation of prevailing conditions in the financial and real economy. To constrain the discretion of national resolution authorities in this regard, the Commission is empowered to adopt delegated acts specifying the circumstances when exclusion is necessary on such grounds.61 Moreover, a discretionary exclusion requires prior notification to the Commission and, if it leads to a funding gap that will need to be filled by the relevant resolution fund, may be opposed by the latter.62 And the state-aid framework provides additional safeguards. However, the main issue is not one of national abuse of the system of discretionary exclusions, but the time-inconsistency of resolution policies. This affects the Commission as much as the national resolution authorities. Accordingly, the existence of discretions takes away the automaticity of bail-in and turns its applicability into an open question (to which we will return in section 6).


    As for the mandatory exclusions of specified classes of liabilities, this is bound to lead to strategic behavior on the part of credit institutions and their liability holders, thus opening an important new chapter in the history of bank funding and regulatory dynamics. In particular, banks could seek to alleviate the burden by financing themselves to a much greater extent with non-bail-inable instruments. The mandatory presence of a sufficient volume of bail-inable liabilities in banks’ balance sheets is thus a prerequisite for the successful operation of bail-in.63 For this purpose, the BRRD introduces a minimum requirement for own funds and eligible liabilities (“MREL”).64 The MREL obliges credit institutions to meet, at all times, a minimum amount of own funds and eligible liabilities expressed as a percentage of their total liabilities and own funds. The MREL will be set separately for each credit institution, always in view of certain general criteria, which do not include, however, a numerical minimum level or default indicator.65 In combination, the exclusion of certain types of liabilities and the MREL may lead to a bifurcated liability structure, with banks seeking to confine the issuance of bail-inable liabilities to the level necessary for meeting their specific MREL, while for the rest they prefer to finance their activities with non-bail-inable instruments.


    A converse problem concerns the possibility that a high concentration of bail-inable instruments issued by a particular bank in the hands of another entity (such as a bank, financial institution, shadow bank or institutional investor) might lead to the collapse of that entity due to losses from holding the instruments, should the issuing bank fail, thus providing a channel of contagion. In order to ensure resolvability by way of bail-in without thereby engendering contagion, resolution authorities are authorized to limit the extent to which other institutions within the scope of the resolution regime, which do not belong to the same group, can hold the bail-inable liabilities of a particular institution or group.66


    5 Bail-in and stakeholders’ rights


    In SSRs generally, and the BRRD specifically, the public interest (including in the stabilization of the financial system and the minimization of taxpayers’ exposure to direct loss or mere financial risk) can trump the stakeholders’ interests, especially by overriding their legitimate expectation to receive individually the maximum possible recovery rate. The bail-in tool, in particular, raises issues of equal treatment and protection of property rights, which go to the heart of private law and, in particular, the general principles of insolvency. At a limit, the tension between discretionary but mandatory bail-in and the private rights of stakeholders may raise questions relating to the violation by the state of fundamental rights of the stakeholders.67 At a more prosaic level, however, the application of bail-in entails unavoidably substantive conflicts with legitimate private interests of the stakeholders affected thereby, as the latter are reflected in the principles and objectives of general insolvency law, including the absolute priority rule, which requires strict respect for the order of priorities, the principle of pari passu satisfaction within the same class, and the expectation that insolvency proceedings must ensure the maximization of payouts to stakeholders, always according to their rank.68


    Of course, the general principles of resolution emphasize that shareholders bear first losses, adding that creditors bear losses after the shareholders in accordance with their order of priority, but recognize that this principle is bent in various cases where the Directive provides otherwise.69 Moreover, the directive requires the “equitable”, not equal, treatment of creditors of the same class; even this is subject to exceptions.70


    The exclusion of many categories of liabilities is a significant source of tension between bail-in and private rights. In particular, the exclusions result in more lenient treatment of the liabilities covered thereby in comparison to the non-excluded (“eligible”) liabilities of the same insolvency rank! This consideration applies with particular force to the ex post discretionary exclusion of certain liabilities. By nature, the exclusion of certain claims worsens the position of those left behind in a reduced pool of bail-inable liabilities. This violates both the pari passu principle and the recovery maximization objective of insolvency law. This consideration applies with lesser force to the mandatory exclusions. These may be seen as a pre-publicized modification of the order of priorities, which, having been promulgated in the form of legal provisions of general applicability, determines the private investors’ decision-making horizon and defines in a stable way the content of their contractual rights.71 In the special case of deposits, the BRRD reprioritizes the relevant claims in a direct and legally unexceptionable way, by introducing new mandatory preferences in favor of DGS-covered deposits, followed by non-covered deposits from natural persons and micro, small and medium-sized enterprises.72


    Another tension relates to the ambiguity of the provisions governing the extent of inclusion in bail-in and relative treatment of various classes of claims.73 The whole tenor of the provisions suggests that more senior claims can be written down or converted before junior ones have been extinguished completely, as the absolute priority rule would require. (Conversely, the provisions require a severe dilution of existing shareholders when bail-in is applied to a bank with positive net worth.74 Since this may not be necessary on financial grounds, the relevant provision introduces a punitive element in an otherwise technical approach to burden-sharing.)


    The fact that resolution can take place at a point when the bank is still solvent aggravates in a very serious way the tension between bail-in and private rights. The trigger for resolution in the BRRD is that the institution is “failing or likely to fail”, and the failure cannot be avoided by resorting to alternative private sector measures or supervisory action (such as early intervention measures or the pre-resolution writedown or conversion of relevant capital instruments) which could prevent the failure within a reasonable timeframe.75 When these conditions apply, resolution action may be taken if this is necessary in the public interest.76 However, “failing or likely to fail” does not mean only actual or impending balance-sheet insolvency or inability to pay debts as they fall due, in harmony with the usual criteria insolvency law. It may also include vaguely defined situations raising the need for public financial support as well as, and more critically, situations involving the actual or impending infringement by the bank of its regulatory requirements for continuing authorization, including the depletion of a significant amount of own funds due to operating losses.77 The criteria are rather fluid and imprecise, but they certainly mean that the trigger for resolution can be crossed at a point well before the bank has reached the financial state of negative net worth (economic insolvency). Unfortunately, the BRRD does not include a specific numerical indicator of critical undercapitalization, to serve as a clear quantitative trigger. In any event, the early trigger raises further concerns regarding the treatment of liability holders (who at this stage may legitimately expect to get what they are due under the terms of their contracts) as well as equity holders (whose interest in the bank continues to have positive value).


    The power to write down capital instruments can also be exercised as a corrective action, that is, without placing the bank in resolution.78 In this case there is an alternative test, namely, that the institution (or its group) is no longer “viable”.79 This is also set out in imprecise terms, but effectively overlaps with the trigger for resolution in the proper sense. But on this occasion too, the trigger can be pulled at a point when the institution is not insolvent.


    The resolution regime seeks to alleviate concerns relating to bank stakeholders’ private rights by introducing the NCWO principle,80 according to which “no creditor shall incur greater losses than would have been incurred if the institution. . . had been wound up under normal insolvency proceedings”.81 Shareholders are not explicitly mentioned, but their financial interests are also at stake and should be considered. The assumption appears to be that resolution will tend to increase a failed bank’s total value to a considerable extent, so that, even though certain stakeholders may receive less than a full share of the difference, they will still be left better off than under the alternative scenario of insolvent liquidation. Accordingly, despite the fact the principle of equal treatment among the relevant class is not honored in full, such stakeholders cannot be said to suffer actual harm as a result of its violation!


    The NCWO principle applies to partial transfers under the other resolution tools as well as to bail-in.82 It requires, in particular, resolution authorities to ensure, on the basis of a valuation by an independent person, not only that the conditions for resolution (or, where applicable, a pre-resolution writedown of capital instruments) exist, but also that the proposed resolution actions are appropriate and that bail-in is applied only to the necessary extent.83 In addition to this prior valuation, another independent valuation must take place following the implementation of the chosen resolution action, in order to establish whether the treatment of shareholders and bailed-in creditors in resolution was different from what it would have been in the counterfactual comparative scenario of the bank’s liquidation.84 If the treatment proves to have been worse than in liquidation, there is a right to compensation (or “safeguard”), whereby the creditors’ or shareholders’ excess losses are covered by the relevant resolution fund.85 It may be asked why it should be the resolution fund which owes the compensation, but this is not the main concern.


    The fundamental ambiguity of the NCWO principle relates to the basis of comparison.86 The BRRD mandates that the treatment of stakeholders in resolution should be compared with the liquidation value of the bank at the time of the resolution decision, rather than its value following restructuring.87 The valuation must assume that no resolution actions would take place and that no extraordinary public financial support would be extended.88 Worse, although this is not clearly stated, the implicit operating assumption would appear to be that the valuation must be conducted on a gone-concern and forced-sale basis (rather than on a going-concern or open-bank reorganization basis, since this is explicitly excluded, or even a longer-term orderly liquidation basis, potentially including the managed run-off of the asset portfolio)! The question is whether this is in all cases an appropriate valuation approach. Furthermore, the evaluation is bound to depend on macroeconomic assumptions and changing market conditions. The problem of the potentially inappropriate comparator is accentuated when the bank has been placed in resolution before reaching the point of balance-sheet insolvency.


    6 An end to bailouts?


    Regardless of the tensions discussed above, bail-in is bound to affect the banking industry’s incentive structure. However, one may doubt whether bail-in and, more generally, the new, structured approach to resolution, will mark the end of TBTF and/or bank bailouts using taxpayers’ money.89 Bailouts may become more rare than in the past, but there will still be concrete situations when they will appear to constitute the best available solution. Exactly as in the past, this is likely to be the case primarily with regard to large failures and systemic crises.


    Even general corporate insolvency law will tend to vacillate between an ex ante insistence on strict enforcement and a more lenient ex post perspective.90 Ex ante, the law may emphasize the principles of hard budgetary constraints and strict enforcement of claims, because these optimize debtors’ incentives and reinforce market discipline. Ex post, however, things are seen in a different light. Due to the long time delays, informational asymmetries and high administrative and transactional costs of the liquidation process, the termination of an insolvent enterprise will frequently appear more costly and inefficient, and thus value-destroying, when compared with the alternative of its continuation as a going concern following some sort of debt restructuring. Thus, real insolvency actions tend to relax ex post the budgetary constraints and to treat debtor enterprises more leniently than what would be necessary in order to eliminate moral hazard. The same shift in perspectives applies with a vengeance to bank failures – not to mention system-wide banking crises, when the incentives for forbearance are almost insurmountable! This is due to the overriding consideration that bank closures can cause exceptionally strong negative external effects. Of course, the resulting softening of the theoretically applicable norms creates moral hazard; but, all in all, the immediate external costs of strict enforcement may be so high (especially in the context of a systemic crisis),91 that even a benevolent public decision-maker may consider it preferable to relax the supervisory standards, and even to use public moneys for a costly bailout.


    The policy trade-off between immediate stabilization and longer-term incentives is unlikely to disappear simply because of the new resolution principles. To strictly enforce the regulatory covenants, or to tolerate slippages and even provide support to failing banks, thereby fuelling moral hazard, is a perennial dilemma of banking policy, which we cannot simply wish away.


    Moreover, it is not true that the interests of taxpayers are in all cases harmed by bailouts. It is notoriously difficult to evaluate the costs of bailouts. The immediate price tag for recapitalizing the failed banks does not tell the whole story. There are indirect costs (such as the long-term cost of reduced market discipline, or the distortions resulting from the state-financed validation of substandard past financial claims and the retention of high levels of leverage in the economy), but also substantial indirect benefits (from the financial and macroeconomic stabilizing effect), which cannot be measured with accuracy. Even in terms of direct outlays, the magnitude of the subsidy to the banking sector, as well as the taxpayers’ estimated losses, will depend on the macroeconomic environment. They will be higher precisely at the point when the economy is weak and system-wide difficulties are in evidence – that is, precisely at the point at which the social costs of allowing a bank to fail will also rise. It is not uncommon for the sign of the taxpayers’ investment in banks to be reversed over time, as the macroeconomic environment improves, with the potential loss from the state’s participation in bank recapitalization efforts eventually turning into substantial gains, as the economy improves and the value of the recapitalized banks increases.92


    Time inconsistency may, more specifically, affect the actual application of the BRRD’s bail-in instrument. The resolution approach in the BRRD is largely premised on the assumption that banks fail individually, one at a time. In reality, bank failures (including failures of systemically important banks) tend to occur in a context of wider economic distress. In this environment, resolvability and bail-in cannot of themselves preserve systemic stability. They can certainly render more practicable the rapid recognition and write-off of bad debts, thus facilitating immediate deleveraging. But this can hardly be achieved without second-order harmful effects. In particular, it is unrealistic to believe that, in a systemic crisis, bail-in can take place at a scale sufficient to absorb the losses and/or cover the recapitalization needs of all troubled banks simultaneously and without very serious negative side-effects. In this scenario, alternative private sources of financing will also be scarce: new private money will be no more forthcoming than it was during the recent crisis. Similar considerations apply to the individual failure of any of the system’s largest banks.93 In such circumstances, a publicly financed bailout continues to provide a valid policy alternative, because, even if it remains technically feasible, it may appear highly undesirable.


    In short, bail-in evidently improves the overall policy mix, especially if the MREL is taken into consideration: it increases banks’ financial buffers in normal times and the resources available for resolution financing at the point of failure; it introduces new restructuring possibilities by simultaneously achieving some deleveraging and recapitalization; and it precludes strategic behavior on the part of the banks’ stakeholders, thus enabling resolution officials to pursue more effectively the optimal resolution actions. Ex post, however, full bail-in may often prove to be unsuitable. This is why in the relevant provisions the apparent automaticity of bail-in is watered down by allowing discretionary exemptions for particular classes of liabilities.94


    As for bail-in’s impact on market discipline, it should be observed that the latter depends less on the internal legal articulation of the formal resolution regime and more on predictions about the state’s future response to a crisis. If the assumption is that bailouts are unlikely to disappear completely, bail-in may lead to generally reduced, and possibly less linear, ex ante values for the bailout subsidy, that is, to higher, and more properly priced, funding costs for banks,95 but not to a full correction.96 Moreover, the likelihood of a bailout, and with it the estimated value of the subsidy, will be neither the same for all banks, nor immutable over time, but will be likely to increase with a bank’s size and, primarily, with the deteriorating macro-environment. And in any event, market discipline will continue not to apply to the various categories of protected (“excluded”) creditors.


    Taken by itself, then, bail-in may have a limited practical effect, leaving the general tendency of the old incentive structure largely unaffected. It may reduce substantially the likelihood of bailouts in the case of medium and small banks, but only to a lesser extent the value of the TBTF subsidy. If so, rather than removing the comparative advantage from size, it would tend to entrench it. To cancel the TBTF subsidy, the enactment of bail-in-focused resolution policies is not enough, because such policies are neither time-consistent, nor sufficiently uniform in their application and effects. For this purpose, regulatory measures which penalize size in normal times, such as structural regulations and prudential requirements whose intensity increases with size, would be necessary.
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    Legal constraints on resolution measures and the application of the bail-in tool under BRRD and SRMR


    Axel Kunde1


    The new EU resolution framework for banks, codified by the BRRD, provides resolution authorities with far-reaching powers to interfere with the rights of the shareholders and creditors of a failing bank. One of the requirements is that taking such actions is expected to result in an outcome that is deemed socially superior to the winding up of the relevant entity under normal insolvency proceedings: the “public interest test” requires that taking resolution actions must be necessary and proportionate to achieving the resolution objectives, and that normal insolvency proceedings would not meet these objectives to the same extent. Under the Single Resolution Mechanism (SRM) which has been created to establish uniform rules and procedures for the resolution of banks established within the Banking Union, the Board exercises the resolution powers through instructing the relevant national resolution authorities. However, since the resolution tools, the resolution objectives, and the conditions for resolution including the public interest test, are identical for the BRRD and the SRMR (Article 18.5 SRMR and Article 32.5 BRRD), there is no need to make a distinction for the purpose of the discussion that follows.


    The resolution objectives, which must be observed universally, can be interpreted as an initial set of constraints in the sense that they limit the set of sensible resolution measures. These are:


    a)ensuring the continuity of the banks’ critical functions,


    b)protecting financial stability and avoiding contagion,


    c)protecting public funds,


    d)protecting retail depositors and retail investors, and


    a)protecting client funds and client assets.


    An additional constraint is that the resolution actions should seek to minimise the cost of resolution and avoid destruction of value unless this is necessary to achieve the resolution objectives (Article 14.2 SRMR and Article 31.2 BRRD).


    Interference with shareholders’ and creditors’ rights is limited by certain general principles governing resolution and a number of safeguards that protect certain contractual arrangements between the entity in resolution and its counterparties. These provide additional sets of legal constraints. The principles governing resolution include, inter alia, (i) that the shareholders of the entity under resolution bear losses first, (ii) that creditors bear losses after shareholders in accordance with the order of priority of their claims, and (iii) the “no-creditor-worse-off principle” (NCWO, Article 15.1 SRMR and Article 34.1 BRRD).


    The NCWO principle applies universally, irrespective of the resolution measures taken, and requires that no creditor shall incur greater losses than would have been incurred if the entity under resolution had been wound up under normal insolvency proceedings. While the NCWO principle is worded only in terms of creditor rights, it also applies to shareholders in the sense that shareholders, too, are entitled to a compensation payment by the resolution financing arrangement (the SRF in the euro area) should an ex post valuation determine that they had been treated worse in resolution than they would have been in a hypothetical counterfactual insolvency scenario (Article 76.1 SRMR and Article 101.1 BRRD).


    Borrowing terminology from economic theory, an allocation of resources is defined to be efficient if it is not possible to redistribute the available resources in a way that makes at least one person better off without making at least one other person worse off. In this sense, including the NCWO principle as a constraint on the outcome of resolution measures implies a) the assumption that normal insolvency proceedings may not deliver an efficient outcome and, more importantly, b) that resolution authorities are able to deliver a better outcome for the shareholders and creditors of a failing bank. Importantly, it is not sufficient for resolution authorities to deliver net benefits for the shareholders and creditors in aggregate terms: they must be able to deliver these benefits in a way that protects specific types of creditors as prescribed by the resolution objectives, i.e. retail depositors and other clients. Since these protected clients and counterparties are expected to bear little or no losses, resolution authorities must redistribute losses to the non-protected creditors only, while at the same time observing the constraint that the non-protected creditors must not be made worse off than they would be in the case of an insolvency. Meeting all of these constraints is only possible if application of the resolution tools and powers does, in fact, generate a net benefit of a specific minimum size. This minimum size differs from bank to bank and will depend to some extent on the relative size of the banks’ liabilities as regards protected and non-protected creditors: the larger the fraction of liabilities with protected clients, the more challenging it will be to make the non-protected creditors bear all the losses – in resolution – without making them worse off than in the case of insolvency.


    The need to create value in order to satisfy the resolution objectives and the NCWO principle at the same time is sometimes portrayed as a specific challenge for applying the bail-in tool. It is, in fact, a challenge for all resolution strategies. However, it may be more pressing when applying the bail-in tool because this requires resolution authorities to quantify and crystallise losses quickly, and to allocate them to shareholders and creditors as part of the resolution decision. The additional constraints that apply to the bail-in tool are also more explicit in terms of which counterparties must be protected.


    Additional constraints when applying the bail-in tool


    One of the conditions for taking resolution action is that a private sector solution must not be available, i.e. that the existing shareholders are unable or unwilling to recapitalise the bank, that there is no willing buyer for the failing bank, and that negotiations with creditors about a voluntary haircut or conversion of claims into ownership rights have failed. Applying the bail-in tool allows the resolution authority to effect a forced on-balance-sheet recapitalisation within existing legal entities, if appropriate.


    When applying the bail-in tool to creditors’ claims, i.e. the liabilities of the entity or group in resolution, resolution authorities have only very limited discretion: A priori, the BRRD and the SRMR identify a set of liabilities that are generally excluded from bail-in (Article 27.3 SRMR and Article 44.2 BRRD). Since some of the excluded liabilities may not benefit from a preferred status in the creditor hierarchy under national insolvency laws, a risk for violations of the NCWO principle arises. Examples of excluded liabilities include certain short-term liabilities to other financial institutions and financial market infrastructures, employees, credit or trade creditors.


    Under both BRRD and SRMR, all non-excluded liabilities are defined as eligible liabilities, and excluding eligible liabilities from bail-in is only possible under exceptional circumstances. Hence, eligible liabilities are generally “bail-inable”. Further exclusions from bail-in are only possible under exceptional circumstances (Article 27.5 and Article 44.3, BRRD) which essentially require that bailing-in the relevant liabilities is either impossible or that their exclusion is strictly necessary and proportionate in order to meet the resolution objectives.


    When applying the bail-in tool, resolution authorities must observe the creditor hierarchy according to national insolvency law (Article 17.1 SRMR) as well as the pari passu principle, i.e. that creditors of the same class must be treated in an equitable manner (Article 15.1(f) SRMR). Hence, if the claims of subordinated creditors are insufficient to cover all losses and to recapitalise an entity, the claims of all ordinary creditors that relate to eligible liabilities must be bailed-in to the same extent. Doing this could involve a number of well-known operational and conceptual challenges.


    As already argued more generally, the overall amount of losses does not change depending on the way they are allocated. If some liabilities are fully or partially excluded, it may be necessary for the claims of equally ranking creditors to be written down or converted into equity to a greater extent. Provided exceptional circumstances prevail, such redistribution of the burden between creditors of equal ranking is permissible under the BRRD and the SRMR, but only if this does not violate the NCWO principle. Conversely, it follows that in the absence of exceptional circumstances, the general rule is that all eligible liabilities must be bailed-in on a pro rata basis, in accordance with the creditor hierarchy under national insolvency law.


    In summary, the primary driver for taking resolution measures is the public interest in achieving the resolution objectives, in particular protecting financial stability. However, this must be achieved in a way that also protects the private interests of the failing entities’ shareholders and creditors. Since some types of creditors are protected in resolution but are not protected from bearing losses in insolvency, the resolution measures must be appropriate for preserving a higher value than that which would be achieved in liquidation. This difference in value could be allocated to protected creditors only, without violating the NCWO principle. When applying the bail-in tool, additional constraints need to be observed: some bank liabilities are ex lege excluded from bail-in; other liabilities may need to be excluded to meet the resolution goals. In addition, not all eligible liabilities are equally suitable for the partial write-down or conversion – from a practical, operational perspective – which would be required under the pari passu principle. Given these constraints, it could become necessary – under the “resolvability assessment” process – to require banks to change the structure of their liabilities in order to allow the bail-in tool to work effectively without giving rise to substantial NCWO risk. This is also necessary in order to reduce the risk of legal challenges which, if successful, would give rise to compensation claims against the Single Resolution Fund.


    
      
        1 Head of Unit Resolution Planning and Decisions, Single Resolution Board.

      

    

  


  
    The significance and limits of the “no creditor worse off” principle for an effective bail-in


    Karl-Philipp Wojcik1


    The Bank Recovery and Resolution Directive 2 (BRRD) introduced bail-in as a new power for resolution authorities in dealing with banks which are failing or likely to fail.3 To be applied at the latest as of 1 January 2016, bail-in describes the power of resolution authorities to cancel shares and to write down or to convert the liabilities of a failing bank. Bail-in imposes losses incurred by a failing bank on its shareholders and on certain creditors. It is one of the instruments through which the EU Council and Parliament, as the European co-legislators, have sought to sever the ties between banks and sovereigns. At the same time, bail-in aims at restoring market discipline by reducing the implicit state guarantee from which banks have benefitted, and for which the number of bank bail-outs and the huge amount of state resources employed to this end during the last financial crisis provide evidence.4


    Economic research has shown that if national authorities had been able to apply bail-in during the financial crisis, it would not have been necessary to tap governments’ budgets to such a great extent.5 This research was undertaken retrospectively and it was – and could only be – carried out on an abstract basis. Whether in real life the application of the bail-in rules will achieve all the objectives which the European co-legislators intend to achieve with it, only a real-life case can demonstrate. Obviously, any real-life bail-in will trigger specific legal and economic results and will be embedded in specific legal as well as micro- and macro-economic circumstances. It is my view that these will determine, to a large extent, whether bail-in will achieve its goals, i.e. whether bail-in will be effective. This contribution cannot analyse all the conditions for an effective bail-in:6 my intention is to highlight the role of the “no creditor worse off” principle as one element determining the effectiveness of a bail-in.


    A Effectiveness of bail-ins


    The effectiveness of a bail-in will depend on whether its application is predictable for the markets and whether it is legally robust. Bail-in is predictable if creditors understand sufficiently in advance whether and to what extent their claims could be bailed-in. It is legally robust if its result is permanent, taking into account the risk of subsequent changes to the bail-in result following legal challenges. Both aspects are linked. The resolution principle of “no creditor worse off” is one of the measures to address these aspects.7


    1 The “no creditor worse off” principle


    According to Article 34(1)(g) BRRD “no creditor shall incur greater losses than would have been incurred if a bank had been wound up under normal insolvency proceedings”. That means that no creditor (and no shareholder) must be worse off economically after a bail-in compared to his or her treatment under normal insolvency proceedings.


    In order to attain the result prescribed by the “no creditor worse off” principle, the resolution authorities will need to establish, when they are cancelling shares, or writing down or converting liabilities8 of the bank which is failing or likely to fail, a hierarchy of claims under normal insolvency proceedings. The resolution authorities will then apply the bail-in to the shares and liabilities in the reverse order of this hierarchy of claims. For instance, under normal insolvency proceedings shareholders receive the proceeds of the liquidation of assets usually only once all other claims against the bank have been satisfied. Equity is therefore ranked lowest in insolvency proceedings. Correspondingly, in resolution, shares are cancelled first through a bail-in, in order to absorb losses. For creditor claims analogous considerations apply.


    2 Significance of the “no creditor worse off” principle to ensure the effectiveness of bail-ins


    How does the “no creditor worse off” principle contribute to the effectiveness of bail-ins? The answer to this question is two-fold:


    a) Significance for the predictability of a bail-in


    The “no creditor worse off” principle uses the treatment of shareholders and creditors under normal insolvency proceedings as a benchmark from which the treatment of shareholders and creditors in a bail-in can be deduced. Hence, the “no creditor worse off” principle should give creditors a fair idea of their treatment in a bail-in. This enhances predictability.


    b) Significance for the legal robustness of a bail-in, namely its importance for the compatibility of a bail-in with the right to property


    The “no creditor worse off” principle contributes to making the legal result of a bail-in permanent. Obviously, the “no creditor worse off” principle cannot exclude that a bail-in, involving cancellation, write down or conversion, will be challenged in court and that the bail-in result could therefore be subsequently changed. In fact, litigation may be expected challenging the resolution authorities’ decision on a bail-in, since a bail-in will have important legal and economic consequences for affected shareholders and creditors.9 No legislator can exclude through a legal provision that a legal challenge could be brought against a bail-in. This would be against the fundamental right to an effective remedy as enshrined in Article47 of the EU Charter of Fundamental Rights (ChFR). However, given the time constraints for any resolution, the BRRD has reduced the scope for the ex ante legal review of resolution decisions in favor of an ex post review focusing on compensation.10 The “no creditor worse off” principle can specifically contribute to the co-legislators’ intention to reduce litigation risk and subsequent changes to the bail-in result, namely by being a means to rebut any applicant’s claim that the bail-in decision has infringed their fundamental right to property. Let me briefly explain how:


    The cancellation of shares, the write down of claims or their conversion into equity fundamentally alters or suppresses the protected property positions enjoyed by shareholders or creditors. A bail-in therefore interferes with the fundamental right to property which is laid down in Article 17 of the EU Charter of Fundamental Rights and Article 1 of Protocol 1 of the European Convention on Human Rights, as interpreted by the case law of the European Court of Human Rights.11


    To be legal, the limitation must be provided for by law, respect the essence of the right and comply with the principle of proportionality.12 In the case of interference which takes the form of expropriation a compensation payment reasonably related to fair value is, in principle, foreseen.13


    The two main goals pursued by bail-ins, namely fiscal protection and financial stability, are legitimate public interests recognised by the case law of the European Court of Human Rights.14


    It is here where the importance of the “no creditor worse off” principle becomes apparent – as a limit to how far the interference with the right to property may go and thus being a measure guaranteeing the proportionality of a bail-in:


    If shares were worth nothing, since in insolvency proceedings the shareholder would not have received anything from the liquidation of the bank’s assets, then the cancellation of their shares through bail-in does not put them in a worse position.


    If creditors’ claims have only been partially satisfied in normal insolvency proceedings, a write down or conversion limited to the hypothetical loss does not put those creditors in a worse position.


    If, however, a shareholder or a creditor was, after a bail-in, in an economically worse position, the bail-in would be disproportionate.


    To avoid this outcome, the BRRD introduces two important features which underpin the general compatibility of bail-ins with the right to property by giving effect to the “no creditor worse off” principle:


    (i)According to Article 74 BRRD, an independent valuer should carry out a valuation after the application of a bail-in. The independent valuer should establish if there is a difference between the treatment of shareholders or creditors in the bail-in compared to their treatment under normal insolvency proceedings.15


    (ii)If there is a negative difference, the shareholder or creditor can claim financial compensation directly from the resolution financing arrangement, be it – as the case may be – the national financing arrangement or the Single Resolution Fund. The existence of such a claim is foreseen in Article 75 BRRD.


    The “no creditor worse off” principle, together with the other safeguards, contributes to the justification of bail-in as compatible with the fundamental right to property as enshrined in Article 17 ChFR and Article 1 of Protocol 1 of the European Convention on Human Rights. By doing this the “no creditor worse off” principle makes it much less likely that persons affected by a bail-in will be able to successfully challenge it. Thus, the “no creditor worse off” principle contributes to making the bail-in result permanent.


    3 Limits of the “no creditor worse off” principle


    While the “no creditor worse off” principle is an essential element contributing to the effectiveness of bail-ins, it currently has some inherent limits. To illustrate these limits, I will select two issues of legal and practical importance:


    a) Comparison with a hypothetical situation


    To establish the treatment which shareholders and creditors would have received had the bank been wound up under normal insolvency proceedings, a comparison needs to be made with a hypothetical situation.


    Whoever wants to, or needs to, carry out that comparison (for instance investors, resolution authorities, a court) will need to simulate the outcome of hypothetical insolvency proceedings. It is obvious that such a simulation will be based on a number of assumptions: national insolvency proceedings usually take time; their outcome depends on the application of specific national rules by courts, and the courts have to decide on the basis of whether or not specific moves were made by creditors. As a consequence, the comparison with a hypothetical situation involves uncertainty which is not beneficial to the effectiveness of a bail-in.


    b) The lack of comprehensive harmonisation of insolvency law in the EU


    The EU currently lacks a comprehensive harmonisation of insolvency law. For credit institutions, EU law harmonises provisions on jurisdiction, recognition and applicable law in the area of insolvency law through the instrument of Directive 2001/24/EC16 (Winding-Up Directive). In contrast, important parts of substantive insolvency law, namely the order of priority of claims, is not harmonised in the EU.


    There is, however, one exception. Article 108 BRRD prescribes that in insolvency proceedings, covered deposits (i.e. in principle deposits of up to EUR 100.000) and Deposit Guarantee Schemes subrogating to the rights and obligations of covered depositors in insolvency, will have to rank higher than deposits from individuals and SMEs which exceed EUR 100.000, and higher than deposits which would be eligible deposits from natural persons, micro, small and medium-sized enterprises had they not been made through branches located outside the EU of banks established within the EU. Both types of deposits, however, have to rank higher than other unsecured, non-preferred claims.


    Apart from the Winding-Up Directive and the “depositor preference” laid down in Article 108 BRRD, there is no comprehensive harmonisation of insolvency law in the EU. As a consequence, Member States may, within the limits set by the Treaty and other secondary law, freely regulate in this area.


    For bail-in, the lack of harmonisation creates some complex challenges:


    Firstly, any application of bail-in and the “no creditor worse off” principle presupposes that the applicable national insolvency law is correctly determined. The applicable national insolvency law is, as a general rule, the law of the home Member State of the bank in resolution.17 However, there is no rule without an exception. Thus, in specific circumstances other legal orders may be applicable to specific legal aspects of the insolvency proceedings in addition to the law of the home Member State.18


    Secondly, with 28 EU Member States, there are potentially 28 different rankings of claims in insolvency proceedings, depending on where the failing bank is established. Any investor that needs to know the relevant ranking to predict the treatment in bail-in, needs to identify and assess 28 potentially divergent legal orders. Moreover, he or she needs to take into account that these laws may change over time.


    Lastly, the lack of harmonisation might contribute to a fragmentation of the internal market with respect to investments in banks. In order give an incentive to creditors to provide debt capital to banks established in a given Member State, that Member State might give, in its national insolvency law, a more senior statutory ranking of that claim than usually afforded in other Member States’ insolvency laws. This would at the same time reduce the probability that such claims are bailed-in.


    B Conclusion


    The “no creditor worse off” principle is fundamental to ensure the effectiveness of bail-in in the EU. It enhances the predictability and the legal robustness of a bail-in result. However, it is important to be aware of the limits of the “no creditor worse off” principle for facilitating the effectiveness of bail-ins. One such limit is the uncertainty which results from the fact that in order to apply the “no creditor worse off” principle a comparison with a hypothetical insolvency procedure has to be made. Another limit stems from the fact that currently there is almost no harmonisation of national insolvency laws in the EU. As regards this lack of harmonisation, it should be noted that on 30 September 2015 the Commission announced, in its Action Plan on Building a Capital Markets Union, that it will make a legislative proposal on business insolvency by the end of 2016.19 It is to be hoped that the ensuing legislative procedure will result in a legal text which will end this important lacuna.
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    KEYNOTE SPEECH — How political are the institutions of Economic and Monetary Union?


    The cases of the European Central Bank and the European Commission1


    Martin Selmayr2


    1 Introduction


    Ladies and gentlemen,


    Thanks a lot for inviting me to conclude the first day of your deliberations at the ECB Legal Conference with a dinner speech. In view of the current context, I want to speak about a subject that has been very topical since the euro was created. I want to address the question of how political are the institutions of our Economic and Monetary Union. I want to address the political or non-political role of the European Central Bank (ECB) – where I started my European career in 1998 as a young lawyer – and of the European Commission, the institution for which I work today. For me, the Commission and the ECB are institutional cousins and therefore worth comparing, as they are often in a similar position when confronted with the reproach of being too political.


    The tension between rules and discretion and more generally between law and politics, is inherent in the architecture of Europe’s Economic and Monetary Union (EMU).3 The euro is, and has always been, a political project, seen as the most advanced stage of European integration and a driver of further steps towards an ever closer Union. At the same time, the EU Treaties entrust the management of the money supply in the euro area to the ECB, which is designed to be an institution remote from politics, with a very far-reaching independence legally entrenched in the EU Treaties (see Articles 130 and 282(3), third and fourth sentence TFEU). The European Commission, which has a key responsibility in applying and developing EMU’s economic and fiscal rules as well as its broader legal framework, is required to be “completely independent” under the EU Treaties (see Article 17(3), third subparagraph, first sentence TEU).


    As a result of this tension, the question of the political nature of decisions made by the ECB or the European Commission is regularly on the agenda and particularly heated when these two independent European institutions make decisions considered to be controversial. While for some, the ECB and the Commission are too independent, too technocratic, too apolitical and therefore somewhat alien elements in a democratic system – this criticism is often heard in France and Italy and more recently in Greece –, others – notably here in Germany as well as in the Netherlands – believe that both the ECB and the Commission have become too political during the first years of EMU. The decisive roles played respectively by the ECB throughout the financial and sovereign debt crisis since 2007 and by the Commission in the recent “Grexit” crisis of summer 2015 have made this debate increasingly relevant.


    Both institutions came under intense verbal attacks during this debate. As regards the ECB, the Opinion of Advocate-General Pedro Cruz Villalón delivered on 14January 2015 in the Gauweiler case concerning the ECB’s Outright Monetary Transactions (OMT) is symptomatic.4 While the Advocate-General in essence confirmed the legality of the OMT decision – under which the ECB would make secondary market purchases of sovereign bonds of countries which agreed to a programme under the financial assistance mechanisms of the euro area5 –, he made this finding conditional. Legally, OMT could only be qualified as a monetary policy instrument if the ECB stayed outside the management of the programme in programme countries. In the view of the Advocate-General, the ECB would otherwise be in a problematic dual role: the ECB would on the one hand buy government bonds in the markets in order to stabilise a programme country, and at the same time the ECB would be involved – as part of the so-called “troika” of Commission, ECB and IMF – in designing, adopting and regularly monitoring the relevant programme in a not only significant but decisive manner. The Advocate-General made clear that this dual role of the ECB would represent a conflict of interest.6 The ECB therefore should detach itself from the programme design and implementation and instead only be indirectly involved. The ECB could certainly be kept informed about what is going on in a programme country and even be consulted on the development and implementation of a programme. But if the ECB took a more decisive role in a programme which OMTs are supposed to support, OMTs would no longer be monetary policy but amount to economic policy-making.7 It was perhaps as a result of these findings of Advocate-General Cruz Villalón that the ECB took, during the first semester of 2015, a back seat in the often conflictual negotiations with Greece on a possible third programme and left the front seat to the Commission.8 “We are just a junior partner in these negotiations”, we in the Commission often heard our ECB cousins say during this period.


    But also the Commission recently came under strong verbal attacks for its political role. At the end of July, when we were just finishing the negotiations on the third programme for Greece, suddenly we were reading in German newspapers that the German Minister for Finance was criticising the Commission for having become too political.9 A political Commission would not be able to just apply the law independently as it should. The Commission would be in a conflict of interest, as the repeated, direct negotiations between Commission President Jean-Claude Juncker and the Greek Prime Minister Alexis Tsipras, as well as the very generous Commission assessment of the French budget, showed. To avoid conflicts of interest, the Commission’s responsibilities as guardian of the EU Treaties should be separated from its increasingly political activities. Notably, the Commission should no longer be in charge of applying the Stability and Growth Pact or EU competition law. Independent authorities modelled on the German Federal Cartel Office would represent a more credible alternative to the Commission.


    It is remarkable: within just six months, the two key institutions of our Economic and Monetary Union, the ECB and the Commission, had gone too far in the perspective of some observers, had become too political and were both considered to be in a conflict of interest. The conclusion of the critics is: we have to limit the mandate of these two institutions to ensure that they only do what they are supposed to do. As this is a rather far-reaching conclusion, going right to the heart of the institutional architecture of EMU, I would like to assess in more detail whether the criticism of the ECB and the Commission is really justified.


    2 Is the ECB (too) political?


    When the design of the ECB, as laid down in the Treaty of Maastricht, was studied and academically explored in the 1990s, it was broadly applauded for being depoliticised. It was very much in the mainstream of the 1990s to welcome that there was now an apolitical supranational organisation that would be in charge of our money and of price stability. Some even considered the ECB, in line with neoliberal mainstream thinking, a fourth branch of government. This led some to describe the ECB, in deliberate provocation, as a “new Community”10, in view of its far-reaching independence and unprecedented insulation from national as well as European day-to-day politics.


    Is the ECB really non-political? Let us start to answer this question by doing what lawyers do: looking at the Treaty. According to Article 127(2), first indent TFEU, the key responsibility of the ECB is monetary policy. Yes, it says policy in the Treaty. Policy means making choices: between keeping interest rates low, or increasing them; between purchasing more or fewer securities; between intervening in the foreign exchange markets or abstaining from such interventions.


    The ECB is thus in charge of a policy, of defining and implementing it. To do so, the ECB is entrusted with strong independence, as can be seen from Articles130 and 282(3), third and fourth sentence TFEU. This raises the question of legitimacy: from where does the ECB get its legitimacy to independently design, adopt and implement monetary policy? Monetary policy may be seen as a rather limited policy area, but at the same time, it is a policy the conduct of which may have far-reaching consequences for the well-being of the more than 300 million citizens living in the euro area.


    The answer to this question is: from the EU Treaties. The ECB derives its legitimacy from its creation by the Treaties and from the mandate given to it by these Treaties. The way the Treaties have created the ECB shows that it does not have to rely in its day-to-day operations on the democratic process, as a government would have to. Under the Treaties, the ECB is not accountable for its day-to-day decisions directly to the European Parliament, the Council, nor to national Parliaments. Instead, it can decide on monetary policy without needing the approval of any other institution. In addition, neither the European Parliament nor the Council nor the Commission nor a Member State can remove members of the ECB’s decision-making bodies. Only the Court of Justice has the power to do this (see Articles 11.4, 14.2, second subparagraph of the Statute of the European System of Central Banks and of the ECB).


    As long as the ECB stays within its mandate, it thus has the legitimacy to make policy and to make policy choices. And the ECB’s mandate, as defined by the Treaties, is a bit broader than some of my German compatriots often say. The ECB’s mandate is not limited to guaranteeing price stability only, even though price stability is the ECB’s primary objective. The mandate of the ECB also allows and requires11 the ECB to support the general economic policies in the Union as secondary objective. On the basis of this broad legal mandate, the ECB can define and implement monetary policy.


    ECB President Mario Draghi put all this very wisely in several letters and statements: the ECB is a rules-based institution. It is not a political institution.12 I do not think that the second sentence follows from the first, namely that the ECB is not a political institution because it is a rules-based institution. Because there are other rules-based institutions that are more political, as we will see in a few minutes with the example of the Commission. But the ECB is rules-based and in addition deliberately – outside the field of monetary policy – non-political.


    The reason for this is simple: the ECB is entrusted by the EU Treaties with the responsibility for monetary policy and it is in this field that it has independent expertise which distinguishes it from all other institutions.13 The same does not hold true for other policy areas where the ECB has no mandate and no expertise. The ECB is thus an independent specialised organisation that has a mandate to make policy within its field of legal competence and expertise, which is mainly monetary policy (and more recently policies related to financial stability), but not other fields of policy.


    Where do we see this in practice? During the “Grexit” crisis before the summer, the ECB was on several occasions faced with the need to decide whether to cut off Emergency Liquidity Assistance (ELA) to Greece. This was notably the case at the end of June and at the beginning of July, when the second programme for Greece expired and a new programme appeared very difficult to agree, in view of the negative outcome of the Greek referendum on the conditionality negotiated with the “troika” and the subsequent hardening positions of many creditor countries.


    As the ECB was a rules-based institution, so the narrative of some observers went, the ECB was obliged to cut off ELA; because legally, the ECB is only allowed to accept that ELA is granted to temporarily illiquid, but solvent institutions, while the growing possibility of a “Grexit” made the solvency of Greek credit institutions an increasingly questionable assumption.14


    On the other hand: an ECB decision to cut off ELA would have been a decision that would have meant de facto forcing Greece out of the euro – which in itself would have been a very political decision.15


    The ECB decided not to do this, but froze ELA at the level where it was at the end of June.16


    This shows exactly what Mario Draghi said: the ECB is a rules-based institution; it sticks to the rules but it is not political in the sense that it could decide to throw a Member State out of the euro. For such a decision, the ECB has no mandate. For such a decision, the ECB would need at least the full backing from the governments of the euro area countries; if at all, only those who have the right to allow a Member State to join the euro can be said to be allowed to decide on the continued membership of a euro area country. And even this option is highly doubtful. Because under the EU Treaties, membership of the euro is irreversible (see Article 140(3) TFEU).17


    One can therefore say that at the end of June and in July 2015, the ECB even behaved in a rules-based manner vis-à-vis Greece – as euro membership is legally irreversible. This is inherent in the mandate of the ECB: a mandate given to it by the Treaties and which the ECB is not allowed to interpret in a way that would make membership of the euro reversible. When the ECB decided not to cut off ELA for Greece, it therefore complied with its mandate.18 What may have appeared to be a political decision was thus a very rules-based manner of sticking to the Treaties and not going beyond the legal mandate of the ECB.


    3 Is the Commission (too) political?


    Let us now turn to the European Commission, the cousin of the ECB. Cousins are often a little bit similar but still very different. We saw that the ECB is political within its monetary policy mandate, but is apolitical beyond this mandate, as it does not make policy decisions in areas other than monetary policy. How political is the Commission compared to its cousin in Frankfurt?


    The Commission has three roles, according to Walter Hallstein, the first President of the Commission. First of all, the Commission is supposed to be the motor of European integration and it fulfils this role notably by being the initiator of new legislation or new international agreements. Secondly, the European Commission is the guardian of the EU Treaties. It has a legal and executive function because it can start infringement proceedings against a Member State. It is not the judge in such cases; this is the Court of Justice. The Commission is, if you like, the attorney-general of legal supervision in the EU, a kind of “Rechtsaufsicht” over the Member State, and it has this role as central guardian of the Treaties chiefly to avoid that, at some point, Member States go to court against each other. Thirdly, the Commission is the broker, an honest broker, in negotiations on legislation and on international agreements.


    In all these three roles, the Commission is entirely political. Because politics means making choices. The Commission, as motor of integration, makes choices when it decides to propose this or that piece of new legislation; or to start this or that Treaty negotiation. For example, the Commission made an important political choice earlier this year when proposing ambitious new measures to address the refugee crisis; we prioritised refugee-related proposals over other proposals.


    As guardian of the Treaties, the Commission is political because the Commission has the discretion as to whether or not to start infringement proceedings. We also have the right to choose to start infringement proceedings a bit sooner or a bit later. We can like or not like the German car toll, but the decision to go against the German car toll right after its adoption is a political decision of the Commission College on which Commissioners could vote – if needed – by simple majority. It is a political decision, in the making of which the Commission weighs different priorities and options.


    Also in its role as honest broker, the Commission makes political choices. The Commission can decide to prefer an amendment to legislation introduced by Council over an amendment voted by Parliament. We may also decide that we oppose an amendment proposed by a majority of Member States’ representatives in Council; in such a case, where the Commission decides to say no, the Commission’s position can only be overruled by unanimity in Council.19 The Commission thus has an important influence over the legislative process at Union level; and in exercising its influence, it makes policy choices. It makes policy.


    So the Commission has an entirely political role in all its three functions, as motor of European integration, guardian of the Treaties and honest broker. But what is the legitimacy of the Commission to make such policy decisions? The Commission’s legitimacy is different to the one of the ECB, but also a bit similar. What is similar is that the Commission also derives its mandate from the EU Treaties. The Commission is a creation of the Treaties, like the ECB.


    However, the Commission’s legitimacy goes further. The Commission is, in its respective composition, a creation of the politics of the time. Because its President is elected by the European Parliament; the Members of the European Commission are approved by the European Parliament; and the European Council gives the whole Commission its blessing, first in the nomination proposal and then when appointing the Commission in its final composition. This is the political process, which applies every five years, in order to get a new Commission into office. The Commission can also be removed from office by a motion of censure, a vote of non-confidence by the European Parliament (seeArticle 234 TFEU). This is not possible in the case of the ECB.


    The Commission is thus closely linked to and closely controlled by the political process at EU level. This is also why the independence of the Commission is different in scope from the independence of the ECB. The ECB has been granted its independence both towards the EU institutions and towards the Member States; it thus enjoys both vertical and horizontal independence. The Commission’s independence is more limited. The Commission is only independent vis-à-vis the Member States, and thus vertically, but not horizontally vis-à-vis the Parliament or the Council. We are part of the political process at EU level. The Commission is thus by design of the Treaties a political institution, and this for the whole of its mandate – a mandate which is significantly broader than the specialised monetary policy mandate of the ECB, as it encompasses all policy areas listed in the EU Treaties.


    Now to the alleged conflict of interest of the political Commission. The current Commission, which has been in office since 1 November 2014 and is presided over by President Juncker, is, in the words of the new President, a “highly political” Commission.20 He announced this on the day when he was elected President by the European Parliament. What did he mean by that? He meant a Commission that is ready, in this time of crisis – and the Commission President considers us to be in times of multiple crisis – to rise to the big challenges of our time and to show political leadership, not only technocratic excellence. The big challenge which is currently at the forefront of the Commission’s work is migration – one of the big issues that President Juncker mentioned already in July2014 as a key priority for his Commission – and the Commission brought several very ambitious initiatives to the table, which all call for a new combination of solidarity and responsibility in refugee, asylum and border management matters. A further important challenge for the Juncker Commission was to avoid Greece having to leave the euro area; and another big challenge continues to be ensuring that Britain remains comfortable with staying in our Union, thus avoiding a “Brexit” that would be very harmful both for the Union and for Britain.


    President Juncker felt that he has a special legitimacy for tackling these challenges in a new and more political way. Because he came into office via a new democratic process – via the famous “Spitzenkandidaten” or lead candidate process.21 This process results directly from Article 17(7) TEU, as worded by the Lisbon Treaty with the purpose of strengthening the link between the outcome of the European Parliament elections and the choice of the leadership of the executive branch of the European Union, following the principles of parliamentary democracy. President Juncker is the first President of the Commission who campaigned as lead candidate across Europe during the European Parliament election campaign; whose party became the strongest political group in this election; and who got the support of a very broad cross-partisan majority in the Parliament who wanted to see him appointed as first democratically elected Commission President.22 And from this process, he takes the legitimacy to lead a political Commission.


    What does it mean for the Commission to have this new legitimacy, this new democratic mandate? What does it mean in practice to be a political Commission on this basis? I would like to mention three examples where you can see this very clearly.


    First of all, the new Commission decided that we have to prioritise the Commission’s agenda. The Commission, as a political institution, cannot and should not do everything. A technocracy can do everything because it can technically prepare and adopt every initiative that the Commission machinery produces in normal times, which is around 5,000 initiatives per year. President Juncker felt that this is not something his Commission should do, as he did not get the impression during his election campaign that citizens wanted a continuation of business as usual. And he has got a lot of support for this more focused approach in his Commission. The new Commission is already very political in its composition: we have four former Prime Ministers serving in the Juncker Commission; 80% of the Members of the Commission previously served as members of a national government, many as Finance or Foreign Ministers and thus in a democratically accountable position. They all agreed with President Juncker: we don’t now need a situation in which the Commission does 5,000 things; we have to do ten things and we have to get them right. And this is what this Commission is working on, on the basis of the Political Guidelines issued by President Juncker before the beginning of the mandate23 and detailed mission letters addressed by the President to each Vice-President and Commissioner.


    A second example where you can see the new political Commission at work, is the new macroeconomic policy orientation of the Juncker Commission. This is of course controversial. If you decide on a macroeconomic policy orientation, this is always controversial. Some are a bit more Keynesian, some a bit more neoclassical. The Commission just decided to expand our policy options and policy objectives in our macroeconomic policy: not only fiscal responsibility which remains necessary; not only structural reforms which are indispensable in a number of Member States; but also investment, on which we need a new focus, both with regard to public and private investment. To expand the macroeconomic policy orientation of the Commission to include investment was a key political decision. Mario Draghi had already prepared the ground in his Jackson Hole speech and the Commission drew inspiration from this and put it in place in the form of a €315 billion investment plan for Europe which was adopted by Parliament and Council in record time. In addition, the Commission inserted a bit of flexibility in the application of the Stability and Growth Pact. I know that not everyone in the ECB is a fan of this; but the Commission did no more than use the flexibility that is already built into the rules of the Pact. We did not change the rules. There is an investment clause in the Stability and Growth Pact and there is a structural reform clause in the Pact, and the College of Commissioners decided to operationalise them. That was certainly political. Political is always controversial, but it is something that now also allows the Commission to apply the principle of equality of treatment to all Member States; our approach is now standardised by means of a policy, and not a case-by-case approach that too often in the past was more beneficial for bigger Member States than for smaller ones. The flexibility that we identified in the Pact will be applied not only to one or two Member States, but to all Member States equally and under the same conditions.


    A third point where you can see the political Commission at work – probably most directly – was the “Grexit” crisis. This crisis was one of the defining moments of the European Union. And it almost went wrong. We had some observers of this crisis who said that the Commission was very much involved and was even too much involved. They said the Commission invested too much political capital in order to make sure that Greece stayed in the euro. And they did not like it that President Juncker and his team worked day and night to keep Greece in the euro – which was his explicit and publicly declared objective.24 Some even said: the Commission should stay out of such a process. They said that the Commission is not a creditor of Greece – these are the national Finance Ministers –, and that therefore the Commission had nothing to do with saving or stabilising Greece; this would not be the Commission’s job.


    However, if you read the Treaties, the Commission has a duty to promote the general interest of the European Union (see Article 17(1), first sentence TEU). Keeping a Member State within the single currency, one of the key achievements of European integration, is certainly part of the common interest and thus part of the general policy mandate of the Commission. In addition, the Commission has a specific mandate given to it by the ESM Treaty. Under Article 13 of the ESM Treaty, following a request by a euro area Member State for a financial assistance programme (so-called “stability support”), the Commission is entrusted with the task of negotiating with this Member State and to do so on behalf of the ESM, in liaison with the ECB and wherever possible, together with the IMF. And Greece wanted a programme, also under Prime Minister Tsipras. Our Greek partners said it continuously and so we negotiated and negotiated. These negotiations were not always a good experience but they were the Commission’s job – a job explicitly entrusted to the Commission by all 19 euro area Member States in the ESM Treaty.


    The ESM Treaty says that “the Commission” should conduct the negotiations with a programme country. Now a very relevant question is: who exactly is the Commission? Some Finance Ministers probably thought it would be fine if Commission experts conducted the negotiations, but this should not concern the political level of the Commission, which had better not interfere with the work of the Commission officials. President Juncker disagreed with this view; he believes that the 35,000 people in the Commission should not, must not and cannot work in isolation from the political process; one cannot divide the Commission into a purely technocratic Commission and a political Commission leadership, as in the end, the College of Commissioners is and remains responsible for all acts or omissions in the name of the Commission.25 That is why President Juncker introduced new internal working methods when the negotiations with Greece started during his term. He requested that during the decisive weeks of the crisis, every morning, the key Commission negotiators with Greece had to be in his office. He then asked them: “What are you doing? You are working as an important part of the troika and what are you doing there? You are preparing very political decisions here and I want to know what you are doing and what the choices are.” And in the evening, the Commission negotiators had to come back to his office and explain what they had been doing during the day in the negotiations. Some would say that this is political interference. These were Commission experts. But was it not the right thing, to make sure that the boss of the institution knows what Commission experts are doing in his name and in the name of the whole Commission? Is this not what one would expect from the leadership of each organisation? So the Commission’s role was perhaps understood in a bit more political and proactive way, perhaps too political for some peoples’ taste, but it was certainly in line with the mandate of the Commission under the EU Treaties and under the ESM Treaty. Because neither EU law nor ESM law divide the Commission into an expert technocracy and a political Commission at the top, as such a division would be artificial and against all the principles of a good, efficient and hence unified administration.26


    For President Juncker, a key principle in these negotiations with Greece was to stick to the legal assumption that the euro is irreversible and that membership of the euro is irreversible. This is what the Treaties say. Therefore, President Juncker said repeatedly: “I cannot start these negotiations by saying it is an option that Greece leaves the euro. As someone who has taken an oath on the Treaties, I cannot say that. I will do everything to keep my oath on the Treaties. Of course I cannot save Greece’s membership in the euro alone. But I will do everything in my legal and political powers to contribute to this objective. For me, Grexit is not an option”. Some told him that he should not say that and that this exposed him to blackmail by Prime Minister Tsipras. But is this not a bit like saying “I will never throw a nuclear bomb first”? Is this opening yourselves up to blackmail, or is this not rather a reasonable policy choice – as you are thinking of the tremendous further damage that could be caused if you were to throw the bomb first?


    I would like to mention three examples of moments during the negotiations towards the third Greek programme where you can see the political intervention of the leadership of the Commission, notably by President Juncker himself, who made sure throughout the process that the College of Commissioners discussed these matters once a week.


    The first one: there was an agreement among the euro area creditors that Greece had to increase Value Added Tax (VAT) on all goods and services – to 23% as a rule, with a lower VAT rate of 13% for selected products. When looking at the overall situation, President Juncker saw that some pharmaceutical products and medicines had become substantially more expensive over the years of the crisis and that today, 30% of the Greek population no longer had health coverage. Therefore President Juncker said “no” to increasing VAT on medicines and asked his negotiators to find another way to pay for that within the context of the programme. If the Greek governments found another way to compensate for keeping VAT on medicines lower, we should accept that. In the negotiations, he explored possible options with Prime Minister Tsipras and his negotiators. And in the end, President Juncker insisted that the Greek government financed the shortfall by cutting military expenditure instead, knowing that Greece is in relative terms one of the biggest spenders on military expenditure in Europe. This was a very political choice and not a technocratic decision. It was a common-sense decision and it also took into account the social impact of measures and not only the economic and fiscal impact.27


    A second political moment in the negotiations concerned the assessment of the sustainability of the Greek debt. A painful subject, notably in Germany. Is the debt of Greece sustainable? There are two methods to approach this. The traditional method is that you look at the debt to GDP ratio. If it is above 90%, 120%, 130%, then debt is no longer sustainable. Is this really right? The debt of the US and the debt of Japan would then surely not be sustainable. You do not have to be an economist or a fiscal expert to understand that this is not right. To understand whether debt is really sustainable over time, you also have to look at the structure of the debt. It has to do with the financing over time. And President Juncker looked at the structure of the Greek debt and remembered: in 2012, the Eurogroup had extended the maturities of Greek debt. The first repayments on the Greek debt to the EFSF, the Greek loan facility, are only due in 2023. The interest on Greek debt is only 1%. Is this not also something that should count when assessing debt sustainability? Don’t we have to look at what a country has to pay per year, to know what the gross financing needs of this country really are? This approach changed the narrative in the negotiations and convinced the other institutions in the troika, notably the IMF, and also the euro area creditors. It was a political process and the Commission initially did not have many allies. It took political courage to go against the doctrine. But otherwise, we also could have entrusted the decision on debt sustainability to Eurostat, the independent European statistical office which, on the basis of the figures alone, would have had to say that at some point the debt is not sustainable as it exceeds a certain numerical value. Instead, the Commission believed that this matter required a political assessment and President Juncker brought this political assessment into the negotiations.28


    A last example, which was very relevant for the ECB, notably for the ECB’s summer holidays this year. This was the question of the bridge financing for Greece. In the middle of the negotiations over 12 to 13 July, in the early morning hours, the third Greek programme was finally agreed by the Heads of State or Government of the euro area, all of them sitting on the 80th floor of the Justus Lipsius building in Brussels. Most people were very tired, no one looked fresh. But “what happens after this summit?”, we in the Commission team asked ourselves. The Euro Summit had only decided to start the negotiations for a new ESM programme for Greece of up to €86 billion and it had given the Commission (in liaison with the ECB and together with the IMF) until mid-August to conclude these negotiations. However, on 20 July Greece had to pay around €7 billion to the ECB on a maturing Greek government bond. What would happen then, with the final programme negotiations still pending and no new programme money yet available for Greece? Many euro area leaders said: “This is not our problem; this is the ECB’s problem”. President Juncker said: “Wait a second. This is a big issue: a country defaulting on its central bank, on our common central bank, is a big issue, we cannot just let this happen”. But everybody left the room, nobody– except ECB President Draghi – was interested in this seemingly technical question. Already on the next day, after only a few hours’ sleep, President Juncker proposed a solution to this problem. It was very controversial; Britain did not like it as it meant reactivating the European Financial Stability Mechanism of 201029 which – at least Britain had thought – had been dormant forever since 2011. But it still existed and still had an untapped financing capacity of €12.5 billion. In the end, it took three days to overcome the British opposition, to elaborate guarantees for non-euro area Member States (following the Commission’s suggestion30, they were exempted from all liabilities resulting from this bridge financing) and to get support from all 28 Member States.31 This bridge financing in the end allowed Greece to pay the ECB fully on 20 July.32 This was not a small technical exercise. It meant avoiding that a “Grexit” happened by accident; that we had a “Graccident” because Greece was not honouring its financing obligations vis-à-vis the ECB – because even though the ECB is not a political institution and even though it did not want to pull the plug on Greece, I fear that if Greece had not paid the ECB back on 20 July, we would today have only 18 members in the euro area.


    4 Conclusion


    I come to the end: the Court of Justice did not take over Advocate-General Cruz Villalón’s view on the alleged conflict of interest of the ECB. The Court decided not to address the question at all in its final judgement in the Gauweiler case, which was delivered on 16 June 2015. The ECB can therefore feel relatively safe: you are not too political for our Court and legally, you are not in a conflict of interest when participating in the implementation of the third Greek programme or another programme while standing ready to activate your OMT decision. The political discussion on the politics of the ECB in programme design and implementation may continue, but at least, critics cannot rely on the authority of the Court of Justice. Even though the ECB may consider whether a more prudent, cautious role in the management of such programmes is not wise. But this is now a matter of political choice for the ECB, not a legal imperative.


    Will the broader public, will political opinion follow the German Finance Ministry’s criticism of the “too political” Commission? The jury is still out on this, but I do not believe that the Commission should be too afraid of this debate. From its inception, the Commission has been there to be the scapegoat for Member States when something is controversial – Walter Hallstein knew this already. This is politics, too. And sometimes the Commission has to choose to do the right thing even though it triggers a lot of opposition. The Commission invested a lot of political capital in keeping Greece in the euro, because the Commission’s political leadership felt it was the right thing to do. The Commission is investing a lot of political capital in managing the refugee crisis – because the President of the Commission and his College believe it is the right thing to do. And the Commission will continue to do its utmost to prevent “Brexit”. Because we do not see it as part of our mandate to let the Union disintegrate; but rather to strengthen the forces that keep our Union together. This is a political choice and it will not always make the Commission popular. But for those who disagree with the Commission’s political choice, there is a moment when they can express their preference for another political course: during the next European Parliament elections in 2019.


    How does the general public so far assess the allegedly too-political role of the ECB and of the Commission? We have no comprehensive scientific evidence on this yet, but at least a very recent opinion poll conducted here in Germany.33 This August, the German public was asked: who has the strongest influence on the political direction of Europe? The ECB, the Commission, or Germany? The result is interesting: the Germans consider the ECB to have most influence, with 39%. The Commission comes second with 36%, and Germany last with 34%. For the ECB and the Commission, the two cousins of our Economic and Monetary Union, this is not such a bad result. Congratulations notably to the ECB. I personally must say that as a citizen, I am often glad that the ECB understands and uses its mandate, within the limits of EU law, in a proactive, and thus political way.


    And on this note, I wish you now a good dinner and interesting discussions.
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    Introduction


    Frank Moss1


    Ladies and gentlemen, I am very pleased at having been accorded the role of chairperson of a panel at this ECB Legal Conference. This is the first, and at the same time penultimate, panel of the second day of the conference, coming after a very rich day of five panel discussions, which underscores what Ms Zilioli has just observed, namely that this conference has already witnessed many interesting interactions. The common theme of today’s two panels could be described under the heading of the scope for differentiation in the degree of integration of economic and financial policies in the EU, whereby the panel after this one will focus on real economic aspects whereas the current one will dwell on financial stability aspects.


    In the wake of the global financial crisis and the euro area sovereign debt crisis, the EU in general, and the euro area in particular, have been making big efforts to foster financial stability in Europe. The Euro Area Summit statement of 26October 2011 even referred to unprecedented steps having been taken over the preceding three years, both in the EU as such and within the euro area, to combat the effects of the worldwide financial crisis. Three days previously, the European Council had noted the intention of the Heads of State or Government of the euro area to reflect on a further strengthening of economic convergence within the euro area, on improving fiscal discipline and on deepening economic union. This reflection would be crystallised in a report by the President of the European Council, in close collaboration with the President of the European Commission, the President of the Eurogroup and the President of the ECB, i.e. a Four Presidents’ Report. At the same time, the European Council agreed on the need for coherence of the activities of the euro area and the EU, in full respect of the integrity of the EU as a whole.


    On 29 June 2012, the European Council welcomed the statement of the Euro Area Summit of that same day, which referred to proposals to be developed by the European Commission on the basis of Article 127(6) TFEU for an effective Single Supervisory Mechanism (SSM) that would aim at breaking the vicious circle between banks and sovereigns. On the same occasion, the European Council adopted a Compact for Growth and Jobs which explicitly acknowledged that financial stability is a prerequisite for growth and that the first version of the Four Presidents’ Report, presented at its meeting, sketched out important ideas in that respect. It went on to observe that ‘these are areas where the Member States sharing a single currency, and others willing to join the effort, want to go further in their efforts to coordinate and integrate their financial, fiscal and economic policies within the European Union framework, fully respecting the integrity of the Single Market and of the European Union as a whole’.


    When the final version of the Four Presidents’ Report was presented in December 2012, the European Council acknowledged that the SSM constituted a major qualitative step forward towards a more integrated financial framework. At the same time, it observed that the process of completing economic and monetary union (EMU) would build on the EU’s institutional and legal framework. It would be open and transparent towards Member States not using the single currency. All of this testifies to the awareness of Europe’s leaders that differentiated integration, in particular in the financial sphere, might create tensions between those EU Member States that are part of the euro area and others that are not or are not yet ready to enter into this undertaking of a monetary union.


    In his introductory words to today’s session of this legal conference just a moment ago, President Draghi referred to two priority areas highlighted in the Five Presidents’ Report, the recent follow-up to the Four Presidents’ Report, for ensuring a well-functioning monetary union: first, completing banking union; secondly, advancing with capital markets union. It deserves to be underlined once more that these three unions are, at least for the foreseeable future, intended to serve three different compositions of the European Union: a monetary union for those, currently nineteen, countries that have adopted the euro as their national currency; a banking union for those same nineteen euro area countries plus any other EU member countries that would like to join; and a capital markets union for all twenty-eight EU Member States. In other words, geographically differentiated approaches to financial integration, which could from one vantage point be seen as complicating the process of arriving at a more perfect union, as President Draghi has just coined it, but which from another vantage point could be regarded as a pragmatic means of facilitating progress towards such a more perfect union.


    To avoid complications, European leaders have persistently stressed that the progress being made towards deepening EMU must involve all. Hence, the discussion of the Four Presidents’ Report, its successor, and many other discussions held regarding a deepening of EMU or the strengthening of the governance of the euro area have all taken place at EU level. At the same time, the EU Treaty itself embodies the acknowledgement that differentiated integration in the financial and economic fields is a reality in the EU. Indeed, not only does the EU Treaty contain specific provisions that apply to member countries of the euro area only, it also specifies the conduct of a convergence assessment exercise, the very nature of which is to assess differences in the degree of economic and financial alignment across EU Member States that warrant a differentiated pace for acceding to the monetary union. Likewise, even though Article 142 TFEU calls for each Member State with a derogation to treat its exchange rate policy as a matter of common interest, this same article as well as other Treaty articles make reference to the exchange rate mechanism of the European Monetary System, which is an arrangement that eminently differentiates between EU Member States. Another obvious case of the Treaty providing for a differentiated pace of integration concerns the procedure for enhanced cooperation outlined in Articles 326-334 TFEU.


    As a matter of fact, the ECB itself is a reflection of this differentiated approach to integration in the monetary and financial domain. First and foremost, the ECB is the central bank of the euro area, with two decision-making bodies: its Executive Board and Governing Council, which assume responsibility for the conduct of the euro area’s monetary policy. Given this responsibility for the single monetary and exchange rate policy of the euro area, the ECB also naturally fulfils a core role in the organisation of the exchange rate relationships between the euro area and those non-euro area EU Member States that have agreed to participate in the exchange rate mechanism of the European Monetary System. Secondly, the ECB incorporates the Supervisory Board which carries out the banking supervisory tasks of the SSM, comprising all participating Member States, which per definition are those whose currency is the euro, but which can also include EU Member States that do not have the euro as their national currency but whose national competent authority for banking supervision has engaged in close cooperation with the SSM. Thirdly, the ECB provides a platform for dialogue and cooperation among the central banks of all EU Member States in the format of the General Council of the ECB, which also has some limited decision-making powers. And, finally, the ECB hosts the platform for exchanges of views among the central banks and the micro and macro-prudential authorities of all EU Member States in the constellation of the European Systemic Risk Board, which has no formal decision-making powers. In sum, the ECB itself is a living example of how to handle under one and the same roof differentiated forms of financial integration within Europe.


    So it is possible, also from a legal point of view, given the status of the ECB as an EU institution, to provide for differentiated forms of integration in the financial domain. That does not answer the question, however, whether differentiated integration in the financial sphere of the European Union is going to help or hinder the process of a deeper union, or whether it can promote or delay that process. As I mentioned just a moment ago, there can be very different vantage points in relation to the legal scope for differentiated financial integration. Asan economist, the matter seems rather straightforward: the deeper the degree of economic and monetary union, the stronger the case for a free movement of factors of production to buffer asymmetric shocks to this union. In other words, if the euro area does not comprise the entire EU membership, it makes economic sense for the euro area members to engage in deeper financial integration, in terms of banking as well as capital markets union. Of course, the real world is more complex than textbook economics and, to the extent that one conceives the European Union as already being some kind of political union, the legal framework underpinning this political union becomes both key and complicated at the same time.


    I can therefore fully understand that, from a legal perspective, matters can look very different. To cover the different legal vantage points, I am in the fortunate position of being able to introduce to you a diverse group of panel members. Itconsists of three presenters and two discussants, all of whom are in my view very well-suited to shed light on the matter from its various angles. Given the differences in their background, age and affiliation, I am looking forward to a very interesting exchange of views, following which we should have some remaining time to interact with the audience. That obviously assumes that I will not disappoint in my role as chair in disciplining each speaker to stay within the time limits allocated. I will therefore also not spend much time on introducing every one of the speakers, whose current occupation is mentioned in the conference programme. Suffice it to say that they come from two institutional domains. The three presenters – Roberto Cisotta, Frédéric Allemand and Ann-Katrin Pötter – are all currently affiliated to an academic institution, but each of them has had some work experience at an EU institution; as a matter of fact, the first two spent some time inter alia at the ECB. The two discussants – Hubert Legal and Savvas Papasavvas – are both affiliated with an EU institution: the Council and the Court of Justice of the EU, respectively.


    Having had the opportunity to preview the contributions from the three presenters, I can affirm that a diversity of views will be exposed in a thought-provoking manner that will undoubtedly trigger interesting reactions from the discussants as well as follow-up questions from the audience. In a nutshell, and without any intention whatsoever to pre-empt part of the presentations – which would indeed be a reckless undertaking for a simple economist at a high-level legal conference– I would merely like to point out that, from an ECB perspective, three interesting themes are likely to be addressed: first, the concept of the financial stability of the euro area as a whole and how it relates to the EU Treaty framework and the functioning of the internal market; secondly, the emergence of differentiated arrangements to foster financial stability in Europe, built also on different legal bases, both inside and outside the EU legal framework, and how to keep this differentiation in check; and, thirdly, the different roles played by the ECB as an EU institution in contributing to securing financial stability in the EU.


    I have spoken for too long already. In order not to lose my credibility as a time-considerate chair, let me therefore immediately give the floor to the three presenters, followed by the two discussants, before opening up the session to the audience.


    
      
        1 Director General International and European Relations, European Central Bank.

      

    

  


  
    Financial stability and the reconstruction of the EU legal order in the aftermath of the crisis


    Roberto Cisotta1


    Abstract


    This paper examines the role plaid in the context of the responses offered by the EU to the financial crisis by the concept of ‘financial stability of the euro area as a whole’. It emerges as a value and as an objective of the national and EU legal orders, and it is argued it can provide a guiding principle for national and EU bodies and institutions and as a coherence factor from an interpretative point of view.


    1 Introduction


    This paper aims at formulating a new theoretical reconstruction apt to offer a better understanding of the interplay between the various differentiated circles of cooperation created, on different legal bases – inside and outside the EU legal order – to tackle the financial crisis up to the present time. In particular, I will try to clarify how the coexistence between those circles and the internal market can be arranged.


    The analysis starts from an understanding of the new legal institutional and financial framework set up to cope with the economic crisis as a legal apparatus based on the protection of the ‘financial stability of the euro area as a whole’. This is only apparently an obvious and neutral starting point. Both the EU institutions and its Member States have taken the preservation of the financial stability of the monetary area as their pole star throughout the crisis2. On top of that, taking it as the cornerstone of the latest evolution of EU law, and namely economic and monetary union (EMU) law, constitutes an interpretative option which has relevant consequences on the evaluation of the actions and new powers of pre-existent and newly established institutions, organs and bodies, and, ultimately, on the reconstruction of the EU legal system. It will be argued that the latter has welcomed the ‘financial stability of the euro area as a whole’ as a new objective, and this enables the EU institutions to take new actions – i.e. adopt legislation and other acts, establish regulatory and supervisory (especially over national economic policy decisions) systems and, in particular as regards the ECB, carry out market operations partly under new and different conditions.


    The evolution triggered by the crisis has probably accelerated an already ongoing process regarding in particular the euro area. In formal terms, this process can be clarified as the incremental clarification and concretisation of the latitude and consistency of EU’s competence in economic policy vis-à-vis the EU Member States whose currency is the euro. In fact, as will be recalled in Section 2, the limits and the nature of EU’s competence in this field are not fully clarified by primary law, which leaves room for manoeuvre to Member States and institutions for its concrete definition.


    The existing literature has extensively dealt with the special legal features of the solutions and mechanisms set up by the EU and its Member States to react to the crisis and to create a sounder financial system able to withstand financial bad weather3. It seems that the time has come to formulate a tentative theoretical reconstruction – allowing a new practical approach, too – for the understanding and management of the new complex legal framework. This paper tries to shed some light on the systematic implications of the appearance of the concept of the ‘financial stability of the euro area as a whole’, especially in terms of impact on the internal market functioning.


    2 The EU’s Competences in EMU and the Problem of the Preservation of the Financial Stability of the Monetary Area


    Article 5(1) TFEU recognises that economic policy is, in substance, a matter pertaining to the national level. The text of the provision reads as follows:


    ‘The Member States shall coordinate their economic policies within the Union.’4


    Such wording leaves little space to the EU and the relative powers do not seem to fall in any of the three established categories of competences, listed in other provisions (Articles 3, 4 and 6 TFEU). This is confirmed by Article 2 TFEU, where economic policy coordination is mentioned separately from the ordinary groups of competences5.


    However, Article 5(1) TFEU also states that


    ‘[s]pecific provisions shall apply to those Member States whose currency is the euro.’


    Chapter IV of Title VIII of the Third Part of the TFEU is entitled ‘Provisions Specific to Member States whose Currency is the Euro’: thus, it may be wondered whether the provisions included in Chapter IV contain the legal bases for reinforced coordination for euro area Member States. It cannot be excluded that other primary law provisions may also be considered as ‘specific’ ones which apply to euro area Member States allowing them to take actions implementing the ‘special’ powers of the EU in economic policy as regards such States. Nevertheless, from a systematic point of view, the title of Chapter IV cannot be due just to organisational reasons in the context of Title VIII – i.e. to distinguish those provisions that apply only to euro area Member States from all the others, addressed also to the Member States which have still not joined the monetary area. In fact, there are some other clauses in different provisions in Title VIII specifically dedicated to the functioning of the monetary area (for instance as regards voting rules, sanctions in the context of the excessive deficit procedure, etc.: see Article 139 TFEU). It seems nonetheless clear, from the aim of provisions in Chapter IV and also on the basis of the praxis that emerged during the crisis – see the next Section –, that that Chapter contains at least the most important of such ‘specific’ legal bases. Resorting to those bases, the powers that can be conferred upon the institutions of the EU may go beyond the mere coordination of national economic policies and may entail more significant and intrusive actions for the EU in the field.


    In this paper it is assumed that, in the field of economic policy, and at least as far as Member States whose currency is the euro are concerned, the competences of the Union can grow to the detriment of those of Member States, as is the case in the fields where competences are shared between Member States and the EU (listed in Article 4 TFEU). It will be demonstrated in paragraph 2.2 that the Court of Justice of the EU has implicitly made the same assumption.


    2.1 Primary Law Provisions Specific to Euro Area Member States: the Praxis During the Crisis


    The praxis of the actions undertaken by the EU institutions in the course of the crisis endorses the proposed interpretation as regards the competences of the EU in the field of economic policy. In this respect, Article 136 TFEU is the most significant provision of Chapter IV and since the beginning of the crisis it has been used as a legal basis for a series of acts concerning euro area Member States with a view to providing what can be considered closer coordination in the field of economic policy.


    This is the original text of Article 136 TFEU (without the third paragraph, which was added in 2011 – see next paragraph):


    1.In order to ensure the proper functioning of economic and monetary union, and in accordance with the relevant provisions of the Treaties, the Council shall, in accordance with the relevant procedure from among those referred to in Articles 121 and 126, with the exception of the procedure set out in Article 126(14), adopt measures specific to those Member States whose currency is the euro:


    (a)to strengthen the coordination and surveillance of their budgetary discipline;


    (b)to set out economic policy guidelines for them, while ensuring that they are compatible with those adopted for the whole of the Union and are kept under surveillance.


    2.For those measures set out in paragraph 1, only members of the Council representing Member States whose currency is the euro shall take part in the vote.


    A qualified majority of the said members shall be defined in accordance with Article 238(3)(a).’


    Since the spring of 2010, when the first Greek crisis erupted, Article 136 TFEU has been interpreted extensively and used for a variety of purposes. First, it has been used to adopt acts incorporating the conditionality clauses for Member States receiving financial aid. Secondly, decisions on the existence of excessive deficits for euro area Member States have thereafter been adopted on the basis of Articles 126(6) and (13) and 136 TFEU. Article 136 TFEU plays an important role also in those groups of measures referred to as six pack 6 and two pack 7; in order to entrust the EU institutions with new and more intrusive powers as regards the euro area, recourse to Article 136 TFEU is deemed necessary.


    2.2 The Amendment of Article 136 TFEU: an Interpretation Consistent with the Objective of Safeguarding the Financial Stability of the Euro Area as a Whole


    Article 136 TFEU has throughout been at the centre of the action: it has in fact been the object of an amendment and the analysis of such intervention is especially relevant for our purposes. A third paragraph was added to the provision in question by European Council Decision 2011/199/EU of 25March2011 amending Article 136 of the Treaty on the Functioning of the European Union with regard to a stability mechanism for Member States whose currency is the euro8. This act was intendedto explicitly allow euro area Member States to establish a permanent stability mechanism9. The reasons that led the Member States to introduce such an amendment are quite complex, but can be summarised by saying that an explicit endorsement in primary EU law was felt to be needed so that Article 125 TFEU (the no bail-out clause) was not infringed by a permanent financial assistance mechanism for euro area Member States.


    For our purposes, just a few remarks seem opportune to clarify the legal questions underlying this choice10. The no bail-out clause – and, with different addressees and/or under different perspectives, Articles 123 and 124 TFEU – is intended to oblige each Member State that is part of the monetary area to bear sole responsibility for its financial commitments11. Otherwise, as is well known, incentives to moral hazard would be created, as Member States might conduct prudent fiscal policies relying on the support of other Member States, or of the Union (or the ECB or the banking system), which would sooner or later be provided to rescue the monetary area in the event of financial turmoil. If such objective, pursued by Article 125 TFEU, is clear, it has to be recalled that when EU Member States started to be hit by the crisis, the problem arose as to whether a kind of financial assistance could be given to the Member States with the worst financial problems without infringing the no bail-out clause. In essence, the response was in the affirmative, but without any undertaking of financial obligations of the rescued Member State by the other Member States. Therefore, the whole operation should have constituted, in essence, issuance of new debt for the rescued State. Moreover, such loans have been granted under ‘strict conditionality’, i.e. with the rescued Member State undertaking very serious obligations concerning the conduct of its fiscal policy.


    These arguments have been severely criticised by the authors who maintain that the Maastricht design must be interpreted restrictively, i.e. not allowing any substantial circumvention of the fiscal discipline rules12. However, the interpretation followed by the EU institutions and the Member States, generous as it may be, can hardly be considered at odds with primary law. It is difficult to overcome the formal argument that Article 125 prohibits operations that relieve the debtor Member State of a direct assumption of its financial commitments, but not other forms of financial aid.


    Let us now turn back to the Treaty amendment. This is the new third paragraph of Article 136 TFEU, added by Decision 2011/199/EU:13


    ‘The Member States whose currency is the euro may establish a stability mechanism to be activated if indispensable to safeguard the stability of the euro area as a whole. The granting of any required financial assistance under the mechanism will be made subject to strict conditionality.’


    Therefore, the new stability mechanism can be activated only ‘if indispensable to safeguard the stability of the euro area as a whole’ and any required financial assistance ‘will be made subject to strict conditionality’ (similar statements are contained in Decision 2011/199/EU). These limitations are clearly aimed at maintaining the rigour of the fiscal discipline for euro area Member States and at avoiding moral hazard. One cannot escape from noting that they are the same limitations recognised, under the praxis developed before the Treaty amendment, for the interventions carried out on an ad hoc basis or under non-permanent mechanisms. Du reste, there are no indicators in primary law that should lead one to consider differently financial assistance provided in one of such forms from others.


    As stated by the European Commission Opinion on the draft European Council Decision amending Article 136 of the Treaty on the Functioning of the European Union with regard to a stability mechanism for Member States whose currency is the euro14, and by ECB Opinion CON/2011/24 on a draft European Council Decision amending Article 136 of the Treaty on the Functioning of the European Union with regard to a stability mechanism for Member States whose currency is the euro15, the new third paragraph of Article 136 TFEU just clarifies16 that the kind of financial assistance possible under the permanent stability mechanism which was to be established was compatible with the no-bail out clause. Given that the limitations were the same as those recognised for the other financial assistance interventions carried out before the Treaty amendment, it can be said that the legitimacy of the latter has been indirectly endorsed ex post by those statements of the Commission and the ECB. The same can be said for the Court of Justice, which had the chance to express its view on this matter in the Pringle case17, where it reviewed the validity of Decision 2011/199/EU and was called upon to interpret a series of primary law provisions.


    It seems clear that the authorisation contained in the new third paragraph of Article 136 TFEU concerns action to be carried out by Member States of the euro area (and it was intended to clarify the compatibility of such action with the no bail-out clause). Therefore, as regards this matter, the new paragraph of Article 136 TFEU does not confer any power upon the EU and the competence for the ultimate action to rescue the euro area rests with the Member States, as confirmed, once more, in Pringle18. Nevertheless the Court of Justice, again in Pringle, has not precluded recourse to Article 352 TFEU for the establishment of a permanent mechanism: it has confined itself to noting that such solution has not been adopted by the EU institutions19. This passage appears significant. By stating that, in principle, Article 352 TFEU could be used, the Court of Justice is accepting that a shift in competence from the Member States to the EU may take place as regards the preservation of the financial stability of the euro area as a whole: as resort to Article 352 can be justified only by the existence of an objective to be pursued by the EU, the referred statement implies that such an objective might, in the future, pertain to the Union. Therefore, the assumption (made inSection 2) that competences in economic policy can undergo the same dynamics of shared competences also seems to have been made by the Luxembourg judges.


    The elements emerging from the presented praxis constitute the starting point for an understanding of the meaning and of the systematic role of the concept of financial stability of the euro area as a whole. Before trying to outline other important elements which will help to complete the picture, we should try to answer a last question concerning the new text of Article 136 TFEU. Such text, as seen, refers to the ‘stability of the euro area as a whole’. It may be questioned whether the absence of the adjective ‘financial’ implies that non-economic elements can come into play when the existence of the prerequisites for providing financial assistance is evaluated. Recitals 2 and 4 to European Council Decision 2011/199 would lead one to consider that the ‘stability of the euro area as a whole’ has to be intended primarily as ‘financial stability’, but it is probably not by chance that the adjective ‘financial’ has been omitted in the new third paragraph. It is difficult to isolate merely financial aspects, just cutting off political considerations. The two aspects are often intertwined and the reactions of the markets – which in theory should be amongst the most relevant aspects to be considered – can be caused by misinterpretation and/or under- or overreaction to the situation of the Member State concerned.


    The Court of Justice has provided an element which would be relevant in such contexts: the financial stability of the euro area and that of its Member States are closely connected and it can be inferred that no Member State belonging to the monetary area is isolated enough, that its financial situation can worsen without repercussions on the stability of the area as a whole20.


    3 Building the ‘Financial Stability of the Euro Area as a Whole’ as a Legal Concept


    It is not easy to define what is financial stability, and it is even more difficult to establish when a risk to financial stability should be deemed serious enough and, therefore, an intervention of the Member States of the euro area – now via the permanent stability mechanism envisaged by Article 136 TFEU – could be considered possible.


    As we shall see, monitoring financial stability is becoming increasingly important for central bankers and for the ECB in particular. Therefore, the ECB has also come across the problem of defining financial stability, as emerges from the following passage:


    ‘Capturing the complex notion of financial stability is not straightforward; the ECB defines it as a condition in which the financial system – intermediaries, markets and market infrastructures – can withstand shocks without major disruption in financial intermediation and in the effective allocation of savings to productive investment’21.


    For our purposes, we can assume that financial stability is a condition in which the different actors of the financial system, as well as its institutions and infrastructures (‘intermediaries, markets and market infrastructures’) are able to absorb shocks without ‘major disruption’ in the performance of their tasks (‘financial intermediation and in the effective allocation of savings to productive investment’). However, some other elements also need to be outlined.


    In the first place, what may seem obvious is that in Article 136 TFEU financial stability refers essentially to the public finances of one or more euro area Member States. However, the relationship between sovereign debt and financial stability of the private sector has always been evident and it has constituted one of the most problematic issues throughout the crisis. To what extent private financial stability should be considered separate from public financial stability from an economic point of view is not relevant here, but it has to be borne in mind that the aspects related to the stability of private entities constitute an important element for the reconstruction of the concept of ‘financial stability’ under Article136 TFEU. This aspect is confirmed by the ECB definition of financial stability reported above, where no distinction is made as to the nature – public or private– of the subjects or financial instruments considered22.


    In the second place, it is useful to make reference to how the financial stability of the euro area as a whole has been considered in the context of a national legal order: given that its preservation belongs to national competences, it is quite natural that this has been a matter also for national judges23. A case decided by the Estonian Supreme Court appears representative: the safeguarding of the financial stability of the euro area as a whole was considered as a value which can provide grounds to limit some constitutional prerogatives, in particular of the national Parliament24. The issue concerned Article 4(4) of the ESM Treaty, which allows decisions to be taken with a 85% majority (instead of the unanimity vote that is prescribed as a general rule) in case of urgent financial assistance requests. Hence, even with a negative vote of its representative (amounting to less than the blocking minority of 15%), Estonia could find itself bound by a decision of the majority and by the consequent financial commitments.


    The Estonian judges recognised that ‘[f]inancial stability is related to significant constitutional values’: Estonia has put its financial stability in common with the other euro area Member States, therefore the stability of the euro area as a whole has become a national constitutional value25.


    It is clear that this judgment regards only Estonia, but it is remarkable as the financial stability of the euro area – considered by the Estonian Supreme Court no longer to be separable from the national financial stability26 – comes into play with other values of the same rank and the Estonian judges took the view that corresponding advantages overcome the disadvantage of the risk relating to Article 4(4) of the ESM Treaty. In this judgment, the financial stability of the euro area as a whole in its national legal dimension shows one of its possiblefaces.


    In the third place, one should have a fresh look at the EU law dimension of the financial stability of the euro area as a whole – which exists, despite the dominant competences of the Member States in the field. The Cypriot case appears here especially emblematic: the safeguarding of financial stability has been recognised by the Commission as a valid justification for temporary restrictive measures to freedom of circulation of capital put in place by Cyprus in 2013 to cope with serious financial risks27. Reproducing a very well known framework in EU law, the Commission has recognised that some public policy objectives may justify restrictions to the fundamental freedoms granted under EU law also in cases different from those explicitly provided for by primary law. While the legitimate source for such recognition was the case-law of the Court of Justice, here it has come from the Commission itself, giving rise to a praxis which is very interesting for our purposes (and which may be endorsed by the Court of Justice in the future).


    In this case the financial stability of a single (small) euro area Member State was at stake. However – as already recognised by the Court of Justice and the Estonian Supreme Court – it would have been difficult to consider that financial risks affecting just that Member State of the euro area could have been irrelevant and innocuous for the stability of the monetary union as a whole.


    In the fourth place, and again in the context of EU law, the financial stability of the euro area as a whole should be considered in a broader perspective. According to some legal scholars, the safeguarding of the ‘financial stability of the euro area as a whole’ seems now to amount to a new objective of the EU, in particular in the context of the EMU28. In addition to the objectives set by Article119 TFEU, i.e. price stability and prudent fiscal policies, the institutions should now also pursue the objective of safeguarding financial stability.


    Whether and to what extent preserving financial stability is an objective compatible with the other two laid down in Article 119 TFEU is a matter essentially pertaining to economic analysis and cannot be verified here; moreover, interpreting those two objectives rests substantially in the discretion of the EU institutions. What can be said is that sudden and/or continuous changes of them would call into question their credibility (towards third parties and in particular the international markets). At least in the long run, this might dangerously put at risk the chances to pursue effectively all the objectives (including financial stability).


    Nonetheless, whether or not the objective in question is in an ancillary position to those explicitly set by primary law, it would still be mandatory for EU institutions to take it into account. First of all, the praxis shows that a number of pieces of EU law take account – although indirectly, as one may say – of financial stability. The objective of the measures adopted to respond to the crisis is not just to keep public expenditure under control, but to set up efficient mechanisms which correct in a timely manner imprudent fiscal behaviour, thus avoiding financial disruption and reducing contagion risks throughout the monetary union. In other and more formal terms, the shift in competences from the Member States to the EU in the field of economic policy has concerned action apt to attain the safeguarding of the financial stability of the euro area as a whole29.


    Secondly, even if such objective had to be classified only as a national one – which in any event seems impossible given the current state of evolution of EU law –, it would stem from the principle of loyal cooperation that the EU should not make it more difficult for Member States to achieve it30, and, on top of that, should cooperate with national authorities for the preservation of financial stability of the euro area as a whole.


    What seems undisputable is that financial stability has different aspects and at least some of them cannot be considered outside the reach (and the responsibility) of the EU31. For instance, financial stability is not irrelevant in the context of the activity of the ECB: one may think about the Financial Stability Review, regularly carried out since 2004, as well as the new tasks with which the ECB has been entrusted in the context of the establishment of a banking union, where the safeguarding of financial stability is preeminent (see also Article 127(5) TFEU).


    3.1 The ‘Financial Stability of the Euro Area as a Whole’ and Economic and Monetary Policies


    The hypotheses exposed will now be verified in the light of the case-law of the Court of Justice. It seems especially important to draw attention to the consequences of the results that will emerge as regards the activity of the ECB.


    First, it should be recalled that, in addition to pursuing the primary objective of price stability, the ECB and the ESCB have to support the general policies of the EU (see Article 127(1) TFEU). Inasmuch as the financial stability of the euro area as a whole can be considered an objective of the EU, the ECB should help to pursue it, although as a second-tier objective after price stability. Second, the Court of Justice has recognised that the ECB and the ESCB, in conducting the monetary policy of the EU, should take care of the transmission mechanism of the ‘impulses’ they give in the performance of that task. Ensuring proper transmission mechanisms pertains to the primary objective of maintaining price stability. To clarify the point, it seems worth quoting the relevant passages from the recent judgment in the Gauweiler case.


    ‘The ability of the ESCB to influence price developments by means of its monetary policy decisions in fact depends, to a great extent, on the transmission of the ‘impulses’ which the ESCB sends out across the money market to the various sectors of the economy. Consequently, if the monetary policy transmission mechanism is disrupted, that is likely to render the ESCB’s decisions ineffective in a part of the euro area and, accordingly, to undermine the singleness of monetary policy. Moreover, since disruption of the transmission mechanism undermines the effectiveness of the measures adopted by the ESCB, that necessarily affects the ESCB’s ability to guarantee price stability. Accordingly, measures that are intended to preserve that transmission mechanism may be regarded as pertaining to the primary objective laid down in Article127(1) TFEU.


    The fact that a programme such as that announced in the press release might also be capable of contributing to the stability of the euro area, which is a matter of economic policy (…), does not call that assessment into question.


    Indeed, a monetary policy measure cannot be treated as equivalent to an economic policy measure merely because it may have indirect effects on the stability of the euro area (…).’32


    The Court of Justice has thus maintained that a monetary policy measure cannot become an economic policy one ‘merely because’ it may indirectly have some effects on the (financial) stability of the euro area. The Luxembourg judges have thus preferred to take a ‘purist’ approach as regards the qualification of a measure as pertaining to the economic or monetary policy33 – keeping only the second category within the remit of the ECB and of the ESCB –, but they have apparently chosen to consider irrelevant its ‘indirect effects’. Such effects, on the contrary, may well be taken into consideration by (economic or monetary) policy makers when they set their objectives and choose the measures to be adopted in their toolkit. In fact, shortly after the reported passages, the Court of Justice has stated – with a more precise reference to the government bond-buying programme at issue in the Gauweiler judgment – that such indirect effects may constitute a way to support the general policies of the EU as an ulterior objective to price stability, to be primarily pursued by the monetary policy measure at issue (thus allowing the ECB and the ESCB to abide by Article 127(1) TFEU)34.


    What is extremely relevant is that the Court of Justice has, incidentally, affirmed that ‘the stability of the euro area (...) is a matter of economic policy’. Despite avoiding the word ‘objective’, which would have engaged the CJEU in an interpretative effort that was not necessary in the case in question, the Luxembourg judges showed their awareness of the crucial role of financial stability in the ambit of economic policy.


    With reference to the division of competences between the EU and the Member States, one may wonder whether the Court of Justice was hinting at economic policy as an essentially national competence, just coordinated at the EU level (see Articles 2 and 5(1) TFEU, and supra,Section 2). The exposed analysis, with the highlighted shift in competence from the Member States of the euro area to the EU in the field of economic policy, precisely regarding the pursuit of the safeguard of the financial stability of the euro area as a whole, should lead to a different solution: the Court is referring to a matter of economic policy which is increasingly falling, although not completely,35 within the competence of the EU.


    It can be also noted that the Court of Justice has used the expression ‘stability of the euro area’ without the adjective ‘financial’, like in Article 136(3) TFEU. The same observations already made with reference to Article 136 TFEU apply, and here they are confirmed by the link established with economic policy.


    4 An Attempt to Assess the Legal Significance and Usefulness of the concept of ‘Financial Stability of the Euro Area as a Whole’ with Regard to the Tensions Arising between New and Differentiated Legal Frameworks (in particular the Banking Union) and Internal Market Law


    The coexistence with the internal market of the several differentiated circles of cooperation established by various measures adopted to tackle the crisis has to be investigated; it will be argued that the concept of financial stability of the euro area as a whole can, explicitly or implicitly, play a role in preventing or solving possible clashes. To this end, it has to be borne in mind that such concept has been already used with reference to the internal market functioning, and in particular for providing grounds to justify a restriction to the fundamental freedoms (see supra,Section 3).


    Here the new framework for establishing a banking union in the EU will be the object of the analysis, with special reference to the tasks of the ECB. Two critical points emerge immediately. First, the role given to the ECB in the context of the establishment of a banking union could be in some way in contrast with the performance of its primary task, which is to maintain price stability. In fact, the ECB, involved in particular as part of the Single Supervisory Mechanism (SSM) in the new supervisory system, should in that capacity pursue the safeguard of financial stability (of the euro area) and it has been shown that the relationship of this objective with price stability might be problematic (see supra, Section3)36. Besides, a new differentiation is being introduced, as not all EU Member States take part in the banking union and thus not all market players will receive the same normative treatment and are subject to the same supervisory and regulatory system37: this circumstance inevitably causes tensions with internal market law and namely with the existing single financial market.


    More precisely, the realisation of the banking union requires: the establishment of a single banking supervisory structure, led by a single organism, which ensures uniform conditions on the market; the establishment of a single authority for bank insolvency, ensuring orderly restructurings; and a single deposit guarantee scheme, with a view to avoiding bank runs and uncontrolled liquidity movements in the euro area38.


    The conceptualisation of the safeguarding of the financial stability of the euro area as a whole emerging from the illustrated praxis and from the presented elaboration can shed some light on the understanding of the legal mandate and activity of the European and national institutions involved.


    Two elements in particular should be taken into account from the outset.


    Firstly, it has to be borne in mind that – in the words of Lastra –


    ‘[f]inancial stability is a key goal for national, European and international authorities. To achieve this goal the authorities have a variety of instruments at their disposal: regulation, supervision (micro and macro), lender of last resort, recovery and resolution tools, orderly insolvency and others.’39


    Therefore, working for the establishment of a banking union implies that the specificities of the related tasks have to be taken into consideration: the primary objective of the preservation of the financial stability (of the euro area as a whole) and the variety of specific instruments which can be used to achieve this objective.


    Secondly, with specific regard to the ECB, the goal of safeguarding the financial stability of the euro area as a whole cannot be, as is well known, its primary objective, but could just be pursued as a second-tier objective after maintaining price stability (see supra, paragraph 3.1). Nevertheless, this privilege for price stability is prescribed by Article 127(1) as regards the conduct of monetary policy, but should not be followed in the context of the establishment of a banking union and namely of supervision activities. This stems also from a systematic interpretation of Article 127(6) TFEU, which allows the conferral upon the ECB of banking supervision tasks – in fact it has been used as a legal basis –, but does not impose that the supremacy of price stability spills over to the supervisory function, i.e. to activities which do not pertain to monetary policy. Nor does Article 127(1) TFEU itself. Furthermore, the exposed analysis shows that the preservation of financial stability of the euro area as a whole has reinforced its standing as an objective of the EU.


    However, the legal framework is complicated, inter alia, by the fact that – once more in the words of Lastra –


    ‘[t]he advent of macro prudential supervision has further reinforced the link between monetary stability and financial stability.’40


    Macro-prudential supervision rests in the hands of the ESRB, hence increasing the overlap of objectives and functions within the constellation of institutions and organs involved in the banking union project (but the mandate of the ESRB also goes beyond the boundaries of that project). In its turn, the ECB is called on, on the one hand, to make its contribution to that project and to the efforts to safeguard the financial stability of the euro area as a whole, and, on the other, to work to set conditions which, although apparently disconnected from its usual business and maybe even in contrast with its primary objective, will also ensure monetary stability and thus, in the end, facilitate the transmission of monetary policy ‘impulses’.


    What is even more interesting is that the preservation of the financial stability of the euro area as a whole could play a role in the management of the criticisms arising out of the subdivisions of the EU created under the frameworks of the SSM and the Single Resolution Mechanism (SRM)41. Not all issues can obviously be dealt with here, but it will be useful to sketch the basic principles that stem from the imperative to safeguard the financial stability of the euro area as a whole.


    First, on the basis of the case of the capital controls imposed by the Cypriot authorities in 2013 (see supra, Section 3), restrictions on fundamental freedoms can be justified on the basis of the need to safeguard the financial stability of the euro area as a whole. In the classical cases regarding fundamental freedoms, restrictions are imposed by, or come out as an effect of, national legislative or administrative measures adopted by authorities of Member States in the exercise of their powers under national law. In our cases, restrictions could be caused by acts or behaviour of national or European organs or institutions acting under the framework of banking union law, thus applying or implementing EU law. The reader will be now well acquainted with the fact that the EU justifies a share of competences as far as financial stability is concerned. Therefore, the potential clashes arise within the EU legal order itself. The contrast would actually be between freedoms of circulation or competition law principles and the safeguarding of the financial stability of the euro area as a whole. This may give the financial stability of the euro area as a whole an advantage: born in the realm of national competences, having now penetrated into the EU legal order and linked in that context to the first rank objective of the realisation of EMU, this goal would not represent a national protectionist tendency. On the contrary, the banking union ultimately serves internal market functioning42.


    Secondly, once entered in the chess game of internal market law, the financial stability of the euro area as a whole, even as an EU law – and not merely national law – objective, should play in such a way as to respect the rules of that game. When striking a balance between exigencies related to the application of provisions on freedoms of movement and possible exceptions, the Court of Justice looks favourably upon freedoms of movement and interprets exceptions restrictively. Despite the referred benevolentia from which the preservation of the financial stability of the euro area as a whole may benefit, restrictions should certainly respect the proportionality principle. For instance, it might be necessary to demonstrate – when defending a piece of legislation or another act which establishes a difference in treatment between (market players of) banking union Member States and other EU Member States – that without such act the financial stability of the euro area as a whole would be less well defended, or, ultimately, put at risk. Useful indicators would be: the special conditions and features recognised by primary law and by the legislators (technical expertise, independence, accountability) which place the entrusted entity in a better position to perform the particular task at issue; demonstrable systemic importance of the tasks performed or of the supervised/regulated entities in question; existence of financial linkages of the supervised/regulated entities in question with other public and private subjects, or the special exposure to certain risks emerging from evidence collected by national or European supervisors. However, to respect the proportionality principle, the restriction (and the consequent market distortion) at issue should be strictly limited to the achievement of the objective pursued. In that connection, as is well known, the principle of subsidiarity can also come into play. This would be the case in particular when the conferral to the EU level of a certain function regarding supervision, or resolution, or other (previously exercised by national authorities) powers is contested.


    Thirdly, when technical evaluations – for instance the qualification of an entity of systemic importance – are called into question, it is foreseeable that the EU institutions and organs involved in the framework of the banking union, and especially the ECB, would be granted a broad discretion in technical appreciations, largely subtracted to the scrutiny of the EU judges. To this end, one can invoke, by analogy, the Gauweiler case, where this free space of appreciation has been recognised (in the context of the proportionality test) to the ECB when performing its monetary policy tasks: the Court of Justice has recognised that, once the reasons of the contested act have been correctly and sufficiently stated, so that the basic scrutiny of the judges can be exercised, and this statement is not vitiated by a manifest error of assessment, the act survives a legality review43.


    Fourthly, competition rules, including both antitrust and State aid law, are part of internal market law in the EU legal system and issues of compatibility between banking union law and such rules may arise, too. Some of the arguments put forward as concerns the application of freedoms of movement rules could be invoked, mutatis mutandis, to advocate a somewhat limited application of competition rules, too. As far as State aid rules are concerned44, resort to exceptions to the general prohibition provided for in Article 107 TFEU may be granted, on the grounds that certain measures – although amounting to aid – are aimed at safeguarding the financial stability of the euro area as a whole. In certain situations, the existence of a general scheme, based also on EU law, to provide financial support to banks or financial institutions – e.g. in recapitalisations – may be qualified as an aid regime. What is more, in competition law the framework for the banking union will have to coexist with the powers of the Commission in competition law enforcement.


    Finally, the existence of complex regulatory frameworks established by the EU legislator has been sometimes been regarded with a certain deference by the Court of Justice. However, it would be risky to formulate legal arguments that solicit this type of attitude, which would, in any event, be an indirect acknowledgement of the importance and of the high ranking of the financial stability of the euro area as a whole in the EU legal order.


    5 The Financial Stability of the Euro Area as a Whole and other (than Article 136 TFEU) Legal Bases


    As a final step of the present enquiry, it will be verified whether the preservation of the financial stability of the euro area as a whole (or maybe of financial stability of the EU in general) is apt – explicitly or implicitly – to allow the use of legal bases other than Article 136 TFEU, in particular Articles 114 or 352 TFEU, for the adoption of legislation aimed at promoting closer coordination and market integration at various levels.


    As regards Article 352 TFEU, there must be an objective the EU has to attain and a lack of powers to establish actions accordingly. The Court of Justice has been quite generous in acknowledging the existence of an objective in the Treaties, not requiring an explicit statement in the relevant provisions (see in particular Article 3 TEU). The exposed analysis shows that the safeguarding of the financial stability of the euro area as a whole should indeed provide an objective which requires resort to Article 352: being a non-codified objective of the EU, at least in the Treaties, there are no specific actions provided for therein to support its achievement. It can be taken as a confirmation the view taken by the Court of Justice in the Pringle case, where the door was left open even to the establishment of a permanent mechanism for euro area Member States on the basis of Article 352 TFEU45.


    As to Article 114 TFEU, it is linked to the objective of internal market functioning and also here the Court of Justice has demonstrated quite a generous approach. Pieces of legislation can be adopted on the basis of Article 114 TFEU where there is an actual and not merely hypothetical positive impact on internal market functioning: there might be many cases of measures aimed at safeguarding the financial stability of the euro area as a whole with at the same time the capability to enhance internal market functioning (even if in these pages the stress has been put on cases of potential contrast between internal market law and banking union rules). In the legal doctrine, the single deposit guarantee scheme has been taken as an example46, but also the single supervisory and resolution systems, in the absence of subdivisions – due to non-participating Member States – would bring uniform rules and regulation to the market. This characteristic can, even when subdivisions still exist, allow the adoption of legislation in support of the activities of those systems. The viability of Article 114 TFEU solution in the context of the current evolution of the EMU – where the indicated conditions are met – is testified by its use in the ESRB Regulation47.


    6 Concluding Remarks


    The safeguarding of the financial stability of the euro area as a whole, maybe unexpectedly, is at the core of a profound evolution of the EU legal order. From a legal point of view, the need to protect and preserve that stability lies at the intersection of different lines of the evolution of the EU legal order. In the first place, the objectives to be pursued in the context of EMU, as set by the Treaties, had already been felt as probably too rigid, especially if compared to the experience of the Federal Reserve in the USA. In the second place, the fiscal discipline system had had mixed results, undermining its credibility. At the same time, the need to enhance economic policy coordination – the weak pillar of the Maastricht design – had led to thinking on a closer union, not just based on discipline and negative solidarity, but also on unified resources and a full fiscal union. In the third place, driving financial markets towards integration had become an imperative per se, and, in addition, both to exploit the potential of the single currency and to build a sounder financial system. Finally, common, clear and well framed rules were clearly necessary to complete the design. The shock of the crisis has triggered change along each of these lines. Bringing together the intertwined tensions of the private and public entities, as well as the critical points of the legal system, the concept of financial stability of the euro area as a whole has become a big issue to be dealt with and therefore its safeguarding provides a coherence factor of all the machinery of the potentially involved sectors and policies of the EU.
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    The ECB, the SSM and differentiated integration: the legal triangle of incompatibility?


    Frédéric Allemand1


    1 Introduction


    In their book The Law of the European Central Bank, at the beginning of the chapter on ‘The European Central Bank and Differentiated Integration’, Chiara Zilioli and Martin Selmayr observe that ‘EMU [economic and monetary union] is the first comprehensive experiment on differentiated integration.’ The two writers go on to say that ‘For Community law, this situation represents a challenge.’2 As regards the rules of law relating to the ECB, more specifically, they note that differentiation holds a much more important place there than in all the other areas of the EU’s legal system, precisely because several Member States have not relinquished the right to exercise their monetary sovereignty to the Union. ‘The ECB is therefore much more subject to differentiation than are the Community and its institutions […]’3.


    More than 15 years later, this analysis matters more than ever. Since the subprime crisis, the financial sector in the EU has undergone a profound transformation. There has been a rethink of the supervision, oversight and resolution of credit institutions in the direction of greater integration at the European level,4 as recommended in the report by the de Larosière Group5. The year 2010 saw the setting up of the European System of Financial Supervision (ESFS), which consists, in particular, of the three micro-prudential supervision authorities6 and a committee whose task is macro-prudential supervision, the European Systemic Risk Board (ESRB)7 8. This is an EU body9 without legal personality10, which is responsible for macro-prudential oversight of the financial system within the EU11. It exercises its powers at the EU level, with respect to all the Member States. The ESRB does not ‘have any binding powers to impose measures on Member States or national authorities’12.


    Between 2013 and 2015 a banking union has been set up to break the vicious circle between public debt and banking sector debt: the ECB’s powers have been extended to cover micro-prudential supervision of euro area banks in the framework of the Single Supervisory Mechanism (SSM) – it exercises its powers directly only with respect to the 123 most significant banking groups. The resolution power of these banks was centralised and conferred on a new Single Resolution Board (SRB), an EU agency open to the representatives of the participating Member States. Bank resolution is financed in two stages, by an internal bailout and, if necessary, a private (Single Resolution Fund, SRF) then public (European Stability Mechanism, ESM) external bailout.


    Both the ESRB and the SSM are based around the ECB. For this purpose, the ECB has been given new, specific tasks on the basis of Article127(6) TFEU. The content and scope of this provision, which had not so far been used, was clarified (section 3 below). Its implementation, however, raised two sets of difficulties associated with the mismatch between the field of application of the ECB’s specific tasks and that of the monetary policy. In the ESRB framework the mismatch is organic (section 4) and in the SSM framework it is operational (section 5). Before detailing theses mismatches, the special position that the ECB holds in the differentiated framework of EMU will be briefly summarised (section 2).


    2 The special position of the ECB within EMU


    The ECB ‘falls squarely within the EU framework’13. Article13(1) TEU lays down that it is one of the seven institutions forming the institutional framework of the Union. Its decision-making bodies manage the ESCB, the main purpose of which is to maintain price stability. Monetary policy is an exclusive competence of the EU only for the Member States whose currency is the euro. Member States that come under the derogation regime or have an opt-out retain their competence over monetary policy14. Their central banks conduct their own monetary policies15. The ECB is therefore ‘the Euro area’s central bank’16 and not the central bank of the EU. Its functions and powers are limited by the territorial scope of the EU’s monetary policy. Each of the legal acts it adopts is an integral part of EU law17 and, in the case of a regulation or decision, ‘is binding in its entirety and directly applicable in all EU countries in accordance with the Treaties’18. But the acts have no legal effect with respect to Member States that are not in the euro area.


    Equal participation in the EU institutions by the Member States is as much a condition as a consequence of the uniform application of EU law19. ‘Equality between the Member States of the European Union is a condition of the validity of the restrictions on their sovereignty’20, it has been observed on this point. Conversely, ruling out the application of a substantial proportion of the common rules entails restricting the right to participate in the EU institutions. In the field of EMU, the ECB’s two main decision-making bodies, the Governing Council and the Executive Board, are thus open, respectively, only to the governors of the national central banks (NCBs) of the euro area Member States and to nationals of those Member States21.


    The institutional exclusion is not, however, complete: if and as long as there are Member States with a derogation, the ECB includes a third decision-making body, the General Council22. Consisting of the President and Vice-President of the ECB and of all the governors of the Member States’ NCBs, this body contributes to the performance of the ECB’s transitional tasks associated with maintaining Member States outside the euro area, an exhaustive list of which is set out in the TFEU and the Statute of the ESCB23. It has no decision-making powers. ‘[Its main role] is to give the countries with a derogation a voice in the ECB in matters concerning them after the start of Stage Three and to avoid potential conflicts and misgivings between ‘insiders’ and ‘outsiders’ that might prevent the final extension of EMU to the entire Community’24. As will be discussed in section 4, the setting up of the ESRB threw the spotlight back onto the ECB’s General Council.


    3 The activation of Article 127(6) TFEU: a welcomed clarification


    EU law is ‘un droit transformiste’ (‘transformist law’)25. This observation remains true when it is applied to EMU. In addition to Article 129(2) TFEU and Article40 of the Statute of the ESCB, which lay down the simplified procedure for revising technical provisions of the Statute of the ESCB26, Article 127(6) TFEU provides for the possibility of conferring specific tasks on the ECB concerning policies relating to the prudential supervision of credit institutions and other financial institutions with the exception of insurance undertakings. These specific tasks are assigned by a Council regulation adopted in accordance with a special legislative procedure. The Council must act by unanimous vote of all the EU Member States’ representatives, after consulting the European Parliament and the ECB.


    Article127(6) TFEU was first applied in November 2010 for the adoption of the ESRB Regulation. It was used again in October 2013 as the basis for the SSM Regulation27.


    This ‘curious’ article is well known28. Its formulation is restrictive and its application is strictly regulated by the Member States29. This is a reflection of the difficult trade-offs that had to be made during the negotiations on the Maastricht Treaty. Article127(6) TFEU should be looked at in conjunction with Article127(5) TFEU. In the words of the latter, the ESCB ‘shall contribute to the smooth conduct of policies pursued by the competent authorities’ as regards prudential supervision and the stability of payment systems. Article25(1) of the Statute of the ESCB details one of the ways in which the ECB’s contribution is expressed: the performance of an advisory function. In practice, the ECB’s contribution also takes the form of participation in the negotiations on international agreements in the field of prudential supervision30 and, since December 2004, the publication of a half-yearly report on financial stability31.


    Article127(6) TFEU does not authorise the conferring of a new competence on the EU with respect to prudential supervision: it provides a basis for an EU competence which complements those of the Member States32. As to the substance, the Treaty refrains from stipulating what the ‘specific tasks’ cover33. However, their ‘specific’ character defines what shape they may take. They go beyond mere consultation, since the ECB is already covered for that task by Article127(5) TFEU. They remain distinct from the basic tasks defined in Article127(2) TFEU, otherwise they might conflict with the performance of those tasks. Ranging between these two limits, the ‘specific tasks’ may consist of centralised coordination or performance missions at ECB level34. How exactly they are defined will depend on the circumstances and what is required for an efficient prudential policy and the stability of the financial system. In the same way, the specific character of the tasks does not place any limit on the powers available to the ECB. If the performance of the tasks so requires, the ECB can be authorised to use its advisory powers, as well as its regulatory35 or statistical powers, within the bounds defined by the regulation conferring the tasks in question and without prejudice to the proper performance of its basic tasks36. The SSM Regulation thus confers on the ECB powers to implement banking legislation, powers of investigation and oversight37 and powers to impose administrative sanctions38, and allows the ECB to adopt regulations. In terms of subject matter, this regulatory power is confined to the organisation or definition of the procedures for accomplishing the tasks conferred by the SSM Regulation39.


    Lastly, the field of application of the specific tasks conferred on the ECB is not confined just to the euro area Member States: it can also cover all the EU Member States, as is the case with the ESRB Regulation and the SSM Regulation40. The ECB is an institution of the EU ‘as a whole’, in the words of recital 54 to the SSM Regulation41. Article127(6) TFEU applies to all the EU Member States. Like Article127(5), its objective is the financial stability of the EU and within the EU.


    The conferring of special tasks that are performed with respect to all the Member States does not alter the composition of the two main decision-making bodies or the powers of the ECB. A political and legal disconnect then arises: the ECB is required to carry out tasks which concern all the Member States without their having appropriate representatives on its bodies; the ECB does not have the powers to perform its tasks, as its regulatory power applies only with respect to euro area Member States42.


    These two difficulties came up in the negotiations on, respectively, the ESRB Regulation of October 2010 and the SSM Regulation of November 2013.


    4 The ECB and the ESRB: the organic mismatch


    Under Article3(1) of the ESRB Regulation, the ESRB is responsible for the macro-prudential oversight of the financial system within the Union. Its main tasks are to collect and analyse relevant financial and statistical information, monitor and assess macro-prudential risks, issue alerts, formulate recommendations, etc. The basis for the ESRB Regulation is Article114 TFEU. The ESRB’s tasks and powers cover all the EU Member States.


    The ECB and the NCBs are in ongoing contact with credit institutions for the conduct of monetary policy operations. Many NCBs also perform macro-prudential supervisory tasks under national legislation43. The contribution of the ECB and the NCB to the ESRB’s tasks in the field of macro-economic, financial and monetary policy was therefore obvious. However, Article114 TFEU allows for the setting up of a Community body responsible for contributing to the harmonisation process44:it does not allow for the allocation of responsibilities to the ECB. This limitation makes it necessary to activate Article 127(6) TFEU. Conversely, that Article is too narrow a basis for the creation of an independent body45. ESRB governance thus relies on two texts that refer to each other: Regulation (EU) No1096/2010 confers on the ECB tasks in support of the ESRB46. The ESRB Regulation, adopted a week later, established the ESRB. Its Article4(4) defines the tasks of the ESRB Secretariat.


    The particular position that the ECB should occupy in the ESRB was the subject of discussion from the outset. The de Larosière report proposed that the future ‘European Systemic Risk Council [be composed] with the central banks of the ESCB’: the new body would replace the banking supervision committee of the ESCB and would consist of the Vice-President of the ECB, the governors of the 27 NCBs and the representatives of the European committees responsible for micro-prudential supervision and a representative of the Commission. The chairmanship of the ESRB should go to the President of the ECB47, having regard to that institution’s expertise in prudential oversight and financial stability. That would also help to consolidate the independence of the new body48. Lastly, the Board’s Secretariat would be provided by the ECB. The UK government feared that the interests of London would not be adequately considered by the future macro-prudential supervisory organisation if most of the members of its bodies were central bankers from the euro area Member States49. It proposed that the ECB should merely be an observer50. The requirement for unanimity for the purpose of activating Article127(6) TFEU led the Commission to seek a point of balance between conferring a serious responsibility on the ECB in the ESRB and the representation of British interests. Nor was it in anyone’s interest to marginalise the United Kingdom in the new European System of Financial Supervision, given the importance of London as a financial centre in the EU51.


    In its communication on financial supervision of May 2009, the Commission took up the proposals in the de Larosière report and took care to emphasize the requirement for balanced representation within the ESRB: ‘As the chairperson [of the ERSB] comes from a central bank within the Eurosystem, it would seem appropriate that a vice-chairperson should be elected from among those Member States outside of the euro area’52. The proposal for a regulation establishing the ESRB tabled four months later came across as more balanced. It left open the possibility of an agreement on the post of Vice-Chair of the ESRB without explicitly writing it into the legal framework. The Chair and Vice-Chair were to be elected by and from the members of the ESRB General Board who are also members of the ECB’s General Council53. At the same time, the legislative proposal provided for the establishment of a Steering Committee responsible for preparing the meetings of the General Board and monitoring the work of the ESRB. The Steering Committee would consist of 12 members, of whom seven could potentially be members of euro area NCBs: the Chair and Vice-Chair of the General Board, five other members of the General Board who are also members of the General Council of the ECB, a Member of the Commission, the Chairperson of the European Banking Authority (EBA), the Chair of the European Insurance and Occupational Pensions Authority (EIOPA), the Chair of the European Securities and Markets Authority (ESMA) and the President of the Economic and Financial Committee54. The guarantees were considered insufficient by the Member States outside the euro area, with the United Kingdom in the lead.


    The version adopted by the Council in October 2010 was a compromise between the various points of view in play. The President of the ECB assumed ex officio the chair of the ESRB. This arrangement applies for the first term, which is five years. For ensuing terms, defining the appointment procedure is one of the aspects to be examined when the regulation is reviewed55.


    The ESRB Regulation created two posts of Vice-Chair. Appointment to these posts reflects distinct concerns and comes under separate procedures. Responsibility for appointing the first Vice-Chair is referred back to the ECB’s General Council: it has to make an appointment from among its members56, ‘with regard to the need for a balanced representation of Member States overall and between those whose currency is the euro and those whose currency is not the euro.’57 This stipulation has no prescriptive value and is an invitation to be borne in mind by the members of the ECB’s General Council. Any other stance would have clashed with the principle of independence that the members of the ECB’s General Council enjoy58. The Rules of Procedure of the ESRB set out the procedure for electing the first Vice-Chair. It takes place under the responsibility of the Chair of the ESRB in his or her capacity as the President of the ECB. The members of the ECB’s General Council are invited to stand for election if they wish. The vote is by secret ballot, in the interests of preserving the anonymity and neutrality of a vote for a particular person59. Voting is by simple majority. Legally speaking, the Vice-President of the ECB can be elected first Vice-Chair of the ESRB. In practice, Mervyn King, Governor of the Bank of England, was elected to that post on 16December 2010 by the ECB General’s Council60. The invitation had been heeded.


    The creation of the post of second Vice-Chair61 was in response to a request from the European Parliament, in order to guarantee that there would be a diversity of points of view in the General Board.62 The post is held by the Chair of the Joint Committee of the European supervisory authorities (the EBA, EIOPA and ESMA).63 This appointment is made on an annually rotating basis among the chairs of the three European authorities64.


    The composition of the Steering Committee was also a sign of a rebalancing of the ESRB at the expense of representation of the central bankers. The number of members of the ESRB’s General Board other than the Chair and the Vice-Chair went down from five to four. They must be elected by and from among the members of the General Board who are also members of the ECB’s General Council. To avoid this reduction penalising the presence of governors of an NCB from a non-euro area Member State, the Regulation called on the General Board to make sure that there was balanced representation of Member States overall and between those whose currency is the euro and those whose currency is not the euro65.


    In addition, Article7 of the ESRB Regulation, which deals with the impartiality– not the independence66 – of ESRB members, goes into greater detail. ESRB members must perform their duties ‘solely in the interest of the Union as a whole.’ The addition of this statement is striking when it is compared with the wording of Article17(3) TEU and Article 130 TFEU on the independence of the Commission and the ECB respectively. The reference to ‘solely in the interest of the Union’ was called for by the ECB in its opinion on the proposal for a regulation on the ESRB67. As Jean-Victor Louis points out, ‘this phrase echoes the point that the ESRB must fit into a “wide EU perspective”’.68 It was also in response to a general concern among the Member States not in the euro area that there might be a bias in the ESFS towards the specific situation of the euro area. The ‘interest of the Union’ must also guide the three micro-prudential oversight authorities in the performance of their tasks69. The requirement for impartiality is broad in its scope. It extends to all the members of the ESRB’s decision-making bodies and advisory committees70. It covers participation in the activities of the General Board or the Steering Committee, and all other activity [sic] associated with the ESRB, for instance the participation of the Chair of the ESRB at meetings of the other authorities and committees of the ESFS, the holding of public consultations, communication with outside bodies, etc.


    By way of anecdote, at his hearing before the House of Lords’ EU Select Committee, Antonio Sainz de Vicuña, in his personal capacity, proposed that the ECB might set up a branch office in London so that the General Board of the ESRB could hold its meetings there71. The idea was not taken up as such72. London was made the seat of the EBA.


    Under Article4(4) of the ESRB Regulation, the ESRB has a Secretariat responsible for providing high-quality [sic] analytical, statistical, logistical and administrative support. The regulation does not explicitly mention the ECB73, but refers to it implicitly in the reference it makes to Regulation (EU) No1096/2010 in Article4(3). Article2 of the ESRB Regulation supplies a non-exhaustive list of the tasks to be performed by the ECB in discharging the specific duties of the ESRB Secretariat: the preparation of the ESRB General Board meetings, the collection of statistical information, the preparation of analyses for the ESRB, support to the ESRB in its international cooperation at administrative level and general support to the work of the various ESRB bodies. Further detail is added in Rule15 of the ESRB’s Rules of Procedure74.


    There are some specific comments to be made regarding the collection of information. As we have already stated, the ESRB has no binding powers. Article15 of the ESRB Regulation makes provision for a system of exchange of information on financial stability between the committee and the other public authorities concerned (European Supervisory Authority, ESCB, the Commission, the national supervisory authorities and national statistical authorities). This exchange is based on the principle of close cooperation between them. The ESRB may send specific requests to certain authorities, or indeed directly to the Member States. In accordance with Article5 of Regulation (EU) No1096/2010, the Secretariat, on behalf of the ESRB, collects all the requisite information, in accordance with Article 15 of the ESRB Regulation. To safeguard the confidentiality of the information exchanged, the reaching of agreements between the ESRB and other European and national institutions or authorities is authorised.


    The ECB is in a special position in this respect. As the Secretariat of the ESRB, it collects the information necessary for the performance of the ESRB’s tasks, ‘on behalf of the ESRB’75. The ESRB Regulation lays down an obligation to exchange information upon the ESCB – not the ECB. The ECB and the NCBs must, as part of the tasks performed in the ESCB, cooperate with the ESRB and provide it with the appropriate information76. Article2(b) of Regulation (EU) No1096/2010 defines the powers conferred on the ECB for this purpose: the collection of information, including statistical information, is to be carried out in accordance with Article5 of the Statute of the ESCB and Article5 of the Regulation. The Commission’s original proposal made no reference to the Statute of the ESCB; it was added following a request for an amendment from the ECB in its Opinion of October 2009. As the ECB says in the introductory statements of its Opinion, this addition ‘will enable the Secretariat to obtain confidential data collected by the ECB/ESCB on behalf of and for the benefit of the ESRB’77.


    This being so, the motivations given by the ECB seem to us to overlook the limited scope of the ECB’s statistical power. This consists of the power to collect the statistical information necessary for the performance of the Eurosystem’s tasks and power to harmonise the rules and practices governing the collection, establishment and dissemination of the statistics. The ECB exercises its power with respect to all the Member States, whether or not they are participants in phase three78. Article 42(1) of the Statute of the ESCB does not mention Article5 among the provisions that do not apply to non-participating States79. The obligations to make statistical declarations to the ECB vary however, depending on whether a Member State is or is not participating in phase three. Regulations adopted by the ECB do not confer any entitlement, nor do they impose any obligation, on non-participating Member States80.


    5 The ECB and the SSM: the operational mismatch


    Having considered the advantages and drawbacks of assigning responsibility for micro-prudential supervision to the ECB, the de Larosière report of 2009 concluded against it. Among the arguments it put forward, it stressed that ‘conferring responsibilities to the ECB/Eurosystem which is not responsible for the monetary policy of a number of European countries, would not resolve the issue of the need for a comprehensive, integrated system of supervision’81. Three years later, the shortcomings in the institutional framework for micro-prudential supervision in the EU changed the terms of the analysis and these reservations were lifted. Stabilisation of the financial system of the EU and the Member States required that micro-prudential supervision be centralised at the European level. In June 2012, the President of the Commission, José Manuel Barroso, called for the establishment of an integrated financial framework that would take the 27Member States as its starting point. But in his view, the opt-out of some Member States from the euro area required that the appropriate financial architecture be set up: opting out must be seen as the exception, not the rule82. Reconciling a banking union including some but not all Member States and the internal market was a source of concern. The difficulties were, nevertheless, considered to be surmountable, once the complementarity between the achievement of the banking union and the deepening of the internal market was borne in mind. In the explanatory memorandum on the legislative proposals that it put forward in September 2012, the Commission laid this down as a principle:


    ‘The creation of the banking union must not compromise the unity and integrity of the single market which remains one of the greatest achievements of European integration. Indeed, the banking union rests on the completion of the programme of substantive regulatory reform underway for the single market (the “single rulebook”).


    The single market and the banking union are thus mutually reinforcing processes. Work to strengthen the single market must continue across all existing areas covered by Commission proposals.’83


    In October 2012 the European Council gave approval in principle to an integrated financial framework centred on the euro area and, it was stated, ‘open to the extent possible to all Member States wishing to participate’84. It was decided to confer specific tasks on the ECB on the basis of Article127(6) TFEU. Faced with the concerns of Member States not belonging to the euro area and not wishing to take part in the banking union – the United Kingdom in particular85– the European Council called for equal treatment between those Member States which take part in the SSM and those which do not, and for the institutional arrangements which would be set up to ensure non-discriminatory and effective decision-making within the single market. This requirement for a level playing field concerns the institutional arrangements within the ECB and the functioning of the EBA86. Alongside the adoption of the SSM Regulation in October 2013, the regulation establishing the EBA was amended87. The ECB has performed its tasks entirely within the SSM since 4November 2014.


    The SSM Regulation substitutes the ECB for the competent national authorities of the Member States for the implementation of the ‘EU single rulebook’88 and their implementing rules adopted at the level of the EU and the Member States with respect to prudential requirements, depositor protection and resolution applicable to credit institutions. The ECB performs its tasks with respect to credit institutions located in the participating Member States, i.e. the euro area Member States and in the Member States whose competent authorities have established close cooperation with the ECB89. When performing these specific tasks, the ECB has normative power, which is expressed in the adoption of guidelines, recommendations and decisions, or indeed regulations90. The ECB may also impose administrative penalties on credit institutions that, intentionally or negligently, breach a requirement under the relevant EU law91. The SSM Regulation recognises the ECB’s direct supervisory and investigatory powers over credit institutions92. The supervisory power includes the right to grant or withhold a banking licence and the right to approve or reject the acquisition of a qualified shareholding in any credit institution located in a participating Member State. To finance its micro-prudential supervisory tasks, the ECB may levy an annual supervisory fee on such institutions93.


    The ECB’s position within the SSM is distinct from that which it occupies in the ESRB, since it has to consider not two but three categories of legal relationships: those with the Member States in the euro area, those with the Member States outside the euro area but participating in the SSM, and those with the Member States belonging neither to the euro area nor to the SSM. Our remarks will focus on the latter two categories, as they are the complex aspects of differentiated integration for the ECB. Depending on whether the Member States participate in the SSM or not, the ECB’s ties with them will be in the framework of close cooperation or ordinary cooperation.


    a) The ECB and close cooperation


    Since 4November 2014, SSM has been fully operational and includes all the euro area Member States. The adoption of the single currency by a Member State entails its automatic integration into the SSM94 and, where applicable, the termination of close cooperation. In accordance with the European Council’s conclusions of October 2012, participation in the SSM for Member States that are not in the euro area is provided for in the form of close cooperation. The general system for this opt-in facility is defined in Article7 of the SSM Regulation. The procedural arrangements for participation in and suspension and cessation of close cooperation are the subject of the Decision ECB/2014/1595. The way close cooperation works is described in the SSM Framework Regulation96.


    The aim of close cooperation is to accord the same treatment to Member States outside the euro area and Member States in the euro area.97 The SSM Regulation defines all of them as ‘participating Member States’, as soon as they take part in the SSM. Close cooperation sets the framework for the performance by the ECB of its tasks as set out in Article4(1) and (2) and Article5 as regards all the credit institutions established on the territory of the non-euro area Member State concerned.98 Equal treatment is something of an optical illusion, as is clear from the deliberate omission of the last paragraph of Article4 from among those applying to a country in a close cooperation arrangement. The paragraph in question concerns the regulatory powers of the ECB. Under the Treaties, these still do not apply to the Member States that do not belong to the euro area. The SSM Regulation can do nothing to alter that. The ECB is reduced to sending instructions to the authorities of a participating Member State whose currency is not the euro. Such acts have no binding force. Hence, close cooperation tries to find, in international law, a substitute for limited territorial scope of the ECB’s regulatory powers. It results in a complicated arrangement that raises as many questions as it provides answers.


    The basis for close cooperation is a request from the Member State concerned for the launching of cooperation and a decision by the ECB launching such cooperation. Legally, close cooperation can be broken down into an ‘auto-normative act’99 by the State comprising a series of undertakings and a unilateral act by the ECB in the form of a decision published in the Official Journal, through which the ECB takes note of the State’s undertakings and confirms that it will perform its tasks with respect to the State’s credit institutions. The State undertakes quite specifically to make sure that its authorities will comply with all instructions, guidelines or requests issued by the ECB from the date of the establishment of close cooperation; and to adopt the relevant national legislation to guarantee that the legal acts adopted by the ECB under the SSM Regulation are binding and enforceable against itself100. In that framework, the ECB’s acts derive their binding force not from the EU legal order but from the national law governing acceptance of EU law into the internal legal order. The SSM Framework Regulation illustrates this approach: whenever the ECB wants to send a decision to an entity established in a Member State in close cooperation, it has to forward the appropriate instructions to the competent authority for it to pass the decision on to the entity concerned101. This contradicts the Commission v Italy case law of 1972102 and introduces a legal uncertainty factor in the name of the effectiveness of ECB action.


    It is interesting to see how important is the room of manoeuvre given to the ECB in the setting up of close cooperation. This is especially remarkable when compared with enhanced cooperation under Article20 TEU: there are substantially more procedural precautions there. Authorisation to go ahead with enhanced cooperation is given by the Council, on a proposal from the Commission and following approval by the European Parliament103. In the case of close cooperation, the ECB receives the application for it to be set up, evaluates it and takes a decision. The other Member States, the Commission and the EBA are only notified by the Member State concerned that it has applied for cooperation104. Only the ECB is competent to decide whether to suspend or terminate close cooperation with a Member State that has failed to fulfil its obligations. The Member State also has the right to terminate close cooperation either because of consequences it may have for its budgetary powers or because of a difference of view with the ECB’s Governing Council105. Termination by a Member State triggers a three-year waiting period during which it may not apply for fresh cooperation to be set up; this restriction does not apply when termination is the result of an ECB decision even if the Member State may have been accused of serious failure to live up to its obligations under the SSM. It may be wondered whether it is advisable to concentrate the responsibility for setting up and terminating close cooperation solely in the hands of the ECB, having regard to the implications of this cooperation for banking union as a whole (i.e. participation in/withdrawal from the Single Resolution Mechanism).


    The entry into force of close cooperation entitles the new participating Member States to be represented on the ECB bodies established by the SSM Regulation and the supplementary legislation: the Supervisory Board106, the Steering Committee107, the mediation panel108 and the Administrative Board of Review109. This participation in the bodies does not authorise participation in the exercise of decision-making power within the ECB. Under Article 282(2) the Governing Council and the Executive Board are the decision-making bodies of the ECB. Article127(6) allows the legislature to confer specific tasks on the ECB: it does not allow any change to be made to the responsibilities, powers and procedures relating to the ECB bodies as defined in the Treaties110. Article 19(3) of the proposal for a regulation on the SSM laid down that the ECB’s Governing Council could delegate clearly defined supervisory tasks and the corresponding decision-making power to the Supervisory Board. The SSM Regulation sets that approach aside and makes the Supervisory Board responsible for planning and performing the tasks conferred on the ECB111. In addition, the ECB’s Rules of Procedure stipulate that ‘[a]ny tasks of the Supervisory Board shall be without prejudice to the competences of the ECB decision-making bodies’112. All decisions associated with the performance of the tasks conferred on the ECB under the SSM Regulation remain the responsibility of the Governing Council– a body from which the participating Member States that do not belong to the euro area are excluded. Furthermore, the voting system laid down to be used in the various ECB bodies by the SSM Regulation (i.e. simple majority) gives the euro area Member States special influence over the decision-making process. As has been observed, the SSM Regulation creates ‘a second-class participation’113. This is an aspect that is viewed adversely by the Member States concerned and does not encourage them to take part in the SSM in the short term114.


    In this context, the SSM Regulation gives guarantees, especially in the decision-making process – even though it means setting up an overly complicated institutional architecture. According to recital 54 of its preamble, ‘[t]he ECB is an institution of the Union as a whole’115 [emphasis added]. Any appropriation of the institution by a category of members in their own interests is ruled out and could, where appropriate, be grounds for an action for annulment before the Court of Justice for breach of the principle of equal treatment. A distinguishing feature of the composition of the SSM bodies which include a limited number of members must therefore be that they are fairly balanced116. In the words of the ECB’s Mission Statement, the performance of the specific tasks in the field of micro-prudential supervision must contribute ‘to the safety and soundness of the banking system and the stability of the financial system within the EU and each participating Member State’117 [emphasis added].


    The Regulation also lays down a special system which guarantees a right of objection to participating Member States which are not in the euro area and whose special interests, it is claimed, are not duly taken into account in the decision-making process of the SSM.


    To take one example, suppose that a participating Member State from outside the euro area disagrees with a draft decision of the Supervisory Board. Then, save for some exceptions, the draft is deemed adopted by the Governing Council at the end of a ten-day period unless it objects to it. The reasoned disagreement is forwarded to the Governing Council, which may either approve the draft decision or reject it if it sides with the arguments put forward by the Member State concerned; in either case, it must explain its decision in writing. In the event of profound disagreement, the Member State may ask the ECB to terminate the close cooperation with immediate effect118. No cooperation can be re-established at the request of the State until three years have passed, which makes termination a weapon to be used only in ‘exceptional cases’119, such as, one might imagine, withdrawal of the banking licence by a major national banking establishment.


    To take another case, the Member State agrees with the Supervisory Board’s draft decision and disagrees with the objection to the draft raised by the Governing Council. The Governing Council has 30 days to confirm its objection or withdraw it, stating its reasons. If the objection is upheld, the SSM Regulation allows the Member State to opt out: this opt-out, which cuts deep into close cooperation, means it does not have to implement the decision which may flow from a draft decision amended by the Supervisory Board120. The unity and effectiveness of micro-prudential supervision by the ECB may be seriously affected by it. Depending on how far the opt-out goes, the ECB may decide to suspend or terminate close cooperation; it takes account of any measures adopted by the Member State in question as a substitute for the Governing Council’s decision. It is hard to see what the point of such a penalty is, as it has the effect of giving a Member State back the freedom it has already recovered by exercising the right to opt out which the SSM Regulation itself gives it!


    In her study of the banking union, Eilis Ferran concludes, on the subject of this arrangement: ‘This structure, and other safeguards in the SSM Regulation, appear to go as far as is legally possible to place euro and non-euro Member States on an equal footing with respect to governance arrangements and whilst the outcome is not ideal for non-euro participating Member States, it is expedient’121. We subscribe fully to her remarks. The abandonment by non-euro area Member States of the individual exercise of their powers in relation to micro-prudential supervision is not offset by the gain of a collective exercise of those powers at the European level. Moreover, one may well wonder how real the equal treatment guaranteed by the arrangements laid down in Article7 of the SSM Regulation as ‘mediation channels’ is122. This situation accounts, in particular – though not exclusively – for the scant enthusiasm shown by the non-euro area Member States to participate in the SSM123.


    b) The ECB and ordinary cooperation


    Cooperation and the exchange of information between the SSM and the competent or prudential supervisory authorities of the non-participating Member States are decisive in guaranteeing the effective supervision of transnational credit institutions. The ECB is under a number of obligations as regards cooperation and information exchange, whether within the ESRB, the EBA or the colleges of supervisors. As the EBA points out, these colleges remain of pivotal importance notwithstanding the SSM since they make it possible to share information between the SSM Member States, those not participating and the EBA, on the overall position of transnational groups; they encourage convergent approaches on applying the prudential rules to the different entities in the group; and they make it possible to coordinate supervisory operations, especially through on-the-spot checks124.


    In addition, the SSM Regulation lays down that the ECB and the competent authorities of non-participating Member States must conclude a memorandum of understanding describing in general terms how they will cooperate with one another in the performance of their supervisory tasks in relation to credit institutions. The ECB is called upon to conclude a memorandum of understanding with the competent authority of each non-participating Member State that is home to at least one global systemically important credit institution125.


    Lastly, the European legislature has deemed it necessary to review the EBA’s decision-making process in order to prevent the Member States participating in the SSM from exerting excessive influence on that authority. The risk then would be that the EBA would perform its tasks in the interests of the euro area and no longer in those of the EU as a whole. This could lead to a malfunctioning of the internal market and a breach of equal treatment of the Member States126. There is twofold protection for the interests of Member States not participating in the SSM. Firstly, decisions by the Board of Supervisors concerning allegations of a breach of EU law by a competent authority or disputes between competent authorities in cross-border situations will now be discussed and prepared by a special group of independent experts127. Secondly, the voting procedures in the Board of Supervisors have been amended to ensure that a decision requires a double majority in order to be adopted: a simple or qualified majority of all those voting, including at least a simple majority of the members from the competent authorities of the participating Member States, and at least a simple majority of the members from the competent authorities of the non-participating Member States128.


    6 Some final comments on the next steps of the European integration process


    An editorial in the Revue du Marché commun in 1984 announced: ‘A two-speed Europe: neither a fast track, nor the wrong road’129. When we look at the expedients resorted to in order to manage equal treatment as between the Member States, preserve the unity and integration of the internal market and guarantee the effectiveness of the ECB’s action, we might question how valid the second half of the alternative is, 30 years after it was spoken. In Mélanges offerts à Pierre-Henri Teitgen, the former Secretary-General of the Commission, Emile Noël, on the question of differentiated integration, said that ‘it is not a panacea but an imperfect palliative for the Communities pending more thorough reforms’130.


    A number of reforms are now being proposed and put before Europe’s political leaders, including those contained in the Five Presidents’ Report of June 2015. As soon as the Greek debt crisis has been dealt with, it might be a good time to get out of the rut we are in now, between the desire for enhanced integration and the weight of differentiated integration. Isn’t the crisis a good spur to a rethink? By making ‘a break with a past which no longer seems to supply the resources for thinking about our present’ (‘une rupture avec un passé qui ne fournirait plus les ressources pour penser notre présent’)131, it would give us the keys to open the way forward for our future.
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    Developments in the Economic and Monetary Union in the context of the European debt crisis: differentiated integration revisited


    Ann-Katrin Pötter1


    I Introduction


    Due to dramatic economic events during the last couple of years, the Member States of the EU as well as the European Commission and the ECB were forced to act fast and to think about new ways to handle first the financial crisis and now the European debt crisis. It became clear that, to be able to overcome this crisis and its imminent dangers, new instruments and fast decision-making processes were needed. This article investigates how the European debt crisis reinforced the need for differentiated integration in the field of economic and monetary policy and what this means for the idea of a united Europe. Differentiated integration as investigated in this article is the cooperation of some but not all EU Member States within or outside the Treaties of the EU2 in the field of European economic and monetary policy. Because of its specific focus on European economic and monetary policy, the article will only outline and discuss the forms of differentiated integration, which are relevant in this context and will refrain from presenting the wider discussion on differentiated integration.3 The first part of this article focuses on two questions. Firstly, on the development of Economic and Monetary Union (EMU) through differentiated integration and secondly, what forms of differentiated integration are available in the field of EMU. To answer the second question, the article will go into an analysis of the requirements for differentiated integration as provided for by the Treaties and of general principles of EU law. The second part of the article will focus on the steps of differentiated integration that have been taken so far by the EU Member States to tackle the problems of the euro area with a focus on measures taken regarding economic coordination and the European Banking Union. Finally, the third part of the article will address the different integration dynamics in EMU and its impact on a unified Europe.


    II Differentiated integration in EMU


    The concept of differentiated integration yields itself to different definitions. Differentiated integration in the context of this article is understood as firstly a form of cooperation between some but not all EU Member States inside and outside the EU’s legal framework, and secondly a restricted applicability of this law only in the participating Member States as well as no voting rights of the non-participating Member States when adopting the law. The need for differentiated integration always appears when there are some Member States that wish to proceed with European integration and some who do not. Reasons for differing levels of commitment to further integration can be political will or economic criteria, which are not met by all Member States at that time.4 Different ideas of how an ideal EU should look as well as the growing number of EU Member States make finding a fitting solution for everyone more and more difficult. Looking at the development of the EU it can be said that differentiated integration is an inherent part of European integration and part of the very nature of European cooperation.5


    1 The process of deepening integration in an expanding EU


    From its beginning, differentiated integration has played an important role in EMU.6 Formally established by the Treaty of Maastricht in 19927, it allowed already then for the first exception with the so-called ‘Denmark-Agreement’8 and the special role of the UK. Both Denmark and the UK were given the right to opt out of the Monetary Union. Since then the EU has grown from six to twenty-eight Member States and the integration and harmonisation within the field of EMU has come from treating economic trends and exchange rate policies as matters of common concern, Articles 103(1) and 107(1) EEC, and to provide for cooperation between the central banks to establish the ESCB and the ECB: Articles 127 and 132 TFEU. Already at the beginning of the creation of EMU it became obvious that it would not be possible to take further steps towards European integration with all Member States (twelve at that time) and that new forms of integration were needed. Economic and monetary policy, which also includes fiscal sovereignty and national currencies, touches on some of the core characteristics of a sovereign state.9 Not all Member States met the economic requirements to join the Monetary Union10 and not all Member States had the political will to do so.11 With the establishment of the euro area, EMU became one of the most important and most obvious areas of differentiated integration in the EU. While monetary policy has always been a self-contained system of integration, economic policy has been of a fuzzier nature and has been mainly evolving complementary to Monetary Union.12 In the field of monetary policy the Member States soon transferred competences to the EU and its bodies and established in the shape of the ECB a central EU institution.13 In contrast, economic policy was only treated as a matter of common concern and had to be coordinated within the Council.14 Only with the Stability and Growth Pact (SGP) did Economic Union acquire a preventive and a dissuasive arm to ensure fiscal discipline in EMU.15 With the Treaty of Lisbon16 the Eurogroup, another actor of differentiated integration, was formally inserted in the Treaties. Established in 1997 to ensure better coordination between the Member States of the euro area it is now formally laid down in Article 137 TFEU and Protocol No 14. With the Treaty of Lisbon, differentiated integration in EMU increased and became more obvious.17 The Member States of the euro area now meet outside of the common European institutions in the Eurogroup.18 For the first time primary law establishes special provisions for the Member States of the euro area: Articles136-138 TFEU. According to Article 136(1) TFEU the Council can now adopt measures specific to those Member States whose currency is the euro in order to ensure the proper functioning of EMU, while with regard to Article 136(2) TFEU only the Member States of the euro area can take part in the vote. With the Eurogroup and these Articles, new and stronger forms of coordination in the field of economic governance are now possible between the euro area Member States. Before the financial crisis, the practical importance of Article136 TFEU was limited, but since then Article 136(1) TFEU has been used as a legal basis for various kinds of secondary legislation,19 even though its legal scope still remains controversial.20


    2 The legal framework of differentiated integration


    In the case of EMU, differentiated integration is, with the exception of the UK and Denmark and to some extent also Sweden, based on objective reasons. All Member States except the UK and Denmark will join the Monetary Union and its level of integration as soon as they meet the objective convergence criteria.21 For Member States with a derogation some Treaty provisions are not applicable and their voting rights for Council decisions taken under these provisions are suspended.22 In contrast to other forms of differentiated integration, differentiated integration in EMU takes place at primary as well as secondary law level. 23 Due to the nature of EMU, differentiated integration continues at the level of secondary law because secondary law adopted in this field often distinguishes between the euro area Member States and Member States with a derogation. For the purposes of this article both levels are relevant because EMU can only be fully understood by taking into account both levels of integration and its interaction.


    a) Competences of the EU in EMU


    Differentiated integration in EMU is laid down in the Treaties and some legal requirements regarding the procedural and the substantial sides are stated there. In particular Articles 121, 126, 127(6), 136 and 139 TFEU can be mentioned.24 The EU’s competences regarding EMU are asymmetric: while it has exclusive competence regarding the monetary policy of the euro area Member States, Article 3(1)c TFEU, its competence regarding the economic policy of its Member States only involves taking coordination measures: Articles 2(3) and 5(1) TFEU.25 Member States are free to adopt further measures and find other ways to act in the field of economic policy.26


    b) General principles of EU law


    General principles of EU law, which can be infringed by differentiated integration in EMU, are foremost: the principle of sincere cooperation in Article4(3) TEU, the principle of non-discrimination and the internal market with regard to fragmentation and a distortion of competition.27 Higher requirements need to be met regarding instruments adopted outside of the EU’s legal framework.


    i) The principles of sincere cooperation and non-discrimination


    Article 4(3) TFEU states that the Member States and the Union ‘shall, in full mutual respect, assist each other’ in carrying out tasks, which flow from the Treaties and that they ‘shall facilitate’ the achievement of the Union’s tasks and refrain from any measure, which could jeopardise the attainment of the Union’s objectives. The principle of sincere cooperation28 obliges the Member States to respect the EU’s legal order’s cohesiveness and unity.29 Regarding the EU’s legal cohesiveness and unity, one has to distinguish between the general applicability of EU law, as stated for example in Article 288(2) TFEU with regard to regulations, and the uniformity of the legal order.30 Uniformity can still be accomplished, even if the measures taken under differentiated integration are not applicable in every EU Member State. With regard to universality, there is a gap between this principle and differentiated integration. However, when introducing differentiated integration in EMU in the Treaties, the Member States agreed on this objection.31 Article 4(3) TEU also contains an order for the primacy of actions taken within the EU’s legal framework in contrast to actions adopted under international law. Member States have the duty to try to act within EU law as far as the competences of the EU go before taking action under international law.32 Furthermore, differentiated integration in EMU also has to respect the general principle of non-discrimination33, which in a wider and more political sense includes equal conditions of competition between the Member States.34 With regard to that also, in EMU differentiated integration must not lead to differentiation based on nationality.


    ii) The internal market


    Difficulties with differentiated integration can also arise with regard to the internal market if the differences lead to trade barriers. The internal market is an area with positive (Article 26 TFEU) as well as negative (Article 34 TFEU etseq.) integration norms.35 It is a set of norms and policies and a first step towards a European political entity.36 Despite the EU’s task in Article26(1) TFEU, integration in the internal market in the field of EMU is already fragmented due to differentiation at primary law level and different competences regarding the EU and euro area Member States. But even before establishing the EMU, differentiation between Member States took place in the most hallowed parts of the ‘supposedly uniform and shared internal market acquis’.37 With regard to EMU, differentiation in the internal market is temporary and will be removed as soon as the other Member States have joined the euro area. But as long as differentiation exists, measures taken within EMU have to respect the fundamental freedoms, especially with regard to the free movement of capital, as well as the above-mentioned principle of non-discrimination, to ensure that there is no competitive distortion with regard to the non-euro area Member States.38


    c) Cooperation outside of the EU’s legal framework


    Another question regarding differentiated integration in EMU is the question of the legitimacy of Member States entering into inter se agreements outside the EU’s legal framework.39 There is no doubt that Member States of the EU, as an expression of a state’s sovereignty, still have the power to enter into treaties and through that enter inter se agreements.40 This power is not limited by the provisions on enhanced cooperation.41 However, when concluding an international treaty, Member States may not disregard their duty to comply with EU law.42 The limits on concluding inter se agreements are the areas of exclusive competences of the EU and where the Treaties impose any obligation on the Union to act.43 Furthermore, the principle of sincere cooperation obliges the Member States not to jeopardise the functional capability of the EU and contains the obligation to act within the legal framework when possible. Regarding the question of whether it is possible to allocate duties to EU institutions when acting outside of the EU’s legal framework,44 the European Court of Justice (ECJ) decided that the Member States are entitled to do so, in areas which do not fall under the exclusive competence of the Union. In those areas they can entrust tasks to the institutions, provided that those tasks do not alter the essential character of the powers conferred on those institutions by the Treaties and do entail any power to make decisions on their own and will not commit the EU institutions.45


    III Differentiated integration in the European debt crisis


    When the euro crisis began in 2010, it became apparent that the legal instruments available in the Treaties were not sufficient to cope with the problems that had arisen. Since 2011, the EU and its Member States have implemented different new instruments and have changed the structure of the Economic Union to cope with emerging problems that were caused by the European debt crisis to support and adjust the existing EMU. Different areas had to be addressed to ensure financial stability. Amongst other things were the closer coordination of the Member States’ economic policy and stricter surveillance of the Member States’ budgetary discipline to ensure a sound and lasting management of public finances and the harmonisation of the EU’s financial sector.


    1 New forms of coordination in economic policy


    The measures taken in the field of European economic policy aimed at strengthening the coordination of economic and budgetary policies with the European Semester and building an effective framework for preventing and correcting excessive government deficits with the SGP.46 Besides this preventive side of the new structure of the Economic Union, changes took also place regarding the ‘preserving’ side for Member States who are facing financial difficulties.


    a) Developments within the SGP – the ‘six pack’


    With modifications of the SGP the economic cooperation within the EU has been altered in many ways. New forms of cooperation and stricter surveillance have been implemented with the so-called ‘six pack’ in 2011.47 While three of the regulations and the directive are applicable in all EU Member States, two of the regulations are only applicable in the Member States of the euro area. The major changes include the detection, prevention and correction of macroeconomic imbalances48 and the formal implementation of the ‘European Semester’49. As a further step, Council Directive 2011/85/EU contains detailed rules concerning the characteristics of the budgetary framework of the Member States to ensure stability in the EU and avoid excessive government deficits.50 On the corrective side of the SGP, excessive government deficits should be avoided and if they occur, their correction should be further prompted.51


    b) Economic policy coordination in the euro area


    For the Member States of the euro area, Regulation (EU) No 1173/2011, Regulation (EU) No 1174/2011, Regulation (EU) No 472/2013 and Regulation (EU) No 473/2013 firstly, lead to closer surveillance and monitoring of the euro area Member States and secondly, introduce enforcement measures regarding the correction of excessive macroeconomic imbalances and budgetary surveillance.52 All of these measures find their legal basis in Articles 136 and 121(6) TFEU.53 With these regulations, the reporting and implementation obligations of the euro area Member States are now enforceable through the European institutions.54 Moreover, with the introduction of the so-called reverse qualified majority voting procedure (RQMV), the imposition of sanctions becomes less difficult in most cases since they will be deemed adopted by the Council unless it decides by qualified majority to reject the Commission’s recommendation.55 Regarding voting rights, the regulations determine that only euro area Member States are allowed to vote, but the rest of the Member States are able to participate in the consultations within the Council.56 With the ‘two-pack’, added in 2013, economic policy coordination and the (budgetary) surveillance mechanisms in the euro area are further enhanced.57 Through Regulation (EU) No 473/2013 measures of the SGP are complemented with regard to the monitoring of budgetary policies in the euro area and the consistency of national budgets with the economic policy guidance.58 For Member States experiencing, or threatened with, serious difficulties with respect to their financial stability even more enhanced provisions for strengthening economic and budgetary surveillance apply.59 Besides the two main actors, the Commission and the Council, the Eurogroup and the ECB are also involved.60


    2 International instruments – the Fiscal Compact and the ESM


    Besides those measures analysed so far, a further two instruments of international law were put in place: the Fiscal Compact to improve economic cooperation and financial stability in the euro area, and the European Stability Mechanism (ESM) to provide financial stability to euro area Member States facing financial difficulties.


    a) The Fiscal Compact


    The Fiscal Compact was signed by 25 of the 28 EU Member States in 2012.61 Due to the resistance of the UK, an amendment of the TFEU was not possible at that time and because of that the Member States agreed on concluding an international treaty outside of the EU’s legal framework.62 The Fiscal Compact can be seen as a stricter version of the SGP and includes fiscal (Title III) as well as enhanced economic coordination provisions (Title IV) for the euro area Member States. Only Title V of the treaty is automatically applicable to all signing Member States.63 The Fiscal Compact also formally establishes Euro Summit meetings where the Heads of State or Government of the contracting parties whose currency is the euro meet, together with the President of the Commission, at least twice a year to discuss issues regarding the euro area.64 The President of the ECB must be invited, the President of the European Parliament can be invited. With this new development an already existing form of the European Council is now formally established.65 Article 11 of the Fiscal Compact determines that the contracting parties of the euro area discuss all major economic policy reforms that they plan to undertake ex ante, and where appropriate, coordinate them among themselves. Such coordination also includes the competent European institutions where required. The President of the Euro Summit meeting is closely connected to the President of the European Council, whose position has been strengthened thereby.66 The Heads of State or Government of the non-euro area Member States ‘shall participate’ in the discussions of the Euro Summit meeting with regard to the competitiveness of the contracting parties, the architecture of the euro area in the future and, when appropriate, the implementation of the Fiscal Compact in EMU.


    b) European rescue mechanisms


    Whereas the abovementioned changes to the structure of the Economic Union are supposed to prevent the EU from further financial crises, the mechanisms that will now be analysed were put in place to be used in the event that a Member State, despite all preventive measures, faces financial difficulties. In 2010, the EU established the European Financial Stabilisation Mechanism (EFSM).67 In accordance with its legal foundation, Article 122(2) TFEU, it was set up as a temporary emergency funding programme of the EU that gives financial support to every EU Member State that is in financial difficulties. It runs under the supervision of the European Commission and is accompanied by the European Financial Stability Facility (EFSF). The EFSF was also created as a temporary crisis resolution mechanism by the euro area Member States to grant financial assistance to euro area Member States in need.68 In 2010, both mechanisms were replaced by the ESM. Both the EFSF and the ESM were founded outside the Treaties69: the EFSF as a limited liability company under Luxembourgish Law70 and the ESM as an international financial institution71. The ESM Treaty came into force on October 201272 and since then its staff carries out the tasks of the EFSF. The ESM was established as the euro area’s permanent rescue mechanism with the purpose of mobilising funding and providing stability support under strict conditionality to euro area Member States in financial difficulties.73 Establishing the ESM as an international financial institution outside of the EU’s legal framework was seen as legitimate since the provisions of the Treaties ‘do not confer any specific power on the Union to establish a stability mechanism of the kind envisaged by Decision 2011/199’.74 It can be understood as the euro area’s last line of defence against a confidence crisis affecting the stability of the euro area and it has to be considered together with the SGP, the Fiscal Compact and the Banking Union.75


    3 Harmonising the EU’s financial sector


    In the European debt crisis another problem became visible: the weaknesses of the governance structure in the relations between financial institutions and governments.76 To be able to regain financial and monetary stability, a stable banking sector was seen as an essential precondition. Because of that, the EU and its Member States took further steps to harmonise the internal market in financial services as well as to create a new architectural structure in the field of banking supervision and banking resolution in the euro area.


    a) The single rulebook


    The implementation of the single rulebook was the first measure taken to establish a unified regulatory framework for the EU’s financial sector. The single rulebook was established after a European Council recommendation in June 2009 as a set of legislative texts that all financial institutions in the EU have to comply with.77 For this, the European Banking Authority (EBA), a regulatory agency of the EU and part of the European System of Financial Supervision (ESFS)78, was assigned to develop draft technical standards, which had to be formally adopted by the European Commission.79 The single rulebook includes prudential regulation aspects as well as a framework for the recovery and resolution of credit institutions and investment firms. Its legislative texts are the Capital Requirements Directive IV80, the Deposit Guarantee Scheme Directive81 and the Bank Recovery and Resolution Directive82.83 Because of the need to implement these directives into national law and Member States’ procedural autonomy, full harmonisation in financial services is not accomplished by the single rulebook.84


    b) A European Banking Union


    In the euro area, despite its single currency and its high level of cross-border externalities, control over financial institutions was solely national.85 For this reason the Heads of State of the euro area decided in June 2012 that the Commission should present a proposal on the basis of Article 127(6) TFEU for a Single Supervisory Mechanism (SSM). This would involve the ECB86 and centralise banking supervision to be able to effectively address the problems that became visible during the European debt crisis. As a result, the SSM and the Single Resolution Mechanism (SRM), which manages the resolution of banks in the euro area, were established.87 In contrast to the single rulebook, the SSM and SRM are only applicable in the Member States of the euro area with the possibility of non-euro area Member States joining and being in close cooperation.88 The SSM was created in accordance with Article 127(6) TFEU by a Council regulation.89 This Regulation transferred banking supervision powers for significant credit institutions in the euro area to the ECB. With that, the ECB, as the core institution of the Monetary Union, acquired a new field of activity that now includes supervising systemic relevant banks, in cooperation with the national competent authorities (NCAs) of the euro area Member States.90 The SRM as the euro area’s single resolution mechanism applies to banks covered by the SSM and was created according to Article 114 TFEU. In addition, a Single Resolution Board (SRB), under Article 42 of Regulation (EU) No 806/2014, was created to ensure the effective and consistent functioning of the SRM together with the Council, the Commission and the national resolution authorities. It is funded by a Resolution Fund,91 which, with the approval of the European Commission and the European Parliament, ‘shall be created’ by an intergovernmental agreement.92 With the establishment of the European Banking Union, the supervision of groups of banks can now take place in a uniform way and by one deciding body, with the advantage of greater consistency and a better information flow. In contrast to the other measures adopted within the EU’s legal framework, differentiation in the Banking Union is not based on the objective criteria of participation in the euro area (Article 140 TFEU), but on the political will of the non-participating Member States. Both Regulations are, in conformity with Article 288(2) TFEU, binding in their entirety and directly applicable in all Member States.93 To still achieve this differentiation the Regulations distinguish between ‘participating Member States’ and ‘non-participating Member States’.94 Participating Member States are automatically all Member States of the euro area and those Member States who establish close cooperation.95 Even though the two Regulations are very participation-friendly, differentiated integration as it is used here remains difficult with regard to Article 288(2) TFEU and the idea of the internal market. With this demarcation, the instruments adopted to overcome the European debt crisis introduce yet another and maybe the most problematic form of differentiated integration in EMU.


    III Integration dynamics in EMU


    Besides the two opt-outs, and in that respect also Sweden, differentiated integration in EMU is meant to be time-limited: Article 140 TFEU. With one of the objectives of the European integration process to create an internal market through harmonisation and an increasing level of coordination and therefore uniform application of and compliance with EU law,96 differentiated integration in the financial crisis touches upon one of the core principles of the idea of a united Europe.97 But differentiated integration in the European debt crisis also has a positive connotation. The participating Member States are pushing the integration process forward in an area where European integration was rather limited. Differentiated integration gives the Member States the opportunity to pursue new integration measures even though not all EU Member States want to deepen the level of integration at this time. Still, the biggest risk of differentiated integration is the falling apart of the model of a united Europe and its replacement by different and looser forms of cooperation between different European Member States.98 To prevent this, the newly adopted instruments put in place different mechanisms to interconnect the different levels and to ensure a parallel existence without apostatising the idea of a more united Europe.


    1 Integration dynamics in the EU’s economic policy coordination


    When looking at the different measures taken in the field of economic coordination within the legal framework of the EU, the differences in the integration process between the Member States of the euro area and the non-participating Member States are not as large as one might assume. The main differences between the euro area Member States and the other EU Member States lie in closer monitoring and surveillance by the European institutions through more frequent reporting duties and, as a result of that, leading to a closer coordination of economic and budgetary policies. One novelty with regard to the euro area Member States is of course the possibility of EU institutions taking enforcement measures and imposing sanctions on euro area Member States.


    2 Integration dynamics outside of the EU’s legal framework


    Regarding the two international treaties concluded outside of the EU’s legal framework a similar picture emerges. Both instruments are very closely connected to the EU’s legal framework.99 The ESM as well as the Fiscal Compact delegate tasks to EU institutions, in particular to the European Commission, the Council, the ECB and the ECJ. The European Commission and the ECB are closely involved in the procedure to grant financial assistance to ESM Members, Article 13 ESM Treaty,100 and in the excessive deficit procedure, Art. 5 et seq. of the Fiscal Compact. In the event of a dispute the case will be submitted to the ECJ: Article 37(3) ESM Treaty and Article 8 of the Fiscal Compact. Both Treaties are open to accession and whereas the Fiscal Compact is open to accession by any Member State of the EU, a precondition to accession to the ESM Treaty is membership of the euro area.101 After being revised several times, the Fiscal Compact does not contain great differences in comparison to the secondary legislation adopted with the ‘six-pack’ and the ‘two-pack’.102 Foremost it strengthens and deepens pre-existing duties under EU law.103 With the ESM Treaty as the euro area’s permanent financial rescue mechanism, the situation is different because there was no such pre-existing mechanism in the EU’s legal framework. Nevertheless, with the EU having no competence to create such a permanent rescue mechanism104 and its very close interconnection with the existing EU legal framework, the setting up of a parallel and detached regime is not an impeding danger. To ensure conformity with the Treaties and especially with the coordination of the Member States’ economic policies, Article 136 TFEU was amended to guarantee strict conditionality when granting any required financial assistance under the ESM.105 Last but not least, the Fiscal Compact contains the provision that within five years the necessary steps should be taken to incorporate the substance of the Fiscal Compact into the EU’s legal framework.106 To some regard this has already taken place with the adoption of the ‘six-pack’, which contains analogous rules,107 and the adoption of the ‘two-pack’.108


    3 Differentiated integration in the EU’s financial sector


    The measures taken with regard to the financial sector led to a deeper level of differentiated integration between EU and euro area Member States. During the crisis it became apparent that with a single currency and a fragmented financial sector mere coordination would not be enough and that real homogenisation of the financial sector was needed.109 With the establishment of a European Banking Union not only the coordination but also the administration has been moved to the European level and the ECB practice will set a uniform and standardised administrative practice. Integration dynamics have been secured with this new institutional structure and another level of harmonisation in the field of the financial sector has been reached with the ECB as the central body for an optimal integration of the banking system.110 The coexistence of the single rulebook and the Banking Union does affect the uniformity of the internal market and the idea of a unified regulatory framework in the financial sector. This differentiation is especially unfortunate with regard to the UK and its important banking sector.111 But even though the administrative practice of the ECB is formally restricted to the euro area, it will also influence the financial sector of the EU as a whole through the application of the single rulebook and its cooperation within the ESFS and the EBA.112 The EU did also, with regard to the Banking Union, consider the difficulties of this differentiation for the idea of an internal market. All the measures taken refer to the internal market as a whole113 and affirm that, to maintain and deepen the internal market, the Banking Union should also be open to non-euro area Member States.114 Within the European actors there has been an opening up towards non-participating Member States. Since by Treaty only euro area Member States have decision-making authority within the ECB, a new decision-making process was created to enable non-euro area Member States that want to join the SSM to participate.115 Furthermore, there was a change in the voting system within the EBA’s Board of Supervisors when non-euro area Member States were worried about a loss of influence in EU decision-making fora.116


    IV Conclusion


    One cannot deny that the new measures adopted maintain rather than circumvent the fragmentation of the internal market. But even though these measures do not lead to complete harmonisation within the EU, they also do not bear the risk of having established a closed-up parallel system of only some EU Member States detached from the rest of the EU. All of the measures were taken to ensure an enhanced functioning of the internal market and to overcome obstacles with regard to the exercise of fundamental freedoms and to prevent distorted competition.117 The fragmentation the EU is facing today was already apparent when establishing EMU in the Treaties and is, at least in principle, of a temporary nature.118 Without having more competences the EU and its Member States tried to harmonise the fragmented internal market as far as possible and bore in mind the risk of this partial harmonisation for the concept of the internal market and the EU as a whole.119 Differentiated integration in the European debt crisis emerges as an important instrument to permit constitutional change and development. Where legally and politically possible, the EU and its Member States used uniform instruments as provided for in the Treaties to deal with the crisis. Where there was no common ground for uniform actions, they connected those instruments very closely to the existing legal framework of the EU. All parties involved seem to have been aware of the inherent risks for the European idea by setting up those new instruments and structures. Even though differentiated integration took place in a lot of different ways, it can be seen as a somehow integrative form of integration with the possibility for other Member States to catch up at a later stage. A fully harmonised EMU is still in a distant future, but the last few years have shown that there are ways for the EU and its Member States to deal with a complex crisis like the European debt crisis without jeopardising one of its basic principles – the idea of a unified Europe.120
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    Differentiated integration in the European Union and the debt crisis


    Hubert Legal1


    Through the concept of differentiated integration, we are discussing today the institutional future of the Union in the light of the handling of the debt crisis. Potentially it has the flavour of a think-tank subject I tend to stay away from. What lies ahead for us nobody knows. But there is a pattern in recent events that does not make disdain a sufficient response. There is an interest in a deepening of the Economic and Monetary Union, which the Presidents’ Report illustrates but of which the essence is as yet unclear; there is the tentative prospect of a new settlement for the United Kingdom; and there are the legislative adjustments made necessary by the generalised political background of Euroscepticism: carve-outs, unanimity votes and intergovernmentalism characterise this trend.


    In institutional terms, there is no Greek problem. There is a British problem and there is a German problem. To the extent these two remain separate, we at least do not have to add to them an EU existential problem.


    I am actually an admirer of the confidence – or rather the fortitude – of those who maintain that good may come out of bad and who perceive the emergence of strength and cohesion in a landscape where divisions are too strong to be honestly called ‘differences’. The recent Eurogroup and summit meetings have revealed many more dividing lines than that between Member States with and without the common currency: between those with or without a high level of public debt; between virtuous monetarists and Keynesian spenders; between Northern Protestants and Mediterranean Catholics; between those who are here for the business alone and those who want political union; between those who matter and those who perceptibly don’t matter quite as much. This has been exacerbated by the rough antagonism of vital negotiations in which solidarity itself became a divisive concept. Some basic precepts of the law of the Union may be weakened; yet I do not see any credible alternative than to resolidify them. To put one’s trust in miracles I would not recommend, be they qualitative leaps or spiritual revelations.


    Rather, some essentials should be borne in mind.


    One can never say it enough. In treaty terms, there is no such thing as a euro area. There is one currency of the Union: it is the euro and except for one national exception in primary law, the potential territorial scope of its use is that of the Union as a whole, with only temporary derogations for Member States that have not yet been recognised as having met the conditions to make the circulation of the single currency possible on their territory. The single currency is, in its political essence, an integration tool which in turn requires that certain preconditions of homogeneity or at least of compatibility of the economies of the participating Member States are met before it comes into place and is allowed to serve its integration purpose.


    We are discussing now differentiated integration. I understand this as meaning differentiated paths towards European integration. I do not believe for one single second that we might be heading, as a political objective, towards a compound of multiple schemes of specialised integration with varying participation – and no political unity. We are talking about recourse to diversified rhythms and methods, which are nothing new – not about the acceptance of a split purpose. This concept is crucial to the correct description of the state of the Union being, particularly in the financial sector, either a composition in concentric circles or an aggregation of adjacent areas. A common purpose calls for a single centre of gravity. A mere alliance of interests implies that each allied power retains its own centre. Concentric and parallel are as different as are Union and association. It is simply not the same game.


    Now this is not a theoretical play on words for the Brussels windmills – this is the current political reality. In the context of the bridge financing for Greece, the Commission and the Council have jointly endorsed on 16 July a declaration stating that there is a principle that any future use of an instrument similar by nature to the European Financial Stabilisation Mechanism (EFSM)2 (i.e. a budget-based assistance mechanism with 28 Member States concerned) will not entail any financial liability, direct or indirect, for non-euro area Member States if the purpose of using the instrument is to safeguard the financial stability of a euro area Member State. It is common knowledge that this declaration was imposed by the United Kingdom as a condition for accepting recourse to EFSM funds where the Heads had committed not to use them again for that purpose but to go the European Stability Mechanism (ESM)3 way instead. So the UK had a very strong hand there and played it well. It remains that the implications of the accepted language are such as ought to be reflected upon. Admittedly, it may be argued that there are few instruments similar in nature to the EFSM – if any at all. So the scope of the declaration is contained. But its inspiration clearly lies in the theory of adjacent zones: it is for the members of the currency union to take care of themselves, separately or collectively, but without affecting the interests of the non-members – including by putting in place collaterals, guarantees or equivalent measures to protect such non-members from any risk that may be incurred to stabilise the situation of a member. Watertight compartments is what it means.


    This in my view meets two objections. First, it is an exaggeration of the scope of the monetary union; a Member State is a Member State and whether or not it has the euro as its currency is not a decisive factor in determining the applicability of all EU solidarity mechanisms and other policies. Second, it is an invitation to limit the Union to single market issues and to deal with any further integration between interested Member States essentially through intergovernmental instruments adopted outside the treaties, as was the case with the ESM, the Fiscal Compact4 and the agreement on the Bank Resolution Fund.


    Public international law is clearly an option for deepening the Union but only under the three conditions that relevant instruments are: supplementary to the law of the Union proper; compatible with it; and destined to be incorporated in due time into the framework of the EU treaties. This is the essence of the Pringle judgment of the European Court of Justice5.


    Therefore this option is not a substitute for Union law and not a reason for depriving the organs of the Union of the authority to act in their core quality of policy makers for the Union in all its areas of competence, including monetary and economic policy.


    This central policy-making function of the Commission in particular is why I am not a supporter of the view that its two core duties to initiate legislative proposals and to monitor the implementation of the law should be separated by a Chinese wall, as Dr Schäuble has suggested. The example of the European Central Bank, with the segregation of bank supervision activities, is sometimes offered in this respect. But the purpose of this segregation is to protect the constitutional independence of the Bank in its monetary activities – which is irrelevant to the functioning of the Commission.


    To keep the Union together also means avoiding a pick-and-choose concept through which the scope of any legislative instrument would be decided on an ad hoc basis, leaving out those Member States that are not willing and interested. Of course there can be objective justifications to a limited territorial scope. Participation in the single currency may justify this – but only to the extent that it is relevant. That it may justify a carve-out such as the one foreseen for the Vickers national rules from the Banking Structure Regulation6 remains to be seen. It would certainly not be compatible with our legal system to make of this a model through which the economic and financial law of the Union would have two versions: a compulsory one for the fully-fledged integrators and a soft, non-binding and lighter version for those who will not go beyond voluntary cooperation.


    Distinctions are legitimate and there is no absolute requirement to apply brutally the same rule to all at whatever cost. For example, the treaties make provision for enhanced cooperation. Legislative practice also seeks to avoid creating unnecessary antagonisms by respecting the sovereignty of States in their constitutional principles to the largest extent possible. But a single purpose and direction are crucial to the Union as such – which is not a provider of services offered to customer – or client – Member States.


    The challenge is, by the way, not one that concerns Ecofin only. Application of solidarity to the relocation of persons seeking international protection is currently envisaged through a scheme that in principle concerns all Member States but with distribution figures that almost amount to leaving certain partners out for all practical purposes. Solidarity à la carte is also part of a looming ‘differentiated’ landscape that extends beyond the protection of the City of London as a provider of financial services and of the Bundestag’s authority to make payments possible.


    But, fundamentally, it should be the authority of the rule in force, our common belief in the rule of law, that keeps us durably together. This is why I am not an enthusiast either, with all respect for the pronouncements of our host President Draghi, of the idea that the Union should be more ‘institution-based’ and less ‘rules-based’, in the financial sector at least. Of course, although a lawyer, I understand that rules that are not applied do not generate confidence any more than governments that hold no interpretative power and that it would be more appropriate to keep the rules unspecific and to grant broad discretion to common institutions that will exercise it in an impartial and fair manner and restore consistency and trust. Fine. This is a federal programme with a central authority that is not even bound by specific norms. Clearly we are not there. And in my view we cannot be there any time soon because the elements of a democratic control over this central echelon are still missing, despite the existence of a European Parliament – as was explicitly stated by the Bundesverfassungsgericht7 and further revealed by the recent handling of the Greek debt crisis.


    All the same, it is somehow reassuring that there is an expressed hope that this crisis will lead us to a reinforced and possibly deeper Union. But my number one article of faith is that stability is what our institutions, collective and national, mainly need now. There is no promised land that is convincingly announced, either on the side of the à la carte doctrine or on that of the supranational avant-garde. Of course a mix of the two may give the fever of hope to some of us. My perplexity should not and will not discourage them.


    Amending our treaties has somehow become part of our genes so I have no doubt we shall come to it sooner or later. For some tidying up this will certainly be in order. But to think currently exacerbated differences may lead to further institutional integration is either cultivating paradox or acting in a gambling mood. Differentiated integration is a fact of life. But, as a programme for our institutional future, integration through differentiation sounds to me like a federation of sovereign states: a meeting of words that may be a little bit too ingenious to provide a sound basis for a durable meeting of minds.
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    Enhancing incentive-based and insurance-type coordination


    Armin Steinbach1


    I Introduction


    The regime governing EU Member States’ fiscal and macroeconomic policies has undergone significant changes over the last few years. One key element of policy change has been the extension of the initial focus on purely fiscal parameters to a more macroeconomic approach incorporating non-fiscal aspects of national economic policies. The scope of coordination – no matter whether in soft or hard formats – has increased gradually.2


    Future modes of coordination can be analysed by reference to two models.3 First, the “surveillance model” corresponds to the transgression of the status quo under which Member States continue to have full fiscal competence and retain competence to conduct economic policy. In this scenario, the EU continues to be the “discipline enforcer”, applying numerical fiscal rules and the existing budgetary and economic surveillance system. In contrast, the “fiscal federalism model” would imply a higher degree of centralised steering rather than surveillance. In this scenario, the EU would have the necessary resources to address structural inequalities and prevent asymmetric shocks – either through intergovernmental grants or transfers. Both the surveillance model and the fiscal model are part of the “vision” for European Monetary Union (EMU), as continually expressed by the EU institutions. Starting with the Four Presidents’ report, the European Parliament’s resolution on the Four Presidents’ report, the Commission’s Blueprint for a deep and genuine EMU, and up to the most recent Five Presidents’ Report – all of these documents refer to the two models by viewing the somewhat short-term dominance of the surveillance model and the long-term goal of the fiscal federalism model.


    However, despite (or maybe because of) the remarkable pace at which both substantial and institutional changes have been put in place, there are obvious frictions in Member States’ views of the further development of EMU. Opinions about the allocation of competences between EU Member States are increasingly diverse, reflecting not only diversity in national sentiment in the aftermath of the crisis, but general concerns about the function and future of the EU.


    Given the existing reservations and obstacles to further deepening coordination mechanisms, ambitious treaty amendments appear (politically) unlikely and underscore the significance of the effective application of the existing legal framework. Against this backdrop, the pragmatic purpose of my contribution is to discuss the legal feasibility of certain elements of both the surveillance and the fiscal federalism model within current EU treaties. First, in light of the limited likelihood of major institutional developments within the EMU, the current (but not yet exploited) flexibility and scope for manoeuvre provided within the existing legal framework should be explored. In line with the dominant surveillance model, I explore incentive-based mechanisms that promote the implementation of structural reforms and public investment in Member States. Incentive-based mechanisms not only refer to the established sanction-based logic of the existing surveillance mechanisms, but also to reward-based instruments offering benefits to Member States for implementing structural reforms. Second, while pursuit of the fiscal federalism model is commonly agreed to require a substantive delegation of competences, making treaty changes indispensable, we explore the legal feasibility of certain elements of the fiscal federalism model within the current legal framework. More specifically, we shed light on insurance-type coordination mechanisms that cushion large macroeconomic shocks and that make the EMU more resilient overall. With a view to the broader trajectory of EU law, we infer some conclusions as to how coordination governance may be implemented in the short run.


    II Incentive-based coordination – exploiting the scope of fiscal and macroeconomic surveillance


    The SGP remains the key instrument of fiscal policy coordination, featuring binding rules and sanction mechanisms. In the past, application of the SGP focused on fiscal policy and compliance with numerical budget rules. In line with the trend towards broadening the surveillance focus from a purely fiscal to a more macroeconomic perspective, incentive-based tools can be extended towards promoting investment and structural reforms.


    1 Flexibility under the SGP in promoting investments


    There has been much discussion as to whether and how investments could be considered in the determination of a country’s fiscal stance. This refers to the “golden fiscal rule”, i.e., deficits can only be used to finance investments that are to the benefit of future generations. There is empirical evidence supporting the view that during phases of budgetary consolidation public investment is reduced proportionally more than other expenditure categories in EU countries. This has led to criticism of budgetary policies enacted during the debt crisis, supposedly curtailing public investment and thereby impeding fiscal recovery.


    The Commission recently moved in this direction by claiming flexibility in applying the rules of the SGP. The Commission seeks to privilege investment, unlike other public expenditures, on two grounds: First, under the preventive arm of the SGP, the Commission would (i) consider investments under certain conditions as “one-off expenditures” that would not affect the structural balance relevant to the attainment of the MTO and (ii) consider other investments as “structural reform” within the meaning of Article 5 of Regulation (EC) No 1466/97 4. Second, in the corrective arm, the Commission will consider contributions to the European Fund for Strategic Investments (EFSI) to be a “relevant factor” in line with Article 2(3) of Regulation (EC) No 1467/97. The Commission’s acknowledgment of its leeway in applying the Pact amounts to a significant deviation from previous practices. It opens the door to the “golden rule” debate and raises a number of legal questions.


    a) Treatment of investments as “one-off measures”


    The SGP provides that, in the assessment of the necessary fiscal adjustment under its preventive and corrective arms, the Council specifies targets that are set in structural terms. More specifically, Article 5 of Regulation (EC) No 1466/97 stipulates that when assessing the adjustment path toward the medium-term budgetary objective, the Council and the Commission shall examine “[…] if the Member State concerned pursues an appropriate annual improvement of its cyclically-adjusted budget balance, net of one-off and other temporary measures, required to meet its medium-term budgetary objective, with 0.5% of GDP as a benchmark […].” On that legal basis, the Commission views contributions to the EFSI as eligible under both the preventive and the corrective arm.


    The relevant legal question at stake is whether contributions to the European investment fund (and investment spending in general) can be considered “one-off measures” within the meaning of Article 5. One-off measures have played a significant role in the history of EU fiscal surveillance and their actual budgetary impact has been far from marginal. For example, Portugal brought its nominal deficit below 3% of GDP between 2002 and 2004, for three consecutive years, through the implementation of very large one-off measures. Also, the measures typically adopted to improve fiscal balances include the sale of real assets and tax amnesties or settlements. More recently, in the course of the financial crisis, government support for the financial sector has been classified as a one-off measure across Europe.


    However, the difficulty of precisely defining the nature and scope of one-off measures has not been satisfactorily addressed until today. The SGP Code of Conduct defines one-off and temporary measures as “measures having a transitory budgetary effect that does not lead to a sustained change in the intertemporal budgetary position”. Given the absence of an exhaustive list of one-off measures the question of definition remains highly relevant. It is agreed that the common features of one-off measures are their temporary influence on the cyclically-adjusted fiscal position and their non-recurrent nature. More specifically, according to the Commission, “when deciding whether a particular measure is non-recurrent, the measure should be assessed in the context of the chain of measures of the same type. For instance, although each investment project is unique, a specific investment decision should be seen in the context of a continuity of investment decisions over time. As a rule, such measures should therefore not be considered as one-off and temporary measures, unless their size is exceptional.”5


    Generally, the definition and the classification of one-off measures remain inherently vague and unreliable. Qualifying public investments as one-off measures therefore appears questionable. First, and from an economic perspective, requiring the non-relevance of such measures to the intertemporal budgetary situation does not permit a general assessment of public investments. Investments may have an impact on the intertemporal budget constraint. This holds irrespective of whether purely domestic investments or contributions to European investments through the EFSI are at stake. Domestic and European investments only differ to the extent to which they benefit a Member State. Also, the privileging of European over national investment not only raises a question about the reason for such discriminatory treatment of national and European investments, but it also appears incompatible with the provisions in the SGP to which the Commission refers.


    Second, a comparison with the aforementioned examples of deficit-increasing “one-off measures” suggests that investment should be treated in a fundamentally different manner to those examples. While unique payments due to natural disaster or a payment fine imposed by a court occur only once in the budgetary constraint, investments typically have an intertemporal impact. Moreover, and from the perspective of the political economy, discounting EFSI payments on the deficit may induce policymakers to adapt their expenditure pattern in an undesirable fashion. If governments are aware that EFSI contributions will not be counted as a budget deficit, they may feel induced to cut their expenditure, e.g., for cross-border infrastructure, given that such investments are likely to be financed from EU and EFSI funds. This also highlights that discriminating between the fiscal treatment of national and European investments not only lacks sound legal grounds, but may also invite policymakers to engage in undesirable strategic behaviour.


    This finding can be translated in traditional methods of interpretation as a way to determine the meaning of a provision, including the literal interpretation of a provision, the meaning of a provision in light of scheme and context, and the purpose, spirit and historical intention of a rule. The Commission seems to rely on a literal approach to applying Article 5 of Regulation 1466/97 by stressing that an exceptional cash payment may by definition constitute a “one-off measure”. However, as shown above, the context, purpose and historical intention of the provision militate against such an interpretation. Historically, the rule was designed to prevent biases in a country’s fiscal performance due to exceptional measures, without an effect on the structural fiscal situation. Likewise, the spirit and purpose of this rule does not allow deficit-increasing measures to have an impact on the intertemporal budgetary situation; indeed, the measures are likely to be of a recurrent nature and may possibly change the expenditure pattern.


    b) Investments as structural reforms


    Besides its recent move to recognise contributions to EU funds as a “one-off” measure, the Commission has identified an alternative way to favour national investment under the corrective arm of the SGP. Article 5 of Regulation (EC) No 1466/97 provides that “[…] the Council and the Commission shall take into account the implementation of major structural reforms which have direct long-term positive budgetary effects, including by raising potential sustainable growth[…]”. The Commission considers that some investments may be deemed to be equivalent to major structural reforms and may, under certain conditions, justify a temporary deviation from the Medium-Term Budgetary Objective (MTO) of the concerned Member State or from the adjustment path towards it. The (economic) purpose of this extension of the investment clause is to allow Member States to benefit from this clause when their own growth is negative and better reflect the country-specific economic situation. In this vein, the Commission’s decision is economically founded on those studies that find an over-proportionate decline of public investments during phases of budgetary consolidation.


    The Commission’s assimilation of “public investments” and “structural reforms” is questionable. Apart from the obvious literal difference between the two terms, the Commission’s own use of the concepts “investments” and “structural reforms” suggests that these terms cannot be used interchangeably as legal terms. In its 2015 Annual Report, for instance, the Commission refers to its well-established economic policy strategy resting on three pillars comprising investments, structural reforms and fiscal responsibility. According to that economic policy strategy, investments and structural reforms constitute individual pillars of EU economic policy and rest on different concepts, though they share the common goal of promoting sustainable growth.


    The Commission broadly assimilates investments and structural reforms and limits eligible investments to projects co-funded by EU funds which have a positive budgetary effect within Article 5 of Regulation (EC) No 1466/97. This approach raises concerns on three grounds. First, and considering the distinct concept of investments and structural reforms, there are no grounds for the general assumption that all co-financing expenditures by Member States amount to structural reforms. Rather, a case-by-case analysis that examines to which investments the implementation of structural reforms is intrinsically tied should be made before investments qualify as structural reforms within the meaning of Article 5(1) of Regulation 1466/97. Second, the Commission gives privilege to any expenditure that is co-funded by the EU for the assessment of “structural reforms” pursuant to Article 5 of Regulation (EC) No 1466/97. This is an open discrimination against national public investments that might equally be linked to structural reforms. Such discrimination ignores the fact that economic policy-making remains within the competence of Member States. In principle, economic policy is not a competence of the EU but of Member States (Articles 4(1), 5(2) TEU). Rather, the EU’s competence lies in coordination, i.e., in providing arrangements to facilitate the coordination of policies that remain national in nature. Member States can adopt measures in this field, as long as the competences of the Union are not infringed.


    Third, there is no indication why investments co-funded by the EU should qualify as structural reforms rather than domestic investment projects. There is neither a general legal rule nor an economic rationale according to which projects promoted by EU funds could be considered fundamentally different from domestic projects, except for the fact that the latter typically imply larger cross-border spillover effects. For example, projects co-funded under the Connecting Europe Facility (CEF) do not primarily promote projects amounting to structural reforms rather than domestic projects. The CEF finances projects that fill the missing links in Europe‘s energy, transport and digital infrastructure. Even though this infrastructure may promote the completion of the internal market, there is no indication that a national infrastructure project would not serve similar goals or contribute otherwise to structural reforms in terms of reallocating resources more efficiently.


    In summary, an extensive interpretation of the term “public investment” as a structural reform within the meaning of Article 5 of Regulation 1367/97 seems to overstretch the literal and contextual meaning of this provision. However, the Commission’s general tendency to promote investments within the boundaries of the fiscal rules may be compatible with the relevant provision under two conditions. First, a case-by-case examination of the investments at stake must give consideration as to whether a project is linked to the implementation of structural reforms rather than generally equating public investments and structural reforms. Second, the general privilege of projects co-funded by EU funds over national investment projects appears to be untenable in light of the wording and purpose of the rules. Domestic investments should generally be treated like EU projects when considering their quality as structural reforms for the application of Article 5 of Regulation (EC) No 1466/97. Thus, while there are no legal or economic grounds for discrimination, we must concede that considering all public investments as potentially qualifying as structural reforms would imply an additional burden of examination on the Commission’s side.


    2 Promoting structural reforms under the SGP


    Even though the regime governing EU Member States’ fiscal and macroeconomic policies has undergone significant change over the last few years, an insufficient level of structural reforms persists. Some of these reforms are critical for the growth and sustainability of the euro area as a whole, as they imply positive externalities across countries. Recent reforms of the binding and sanction-based EU legal framework have allowed for stronger surveillance within the EU, with extended mechanisms regarding fiscal and macroeconomic surveillance. In this vein, the Commission recently adopted the stance of interpreting SGP and MIP with a view to offering leeway to incorporate the implementation of structural reforms under these procedures to the extent possible. We examine the opportunities to perform the economic surveillance with a stronger focus on the implementation of structural reforms.


    a) Preventive arm


    Under the preventive arm, there is an explicit reference allowing the linking of the fiscal regime under the SGP to a broader macroeconomic dimension of structural reforms. In this vein, the explicit reference to structural reforms in Article 5 thus serves as the basis to connect various economic policy coordination tools to each other.


    The Commission has set out a number of principles to be followed for the structural reforms clause to be activated. They must be major in relation to their effect on growth and the sustainability of public finances; they must have a long-term positive budgetary effect, where this effect can lead to direct budgetary savings from reforms (e.g. pension reform) or through increased revenues (e.g. as a result of an increased labour force); and they require their “implementation”, which is a controversial point between the Council Legal Service and the Commission. While the Commission requires the “full implementation” of the reform, it acknowledges that adopting reforms may take time and thus views the implementation of reforms as fulfilled when “the Member State presents a medium-term structural reform plan”. By contrast, the Council refers to the Code of Conduct, according to which the “implementation” pursuant to Article 5 requires that “only adopted reforms should be considered”.


    From a contextual perspective, guidance on interpretation may be sought from practice under the financial support programmes of the EU. The pattern of conditionality and disbursement of payments offers an understanding that the favourable treatment (under EU financial assistance, the disbursement of loans) is typically granted on the basis of formalised commitments and their forward-looking implementation. Under the support programmes for Greece, for instance, before each disbursement the Commission, the ECB and the IMF staff conduct joint review missions to Greece in order to monitor compliance with the terms and conditions of the programme. The disbursement is tied to forward-looking commitments, including steps to implement these reforms fully through secondary legislation, other administrative acts and complementary reforms. Applying this functionality to the exchange of structural reforms in return for favourable treatment under Article 5 of Regulation 1466/97, one can infer that, in general, a forward-looking commitment should suffice. This implies that implementation in terms of a credible, comprehensive and detailed plan should be sufficient.


    b) Corrective arm


    While there is an explicit reference to structural reforms under the preventive arm in Article 5 of Regulation (EC) 1466/97, the relevant norms of the corrective arm are silent on the treatment of structural reforms. The only legal term potentially allowing the incorporation of structural reforms into the assessment under the corrective arm is laid down in Article 2 of Regulation (EC) 1467/97, which states that the Commission “[…] shall take into account all relevant factors […] in so far as they significantly affect the assessment of compliance with the deficit and debt criteria by the Member State concerned”. The reference to “relevant factors” has been interpreted by the Commission as including the implementation of structural reforms set out in the European Semester. Given the vagueness of this provision, the question is whether this interpretation remains within the boundaries of the legal text. A number of points can be put forward in the affirmative: First, the Commission enjoys wide leeway of discretion in the application of EU rules. In addition, on various occasions, the Court has confirmed that the Commission enjoys wide discretion in the assessment of economic circumstances. Second, there is no indication that interpreting structural reforms as “relevant factors” would be incompatible with the overall purpose of the excessive deficit procedure. The main purpose of the excessive deficit procedure is to ensure the prompt correction of excessive deficits, i.e. making sure that Member States return to a sustainable fiscal position. Structural reforms would have to further this goal. The Commission and other EU institutions have repeatedly underscored the relevance of structural reforms as an essential element for long-term positive budgetary development. Structural reforms are a requisite for growth as the basis for fiscal sustainability. The positive correlation between structural reforms and positive budgetary effects is also acknowledged in Article 5 of Regulation (EC) 1466/97, which explicitly refers to structural reforms that have such a positive budgetary effect. Third, and in the same vein, for the sake of consistency between the preventive and corrective arms of the SGP, the same reasoning and logic should be applied, given that both arms share the same overriding fiscal policy goals.


    In summary, there is significant leeway to account for the implementation of structural reforms both in the preventive and corrective arms of the SGP. A comprehensive and detailed structural reform plan containing well-specified measures, verifiable information and credible timelines may lead to a modification of the medium-term budgetary objective. The requirements relating to the degree of implementation should not be too strict, given that there is sufficient potential for sanctions and withdrawal of the favourable treatment. Similarly, under the EDP, structural reforms may be a relevant factor when decisions are made about opening procedures and setting the deadline for the correction of the excessive deficit. Incorporation of country-specific recommendations under the European Semester, as well as the corrective action plan under the MIP, ensures consistency of the economic policy tools.


    3 Contractual agreements promoting structural reforms


    The current surveillance system under the SGP works in a hierarchical sense, that is, the EU Commission leads the procedure and has the right to decide authoritatively on the structural reforms that are to be implemented. Also, the SGP incentivises through sanctions rather than rewards, as monetary or procedural penalties can be imposed in the event of non-compliance by a Member State. That would be fundamentally different if structural reforms were incentivised and incorporated by contractual agreements. Such agreements would modify the existing logic, as structural reforms would be negotiated between the parties and incentives would be set through rewarding the implementation of structural reforms. One can conceptualise such agreements in two ways: first, through agreements concluded between the EU and individual Member States, underpinned by financial support as an incentive, and second, as mutual agreements concluded between Member States, which agree on the implementation of structural reforms in the respective country as a kind of barter trading.


    a) Legal implementation of contractual agreements


    Assessing the legal feasibility of contractual agreements raises questions regarding the legal nature of contractual agreements and the possible legal basis to allow for agreements sidelined by a funding facility.


    The EU treaties are silent on contractual agreements between the EU and its Member States. In the absence of an explicit legal basis under primary or secondary law, which would provide for a certain competence of the EU vis-à-vis its Member States, general considerations apply in principle as to the EU’s ability to enter contractual relationships. One may consider such agreements as constituting international law treaties or, based on specific secondary law, as Memoranda of Understanding.


    In general, the EU can enter into international agreements according to Article47 TEU and Article 335 TFEU. In addition, Article 216 TFEU explicitly recognises that the EU can conclude agreements with third countries and international organisations. The ability to enter into agreements with EU Member States is implicitly acknowledged by Article 50(2) TEU, according to which the EU concludes an agreement with a Member State leaving the EU. Also, any agreement between the EU and a Member State must remain within the substantial competences granted to the EU under the treaties. The conclusion of an agreement by the EU outside of the scope of the legal basis of the EU treaties would infringe the principle of conferral in Article 5 TEU.


    Alternatively, the contractual relationship may be established as a Memorandum of Understanding (MoU). While the EU treaties are silent on this instrument, it has been used frequently during the crisis, rendering financial assistance to states conditional on a range of domestic economic and public administration reforms. In this way, the MoUs float between supporting intra-EU and extra-EU support mechanisms, with the European Commission and European Central Bank acting as negotiators and compliance monitors. There is some conceptual similarity between the MoUs under the ESM and the contractual agreement discussed here – both tie financial support to conditionality and largely concern the implementation of structural reforms. The conclusion of contractual agreements would therefore be provided under secondary legislation, and compliance with MoUs can be ensured by the financial assistance that is granted only if there is compliance, and withheld in the case of non-compliance.


    Without the possibility of concluding contractual agreements through international treaties, contractual agreements ought to be established on the basis of secondary legislation. Depending on the design, content and objective of contractual agreements, we identify three potential legal grounds in the EU treaties, which allow for the establishment of contractual agreements.


    First, agreements promoting the implementation of structural reforms generally appear connected to Article 136 TFEU as a regular norm providing for economic policy coordination. In the past, Article 136 TFEU played a significant role in strengthening budgetary surveillance and economic coordination, giving rise to concerns about an inadmissible stretching of the boundaries of this norm. Most importantly, structural reforms agreed upon under contractual agreements are intended to ensure conformity with the broad guidelines referred to in Article 121(4) TFEU, and they reduce the risk that the proper functioning of the economic and monetary union will be jeopardised, which indicates a parallel between the structural reforms under the MIP and the contractual agreements.


    This finding holds, considering the establishment of a fund intended to incentivise the implementation of contractual agreements. In Pringle, the Court found in relation to the ESM that “neither Article 122(2) TFEU nor any other provision of the EUT and TFEU Treaties confers a specific power on the Union to establish a permanent stability mechanism such as the ESM”, which raises the question as to whether the fund attached to contractual agreements would be construed to be a stability mechanism like the ESM. Comparison with the ESM thus depends on whether contractual agreements are considered as an economic policy coordination tool or as a permanent stability mechanism. Connecting country-specific policy recommendations to incentivising payments contains elements of both economic policy conduct and financial support. But while under the ESM financial support seeks “to safeguard the financial stability of the euro area”, under contractual agreements financial support aims at the implementation of structural reforms in order to promote the economic adjustment capacity of a Member State and could thus be based on Article 136 TFEU.


    An alternative legal basis that is particularly relevant for the establishment for the fund attached to the contractual agreements lies in Article 175(3) TFEU. Under this norm, specific measures serving the goals of Article 174 TFEU (promotion of overall harmonious development and strengthening of its economic, social and territorial cohesion) can be adopted, including the use of the EU funds specified in Article 175(1) TFEU. Accordingly, the European Union Solidarity Fund (EUSF) was set up in response to major natural disasters and expressed European solidarity to disaster-stricken regions within Europe. Also, the European Globalisation Adjustment Fund, which provides support to people who have lost their jobs as a result of major structural changes in world trade patterns due to globalisation, was based on this provision. Hence, in light of the previous use of Article 175(3), there are ample opportunities to design and endow the contractual agreements of the fund, provided that they aim at strengthening the EU’s economic, social and territorial cohesion.


    Finally, and depending on the specific design of the contractual agreements, the legal basis for the establishment of a fund outside the EU budget and of an agency to implement it can be found in Article 352 TFEU. According to the flexibility clause, the EU can take appropriate measures if action by the Union should prove necessary, within the framework of the policies defined in the treaties, to attain one of the objectives set out in the treaties. In principle, establishing a fund that promotes structural reforms under Article 352 TFEU appears to be feasible if the fund serves the objectives mentioned in Article 3 TEU, notably to attain the “sustainable development of Europe based on balanced economic growth”. However, actions under the flexibility clause must observe limitations imposed by the EU treaties, i.e. they must not alter the institutional setting established by primary law. For example, Article 153(4) TFEU must be observed – this rule allows the EU to support Member States’ social and labour policies, excluding any harmonisation of the laws and regulations of Member States. However, given the unanimity requirement under Article 352 TFEU, and as the Court has made clear in the Single European Patent case (namely that it is possible to make use of legal bases requiring unanimity through enhanced cooperation), resorting to enhanced cooperation might be the more realistic option, provided the above legal bases do not suffice given the specific design of contractual agreements.


    b) Inter se agreements between Member States


    As an alternative to the contractual relationship between the EU and its Member States, bi- or plurilateral agreements between Member States could be considered, without the involvement of the EU. The crisis has shown that a lack of necessary reforms in one Member State can have negative effects in others. Conversely, the adoption of structural reforms in one country has a positive spillover in others– i.e. there is a mutual interest in implementing structural reforms. Reciprocity enshrined in contractual agreements reflects the positive cross-border spillovers from the domestic deal and increases Member States’ willingness to reform.6


    More recently, inter se agreements between Member States reflect a general trend of intergovernmentalism. The main explanation for this trend lies in the overall strategy pursued by EU Member States in responding to the euro crisis. While a number of reforms to the architecture of EMU have been carried out in the framework of EU law, Member States have decided to act, to a large extent, outside the EU legal order, tightening budgetary constraints, establishing new mechanisms of financial stability and setting up a framework for economic adjustment for countries in fiscal trouble. This is done through international agreements, most notably the treaties establishing the European Financial Stability Facility (EFSF) and the European Stability Mechanism (ESM), both of which (like the stability treaty) aim at supplementing the EU law measures on the EMU. However, the limits of intergovernmentalism in managing the euro crisis effectively and legitimately have been emphasised repeatedly. It remains to be seen what role intergovernmentalism will play in post-crisis times over the coming years.


    The Court noted in Pringle that in areas where the European Treaties do not confer a “specific competence” on the EU, Member States are generally free toact. In the areas concerned here – economic, labour, social policy (Articles2(3), 5 TFEU) – the Treaty does not confer specific competences, as the EU is allowed to act only by coordination. More specifically, Member States enjoy full competence in the domain of economic and fiscal policy and are thus free to enter into inter se treaties. Regarding the prospective content of mutual agreements, general restrictions exist in relation to the EU’s exclusive competence to conduct currency and monetary policy (Article 3(1c) TFEU). However, if inter se agreements coordinating economic policy have an effect on the stability of the euro or on inflation, this would not justify the EU’s exclusive competence as such an influence would constitute only the indirect consequence of the economic policy measures adopted.


    Member States may even design mutual agreements by involving the EU, potentially as a broker and monitoring body for the agreement. The EU Commission would then facilitate and monitor bilateral agreements, and the CJEU may be called upon for judicial review. Guidance on the feasibility of such integration of EU institutions into inter se treaties can be sought from the Court’s Pringle judgment. In that case, the ECJ set aside the concern that the involvement of EU institutions under the intergovernmental ESM Treaty was incompatible with the principle of sincere cooperation (Article 4(3) of TEU). It ruled that the attribution by the ESM Treaty of specific tasks to some EU institutions (the ECB, the Commission and the ECJ) did not violate Article 13 EUT, stressing that its case law, or specific provisions of the Treaty such as Article 273 of the TFEU, entitled Member States, “in areas which do not fall under the exclusive competence of the Union, to entrust tasks to the institutions, outside the framework of the Union, […] provided that those tasks do not alter the essential character of the powers conferred on those institutions by the EU and FEU Treaties.” While this finding has been criticised as hampering the institutional design of the EU, allocating tasks to EU institutions in framing inter se agreements remains in line with established ECJ jurisprudence.


    III Implementing insurance-based coordination mechanisms


    While incentive-based coordination largely follows the logic of the existing surveillance model of coordination, insurance type coordination falls, instead, into the domain of fiscal federalism. The insurance-type coordination mechanism relates to the debate about stabilisation tools counteracting asymmetric shocks within EMU. The underlying idea is that, in a monetary union, member countries do not have access to monetary policy to react to a downturn – they can only use fiscal policy. In such a situation, a fiscal equalisation scheme may provide insurance through financial transfers to countries affected by asymmetric negative shocks. Building on the fiscal capacity, an EMU-level stabilisation tool to support adjustment to asymmetric shocks, facilitating stronger economic integration and convergence and avoiding the setting up of long-term transfer flows, could become a component of a genuine EMU.


    1 Insurance models


    Among the multiple potential designs of insurance-based coordination, we representatively explore the legal feasibility of two concrete modes of insurance. The main difference between them is that one is permanent in nature, i.e. the setting up of a re-current flow of financial transfer based on a set of criteria. The alternative model is shock-based, i.e. transfers occur only (and rarely) if certain thresholds reflecting an economic shock are met.


    The first model is represented by an unemployment scheme, as suggested by EU Commissioner Laszlo Andor,7 which has the following features: the unemployment insurance would replace the corresponding part of national schemes. The levels of the contribution and of the benefit should represent a relatively low common denominator among the rules of the various national schemes. The insurance would focus on short-term unemployment and would, for example, be paid only for the first six months of unemployment. Each Member State would be free to pay out a higher or longer unemployment benefit on top of this European unemployment insurance. Crucially, this basic European unemployment insurance would help EMU Member States to share part of the financial risk associated with cyclical unemployment. Every month national authorities would send the basic contribution from all their employed workers to the European fund. This model represents unconditional, permanent insurance – variations can specifically modify the eligibility criteria.


    The second insurance model is distinct from the above mainly in that payments from the insurance depend on the occurrence of an economic shock. These models vary in underlying threshold criteria. Payments could be linked to the deviation of actual from natural unemployment rate, deviations from the short-term unemployment rate or the ten-year average and deviations from the average output gap. If the threshold is met, national unemployment insurance funds receive payments from the EU fund. Thus, this design of unemployment insurance is not suitable for EU-level absorption of small national shocks, but, instead, for large shocks only. Deductibles are proposed as a balancing tool, i.e. deductibles are based on actual long-term average spending on benefits for the short-term unemployed. Country premiums should be differentiated according to risk in order to ensure an approximate long-term balance between contributions and benefits for each country.


    2 Legal basis


    There is a discrepancy in analytical depth between the policy debate and the legal analysis of insurance models. While the discussion of macroeconomic desirability of an insurance scheme has been active for quite some time, producing a variety of different proposals, no comprehensive legal analysis has been undertaken. We now identify the legal basis on which each of the above models of insurance could be based.


    a) Article 153 TFEU


    In principle, the applicable legal basis for EU measures depends on the subject area in which the EU intends to become active. In the case of an unemployment scheme aimed primarily at performing a macroeconomic function as discussed here, this does not seem to be a straightforward issue, as it relates to both the governance of national EU unemployment schemes and a macroeconomic instrument to smooth business cycles. Generally, in the case where the Union’s legislative intention allows for more than one legal basis to be applicable, the choice of the appropriate legal basis depends on where the focus of the measure lies.


    Provided the focus of the measure lies in the social policy dimension, the scheme must be in line with the EU competences set out in Article 153. According to Article 153(1) TFEU, the EU shall “support and complement the activities of the Member States”. Furthermore, Article 153(2b) TFEU allows the EU to set minimum requirements by means of directives, including in the area of social security and social protection of workers (Article 153(1c)). While EU competences in social affairs have been gradually expanded in recent treaty changes, a number of hurdles limit the EU’s scope of manoeuvre in implementing an EU-wide unemployment scheme.


    Article 153(4) TFEU imposes a general restriction in the EU’s exercise of its competences under this provision by requiring that any measure taken by the EU must not affect Member States’ freedom to determine the fundamental principles of their social security systems. Such measures must not affect these systems’ financial equilibrium either. Also, Article 153(2b) TFEU only allows the adoption of measures by means of directives. Again, depending on the ultimate design, it appears difficult to establish an effective anti-cyclical fiscal instrument that is intended to work following identical parameters and thresholds across the euro area by a directive that, in theory, leaves Member States room for manoeuvre in national implementation. Finally, Article 153(2b) TFEU only allows the setting of “minimum requirements” and must be interpreted in conjunction with the supporting and complementing functions referred to in Article 153(1) TFEU, which implies an overall restriction of EU harmonising activity. Any attempt to replace national unemployment schemes in their entirety must run counter to this norm. In summary, genuine unemployment insurance implemented at EU level is not likely to be grounded on Article 153 TFEU given the high degree of Member States’ room for manoeuvre in the area of social security.


    b) Article 122 TFEU


    In order for Article 122(2) TFEU to serve as a legal basis for an insurance scheme, the entitlement to receive payments under the scheme would need to be tantamount to “severe difficulties caused by natural disasters or exceptional occurrences beyond its control”. In relation to the requirement of “exceptional occurrences”, there is considerable debate as to whether this term not only covers obvious cases such as social unrest or foreign policy turbulence, but also extends to solvency issues due to public debt resulting from a financial crisis. During the crisis, the controversy extended to whether the difficulties of Greece, Ireland, Portugal and Spain were caused by such occurrences. Considering the degree of flexibility granted by Article 122(2) TFEU, and considering that every situation requires a case-by-case examination, a country’s own responsibility in critical circumstances can be taken into account when determining the conditionality necessarily tied to financial assistance.


    The exceptional nature of the situation in which financial assistance may be granted disqualifies any scheme that establishes a permanent transfer system, irrespective of the exceptionality of the economic situation. Unemployment schemes falling within the first model described above do not meet the requirements of Article122(2), for they simply replace recurring elements of an insurance scheme that is responsive to usual business cycle fluctuations. Variations in business cycles cannot be considered exceptional within the meaning of Article 122(2) TFEU. By contrast, shock-based adjustment mechanisms may be designed in a way that would reflect the requirements of the norm. Most importantly, both the characteristics of the criteria and the applicable threshold would need to be chosen with a view to reducing potential payments under the insurance scheme to a level that can arguably be considered as exceptional. The frequency by which support is triggered must plausibly be due to significant crisis effects. Unlike under the ESM, the exceptional impact triggering payments under the insurance scheme can be limited to the country concerned and must not necessarily be of a euro-wide dimension. By way of economic assessment, the representative character of the respective criteria to measure the severity of economic shocks (e.g. short-term unemployment, output gaps) must be determined.


    This finding can also be brought into line with the Court’s reasoning on the ESM in Pringle. The Court identified two obstacles to the use of that provision as a legal basis for an EU-based ESM. A first problem was that the ESM establishes a permanent mechanism, whereas the Court found the requirement of “exceptional occurrences” to imply assistance on an ad hoc basis only. Under the ESM, the ad hoc nature of the support was ensured through a formal decision of the Council rather than automatically triggering financial support. Similarly, the trigger of the shock adjustment mechanism could be made dependent not only on the threshold criteria, but also on a subsequent affirmative decision by the Council, accounting for the explicit ad hoc character required by the Court in Pringle. That such assistance is organised via a permanent (but shock-dependent) mechanism is irrelevant so long as assistance is granted in specific (emergency) instances and only for the duration of the (threat of) serious difficulties.


    c) Article 125 TFEU


    Any financial assistance must be assessed in respect of the no-bailout clause set out in Article 125 TFEU. In Pringle, the ECJ substantiated the terms of this norm by finding that this clause was “not intended to prohibit either the Union or the Member States from granting any form of financial assistance whatever to another Member State.”8 According to the ECJ, from the preparatory work of the Maastricht Treaty it emerged that “[t]he prohibition laid down in Article 125 TFEU [was designed to] ensure that the Member States remain subject to the logic of the market when they enter into financial assistance “as a result of which the incentive of the recipient Member State to conduct a sound budgetary policy [would] diminish.”9 At the core of Article 125 TFEU, as interpreted by the Court, is encouragement to Member States to conduct sound budgetary policies, ideally incentivised by market pressure, but under certain circumstances also through conditionality if financial support is required for the sake of financial stability.


    In relation to the insurance models, given the various financial support mechanisms established in the EU legal framework in recent decades, a distinction has to be made that takes account of the purposes of the respective mechanism. Payments to Member States under the European Regional Development Fund, the European Social Fund and the Cohesion Fund have been an integral part of EU financial assistance, fostering social and economic cohesion in the EU over several decades. Similarly, the European Union Solidarity Fund enables the EU to provide effective support to Member States in its efforts to deal with the effects of a major natural disaster. Formally, such a support mechanism falls under the broad array of possible support measures under Article 125 TFEU. However, the compatibility of these financial support mechanisms with Article 125 TFEU has virtually never been questioned, even though they provide financial support, not as a repayable loan, but as a grant. Unlike the crisis financial support mechanism, the intention and effect of the other funds of the EU are fundamentally different. They aim primarily at social and economic cohesion or compensation for particular losses. These instruments do not aim at addressing the financial problems of a Member State. Likewise, payments made under an EU unemployment scheme serve preventive rather than corrective purposes, seeking to smooth business cycles rather than improving a budgetary position or reducing market pressure.


    3 Fiscal capacity for insurance scheme


    Endowing the insurance fund raises the question of EU fiscal capacity. I discuss three different options for setting up the fund: first, the use of existing funds as a nucleus of a future stabilisation fund; second, the justification of loan facility under Article 122 TFEU; and third, the financing of the fund through Member State contributions on an intergovernmental basis.


    A practical scenario would be to employ the existing funding scheme to create a macroeconomic stabilisation mechanism. We have discussed above the possibility of basing the structural reforms of funding schemes on Article 175 TFEU designed as an instrument to promote economic cohesion. In this vein, the EU Five Presidents’ Report proposes building on the European Fund for Strategic Investments, as a first step towards an overall stabilisation mechanism, by identifying a pool of financing sources and investment projects specific to the euro area, to be tapped into according to the business cycle. Resting on Article 175(3) TFEU and strengthening economic, social and territorial cohesion, this could be an elegant avenue to establish an insurance fund in line with the ordinary legislative procedure (based on a qualified majority) pursuant to Article172 TFEU.


    Given the (initially) limited effectiveness of the EU Structural Funds, there may be scope for a genuine EU borrowing-and-lending facility. This would require the insurance scheme to be designed as a shock-based mechanism in line with Article 122 TFEU. In principle, the Union may not raise loans within the framework of the budget. However, there have been exceptions to this rule. Article 143(1) subpara. 2 TFEU provides that, acting on a recommendation from the Commission, the Council can grant mutual assistance where a Member State is in difficulties or is seriously threatened with difficulties as regards its balance of payments. This provision thus generally recognises a situation under which the EU may exceptionally enter into a lending operation vis-à-vis another country if a certain situation of economic distress occurs. On the basis of Articles 143 and 352 TFEU, Regulation No 332/2002 has set up a mechanism of mutual assistance for when a Member State is in “difficulties or is seriously threatened with difficulties as regards its balance of payments”. Indeed, Article 143 TFEU does not define the instrument to be used for granting the mutual assistance envisaged. The application of Article 143 TFEU illustrates the leeway granted to EU institutions where the EU Treaty recognises the possibility of a financial support mechanism. More specifically, while Article 143 TFEU only recognises the requirements under which mutual assistance may be provided, it is silent on how the EU may raise the funds it provides to Member States that are in difficulty. However, this norm has been applied in a manner acknowledging that “it is for the Council to decide whether to grant a loan or appropriate financing facility, its average duration, its total amount and the amounts of the successive instalments”. Thus, there is ample scope for manoeuvre for the Council to determine the appropriate method of support. This flexibility led the Council, under Articles 143 and 352 TFEU, to establish a medium-term financial assistance facility, enabling loans to be granted to Member States. However, Article 122 TFEU would need to be observed. If the insurance scheme is designed as a shock-based scheme in line with Article 122 TFEU, the EU may consider granting loans to the Member State suffering a shock. Furthermore, in light of the conditionality requirement referred to in Article 143(2) TFEU and the significance of conditionality as a requirement for financial support under Article 125 TFEU, one might impose conditionality for loans under the insurance scheme as well. In practice, this would imply that shock-induced recipient countries would be subject to conditionality, which would set out the policy measures which should be used for payments.


    Considering (political) obstacles to extending the EU’s scope of fiscal activities, it seems possible that an enhanced fiscal capacity could be funded more easily through direct national transfers. An implementation based on Article 136(3) TFEU does not appear feasible, as the insurance primarily aims at balancing asymmetric business cycle shocks that do not seem to be “indispensable to safeguard the stability of the euro area as a whole”. However, the crisis context has given sufficient examples of how Member States might put in place a mechanism providing financial support. Establishing a fund providing the means for an insurance scheme could be made, in line with experience, with the EFSF, the temporary loan vehicle created on an intergovernmental basis. Similarly, the ESM was created as an intergovernmental fund, with Member States remaining liable funders. If an insurance scheme were based on economic policy as genuine Member State competence, there would be no conflict with competences assigned to the EU – a conflict that would prevent Member States from establishing a fund outside the EU legal framework. If Member States are allowed to act outside the EU framework, then Member States can also spend outside the EU budget. This would be different if the insurance scheme were based on Article 175 TFEU and aimed at social and economic cohesion, as discussed above, since in that case EU competence would be involved (and would give the EU the powers to create a fund under that norm). Thus, an insurance scheme created as an economic policy instrument could generally be funded by Member States that would also regulate and govern its operational setup. Inconsistencies of such a fund with Article125 TFEU, as in the case both of the ESM and the EFSF, can be avoided if the specific design of the scheme complies with the requirements discussed above.


    IV Conclusion


    The current “surveillance model” of European economic policy coordination is likely to persist over the next few years. In light of the lack of political impetus in pursuing deeper integration towards the “fiscal federalism model”, Member States will continue to have full fiscal competence and retain competence to conduct economic policy. In this scenario, the EU continues to be the “discipline enforcer” applying a number of fiscal rules and following the existing budgetary and economic surveillance system. There is a corresponding need to exploit the existing rules in a flexible manner, allowing the European Commission and Member States to design national economic governance in a manner that deals accurately with the economic challenges at stake. This extends, inter alia, to addressing the persistent lack of structural reforms and the need for public investments in times of euro-wide fiscal consolidation. Beyond that, frequent calls have been made to strengthen shock absorption capacities within EMU.


    The distinction between incentive-based and insurance-type coordination adopted in this analysis may reflect the two avenues for further coordination efforts. The former corresponds to the established surveillance mode, but is not confined to the existing sanction-based logic that also allows for more egalitarian and reward-based incentives through bilateral agreements. Insurance-type coordination refers to stronger resilience within the EMU through shock absorption mechanisms requiring (at least some) fiscal capacities at EU level and thus alluding to the logic of fiscal federalism. Adopting a legal perspective, this analysis has sought to highlight the room for manoeuvre offered by the current legal framework in three regards. First, the existing fiscal legal framework offers flexibility to varying degrees by taking account of investments and structural reforms under the SGP. By using the existing surveillance tools and by introducing new arrangements under the current rules, surveillance and policy options are diversified, facilitating more targeted responses to country-specific needs. While there are limitations to a more favourable treatment of investments within the SGP, there is significantly more leeway to account for the implementation of structural reforms both in the preventive and the corrective arm of the SGP. Second, there is scope for both contractual agreements between the EU and Member States, and among Member States that agree on structural reform plans, incentivised either through funding or by reciprocity of reforms. This instrument would add a reward-based mechanism to the existing sanctions-based logic without unlawfully interfering with the existing governance. Third, the legal scope for insurance schemes is narrow and establishes a number of conditions as to the design. Fully-fledged unemployment insurance schemes (even if limited to a kind of basic insurance) are likely to overstretch the boundaries of the EU treaties. More narrowly, however, such a scheme is rather likely to be feasible if designed as a shock-based mechanism where the gravity of the economic shock must be significant. Existing EU funds could then be used as a nucleus for an extended funding scheme.


    What are the implications for the further trajectory of economic policy coordination efforts within the EU? The surveillance model making use of the flexibility options described is likely to be the short-term avenue pursued by the EU institutions. In this vein, the recent Five Presidents’ Report has stressed the use of existing instruments in implementing structural reforms. This may imply a stronger role of the European Semester as the forum to assess comprehensively, on a country-specific basis, the need for structural reforms, which could then be implemented under the MIP and SGP or through arrangements as discussed in this analysis. At a subsequent stage, the Five Presidents’ Report proposes the introduction of a fiscal treasury. While such a far-reaching institutional novelty would certainly require treaty amendments and is realistically confined to the euro area, this analysis has sought to highlight more limited models of introducing fiscal transfers aiming at macroeconomic stabilisation, which may be easier to implement under the existing rules.
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    Enhanced coordination of economic policies in the euro area: Legal analysis of some possible ways forward


    Jean-Paul Keppenne1


    While the current EU treaties do not provide a basis for a common economic policy within the euro area, it is nevertheless admitted that the current rules-based system of coordination of the economic policies of the Member States, essentially through fiscal discipline, is not sufficient. As a follow-up to the financial crisis, some new approaches have recently been tested and further steps are envisaged under the current treaty framework. One approach consists of promoting national structural reforms by using the fiscal control procedure. Other ideas focus on the building up of shock absorption mechanisms or fiscal stabilisation functions within the euro area. This paper discusses a few legal questions linked to these recent evolutions. First, it assesses the way in which the Commission tries to promote structural reforms by using the procedures of the Stability and Growth Pact (Section 1). Secondly, it tries to shed some light on the possible use of so-called “contractual instruments” to be agreed between the Union and its Member States (Section 2). Finally, looking at the (unfortunate) precedent of the financial assistance mechanisms (European Financial Stability Facility (EFSF), European Stability Mechanism (ESM)) created during the recent financial crisis, this paper argues that the new support initiatives envisaged for stabilising the euro area (shock absorption mechanisms or fiscal stabilisation functions) should not rely on financing originating from outside of the EU framework (Section 3).


    1 The use of the Stability and Growth Pact to promote structural reforms in the Member States


    1.1 The Stability and Growth Pact2


    As general background, it should be recalled that the conduct of the budgetary policies of the Member States is not submitted to directly applicable Treaty provisions but to a general coordination framework. The Stability and Growth Pact is the name given to all primary and secondary law provisions that regulate the monitoring by the Union Institutions of the fiscal situation of the Member States. The TFEU, especially its Articles 121 and 126, has entrusted the Council and the Commission with the responsibility for coordinating and monitoring the fiscal situation of the Member States, on the basis of reference values for the deficit and debt ratio (respectively 3% and 60% as contained in Protocol No 12 to the Treaties).


    The implementation of these general provisions requires further specifications through secondary legislation. The legislator has therefore adopted provisions as regards the procedures to be followed and the substantive rules to be respected. These provisions pertain to, on the one hand, the preventive arm of the Pact, i.e. the prevention of excessive deficits, and, on the other hand, the corrective arm of the Pact, i.e. the correction of excessive deficits (respectively Regulations No 1466/973 and 1467/974).


    Due to the complexity of the facts to be determined and of the economic analysis to be performed, the provisions of the Pact necessarily leave a substantial margin of appreciation to the Commission and the Council. On the basis of experience and expertise, this margin of appreciation has been framed over time through the more precise and predictable parameters of the so-called “Code of Conduct” informally agreed between the Commission and the Council. Apart from the Code of Conduct, the Pact is also complemented by a number of other informal guidance documents endorsed, at political or services level, by the Council and/or the Commission (analytical papers, etc.). As part of this package of guidance documents, the Commission adopted in January 2015 an interpretative communication on “Making the best use of the flexibility within the existing rules of the Stability and Growth Pact”5 (Flexibility Communication). This communication presents detailed new guidance on how the Commission intends to apply the existing rules of the Stability and Growth Pact to strengthen the link between structural reforms, investment and fiscal responsibility in support of jobs and growth.


    1.2 The Commission’s Communication on the Flexibility of the Stability and Growth Pact


    The Flexibility Communication does not represent new legislation but informs about the way in which the Commission interprets the relevant legislation. What it aims to do is to provide transparency about the use by the Commission of its remaining margin of appreciation. By providing this transparency (and making itself accountable in the process), the Commission commits to using its margin of appreciation in a predictable and legally sound way.


    The Flexibility Communication provides clarity both on the preventive and the corrective arms of the Pact. In the Flexibility Communication, the Commission recalls that the Pact is a cornerstone of the EU’s economic governance and the EMU, but it also sets out under which conditions the rules forming part of the Pact may be applied in a more flexible way than they used to be. In particular, the Commission announces that, provided that a Member State implements structural reforms, it will accept a more flexible assessment of the rules of the Pact. This implies, more specifically, the following:


    –Under the preventive arm of the Pact, the Commission and the Council monitor whether each Member State maintains its medium-term budgetary objective (MTO, budget balance) or, if it is not yet at its MTO, approaches it at an appropriate pace (annual improvement of 0.5% of GDP as a benchmark). Member States are allowed to deviate from this obligation in certain circumstances, in particular in order to take account of the costs linked to the implementation of major positive structural reforms they adopt. The Flexibility Communication clarifies ex ante certain categories of reforms or public investments that may justify a temporary deviation from the MTO. Under the preventive arm of the Pact, for reform measures to qualify “ex ante,” or, in other words, for the “structural reform clause” to be activated and to apply (Article 5 of Regulation (EC) No 1466/97/EC), Member States are expected to present a dedicated structural reform plan providing detailed and verifiable information, as well as credible timelines for adoption and delivery. If these conditions are fulfilled, the Commission will allow for a deviation from the MTO of the Member State concerned (investment clause).


    –The same holds true with respect to the corrective arm of the Pact, the so-called “Excessive Deficit Procedure” of Article 126 TFEU: for Article 2 of Regulation (EC) No 1467/97/EC to apply, the Commission will check that the same set of conditions is fulfilled when recommending a deadline for the correction of the excessive deficit or the length of any extension to that deadline. Thus the Flexibility Communication clarifies how the implementation of structural reforms may be a mitigating factor that would justify postponing the opening of the procedure or granting a longer deadline to the Member State concerned.


    1.3 From fiscal surveillance to the promotion of structural reforms


    It is interesting to note how, through the Flexibility Communication, the discipline of the Pact is used beyond fiscal surveillance, strictly speaking, to promote structural reforms within the Member States. In this regard, the Flexibility Communication could be seen as a good example of what the ECB President recently called for, i.e. a shift “from rules to institutions”.6 Previously, the fiscal discipline within the Union, especially within the euro area, was based on pre-established and agreed rules, in particular the 3% deficit and the 60% debt criteria as mentioned in Protocol No 12 to the Treaties “on the excessive deficit procedure”. The crisis made clear that these numerical ceilings were not sufficient to guarantee the stability of the monetary union and that more monitoring was needed as regards the competitiveness of the national economies and the promotion of structural reforms. However, general and abstract rules cannot be used in advance in order to shape structural reforms in a particular Member State. Rather, it is a case-by-case analysis that is needed. Therefore, with the Flexibility Communication, the responsibility for deciding which structural reforms are necessary in each Member State is partially taken away from the Member States concerned, and therefore from their national parliaments, and shared with the Union institutions.


    Under the appearance of budgetary monitoring, this Communication confirms the competence of the Commission, as well as the Council, to have a say as regards the structural reforms to be undertaken by the Member States. It applies to all Member States, regardless of whether they are subject to “conditionality” or not.7 This evolution shows that, through the use of instruments of fiscal control, the EU Institutions also exercise some additional competence in order to induce Member States to apply structural reforms.


    This evolution raises challenging issues of democratic accountability. It demonstrates that Member States’ core powers in the economic field no longer exclusively belong to them. They are increasingly subject to the control of the Commission and of the other Member States through the Council. Emphasis should be put on the fact that the Flexibility Communication follows a commitment from the Political Guidelines for the new Commission that were presented by the candidate Jean-Claude Juncker in July 2014. It must be recalled, in this regard, that the new President of the Commission was proposed by the Council, after “taking into account the elections to the European Parliament” (Article 17(7) TEU) and then elected by the European Parliament. He was indeed elected by the European Parliament thanks to a coalition of the two biggest political parties represented in the Parliament. Thus he has more political and democratic legitimacy than the previous presidents of the Commission and embodies the willingness to have a more politically driven Commission. It is therefore neither entirely illogical nor illegitimate that the current Commission shows willingness to interpret with more activism, so to speak, the Stability Pact – and it should be recalled, for that matter, that Jean-Claude Juncker expressed his desire, while campaigning, to strike a different balance between fiscal discipline and flexibility. At the same time, it has to be recognised that, for the moment, the degree of involvement of the national parliaments and the European Parliament in the implementation of the Pact remains limited, despite the fact that they represent popular sovereignty. This bigger intrusion of the Union Institutions into the economic policy choices of the Member States probably calls for a parallel reinforcement of the role of the European Parliament in the process.


    2 The use of “contractual instruments” for the coordination of the economic policies of the Member States: some legal qualification


    Reference was regularly made recently to the use of “contractual instruments” to be agreed between the Union and each Member State in the framework of the coordination of the economic policies of the Member States. One can think in particular of the Commission’s communication on the introduction of a competitiveness and convergence instrument.8


    This reference to “contractual” instruments should be properly qualified. The EU legal framework does not envisage the adoption of acts of a contractual nature in the legal sense. The idea behind such vocabulary is political rather than legal. It aims to have in place measures for which there is a true sense of ownership from the Member State concerned. Legally speaking, EU law, which is characterised by being an autonomous legal order, only provides for a centralised procedure of economic coordination and surveillance, where acts (whether they be opinions, warnings, recommendations or decisions) are adopted in a unilateral fashion by the Union institutions. Within this setting, the entry into force and validity of a Union act cannot depend on further acceptance by the Member States concerned. In this vein, neither the TFEU nor secondary legislation founded on it could be the basis for the adoption of acts of a truly “contractual” nature, where the mutual consent of two parties – the Union and one of its Member States – would be required to engender rights and obligations enforceable before the Court of Justice.


    What can be established, however, are legal procedures whose effects come very close to those of proper contractual arrangements, whilst respecting the scope of the competences of the Union. Under such procedures, reform programmes could be formulated by Member States and be subsequently endorsed by acts of the Union. Whereas EU legislation could define the circumstances under which reform programmes are to be formulated, as well as their basic content, they would remain an act of the Member State in question. The corresponding act by the Union would endorse the relevant programme. Nonetheless, the act of the Union would not constitute a source of obligations on Member States enforceable before the Court of Justice: rather, Member States would be bound by the acts and obligations they have given to themselves. The Union could have the power to assess whether the Member State concerned respects the commitments it has given to itself, to the effects of providing possible financial incentives (in the case of compliance) or to trigger the application of sanctions (in the case of breaches).


    These kinds of procedures, consisting of the juxtaposition of two separate legal acts, a programme formulated by a Member State and a subsequent act by the Union, are already used in EU economic coordination law. This is the case of Regulation No 1176/20119 on the prevention and correction of macroeconomic imbalances, which establishes corrective action plans (that may lead at the end of the day to the application of financial sanctions for euro area Member States). This is also the case in the so-called Two-Pack, which provides for quasi-contractual economic partnership programmes10 and macro-economic adjustment programmes for euro area Member States.11


    3 Main features of shock absorption mechanisms or fiscal stabilisation functions within the euro area: lessons to be derived from the precedent of the financial assistance instruments


    3.1 Decoupling between funding decisions and decisions on conditionality


    For the elaboration of new stabilisation financial mechanisms within the euro area, useful lessons may be derived from the precedent of the financial assistance mechanisms that were put in place over the last years within the euro area (EFSF, ESM). These mechanisms typically contain two elements for dealing with Member States in financial difficulty: the provision of financial assistance, through loans, on the one hand, and the requirement for structural reforms within the beneficiary Member State (“the conditionality”), on the other hand.


    From an institutional point of view, these mechanisms are characterised by a decoupling between the funding (decided directly by the Lenders, the EFSF/ESM, in an intergovernmental framework) and the conditionality (largely framed by Union law instruments, in particular the macroeconomic adjustment programme approved by the Council under the Two-Pack).


    At the beginning of the crisis, in 2010, while the funding was already decided entirely through intergovernmental channels,12 by contrast, the conditionality was not in the hands of the lending Member States alone. It is true that the conditionality was mainly prepared and negotiated behind closed doors through direct contacts between the so-called “troika” on the one hand (the Commission, the ECB and the IMF) and the authorities of the assisted Member State on the other hand.13 When there was technical agreement at their level, political endorsement of the package was given by the Eurogroup, which is the informal meeting of the finance ministers of the euro area and, thereafter, formally agreed between the Member State concerned and the competent intergovernmental bodies. Nevertheless, the Memoranda of Understanding negotiated by the troika were not purely intergovernmental since they were framed by Council decisions (based on Article 136 TFEU or on the EFSM Regulation) providing the main lines of the reforms expected from the Member State under assistance. The content of the conditionality remained, therefore, within the umbrella of the Union framework, in order to guarantee its consistency with the coordination made within the Council. The so-called Six-Pack and Two-Pack have reinforced this feature by repatriating the work of the troika within the EU method, through the “economic dialogue” and a specific procedure for the preparation of macro-economic adjustment programmes, as provided for in Regulation No 472/2013.14 As a first step, through the Six-Pack, a general economic dialogue was set up involving not only the European Parliament, the Commission and the Council but also, where appropriate, the European Council and the Eurogroup.15 The Two-Pack that entered into force in 2013 repatriated further within the ambit of the European Union the so-called “conditionality”. With these new provisions, if a euro area Member State requests financial assistance, its macroeconomic adjustment programme has to be prepared by the Member State concerned on the basis of an agreed procedure. This procedure more or less reflects past practice (in particular the intervention of the troika) but within the institutional framework of Union law. The Commission must inform the European Parliament during the preparation and implementation of the programme. Approval of the programme by the Council is also required. Exchanges of views between all parties may be organised both before the national parliaments and the European parliament.16 The Commission’s negotiating and monitoring activities are thus largely carried out within the EU context and are therefore within the scope of the EP’s political control as guaranteed by the EU treaty.17


    What are the consequences of this decoupling between the funding decisions (taken by the Lenders outside the EU framework) and the conditionality (largely framed by EU acts)? It created a difficult situation. The reality has often been that, since the funding had to be decided through a unanimous decision of the ESM Members, the conditionality also remained very much de facto within the hands of the Member States. In other words, even if the Council decisions framing the conditionality were adopted first, the real negotiation on the conditionality seemed to have taken place during the Eurogroup meetings that took stock of the negotiations on the Memoranda of Understanding. In practice, therefore, the real political decisions have continued to be taken largely by the Eurogroup/ESM, which holds the purse strings, while the involvement of the Council has been kept rather secondary.


    This experience should serve as a lesson for the shock absorption mechanisms and fiscal stabilisation functions that are currently envisaged for the euro area. A situation of decoupling, with one “intergovernmental” leg and an EU leg, should be avoided. If new instruments are created within the EU framework but with funding coming from intergovernmental mechanisms (like the unfortunate precedent of the Single Resolution Fund), it is to be feared that the centre of gravity of the economic policy of the euro area could be moved further away from the EU legal framework.


    3.2 Differences between the Council and the ESM Board of Governors


    As a continuation of the previous section, it is worth stressing that the fact that a decision is taken by the ECOFIN Council on the basis of the Two-Pack or by the ESM Board of Governors on the basis of the ESM Treaty entails huge differences, even if the very same Finance Ministers are members of these two bodies. Indeed, a number of institutional weaknesses affect the intergovernmental decision-making procedure by contrast with the EU one.18


    Firstly, the intergovernmental mechanisms imperil the delicate balance upon which the EU model rests. The balance between the European Parliament, the Council and the Commission serves to provide checks and balances and act as a last-instance guarantee ensuring that the EU process is the product of equilibrium or settled consensus between particular actors in order to ensure legitimacy and stability.19 This balance is lost when finance ministers agree between themselves, without a Commission proposal and using alternative voting arrangements on fundamental questions related to redistributive policies throughout the Union. Secondly, and possibly more importantly, the creation or reinforcement of permanent intergovernmental bodies constitutes a long-term threat to the unity and homogeneity of the Union. As the ESM has been established as a permanent body, its operational budget and staff have started to grow in size and ambition. The temptation to intrude into the territories of EU competences might grow at the same speed and institutional rivalry could be a danger in the near future. The functioning of the EU institutions could be affected.20 Thirdly, another danger associated with the intergovernmental mechanisms is that they induce a “participation à la carte” of the Member States, with all the ensuing inconsistencies, lack of clarity, priority given to the defence of national interests, etc. The field of intergovernmental economic governance has become the place where a multi-speed Europe is standard practice. Most measures are restricted to a sub-group of Member States, usually euro area Member States, sometimes open for the voluntary participation of willing non-euro area Member States. This pattern has started to contaminate the whole EU framework (see the examples of the Single Supervisory Mechanism and of the Single Resolution Mechanism), thus making the enhanced cooperation mechanism de facto nearly obsolete.21 Finally the democratic control in place in the framework of this method is not entirely satisfactory. This applies not only at the moment of adoption of new principles or setting up of new institutions but also in the day-to-day implementation of these principles and as regards the functioning of these institutions.22 In particular the EP cannot properly control intergovernmental action while decentralised control by national parliaments is largely ineffective, except for the largest Member States.
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    EIB Mission


    Nicola Barr1


    Introduction


    Often, demands are made on the European Investment Bank (EIB). Given this, it is relevant to consider what the EIB is. Is it a bank or an EU body subject to the EU framework? The answer to this is both. And it is the European Union’s bank which is owned by all of the EU Member States. I will further elaborate on these points below.


    The task of the EIB is to promote European objectives within its institutional and legal framework. I will summarise some of the principal legal constraints on the EIB’s activities and give some indications of how the EIB has contributed to the achievement of European objectives and policies, as well as describe how the nature of finance provided by the EIB has evolved and continues to evolve.


    What is the EIB?


    There are four main points I would like to make in describing the nature of the EIB. The first two points, as mentioned above, are that the EIB is both an EU body and a bank and is owned by and represents the interests of all EU Member States, which is relevant when considering which particular initiatives it may undertake. In relation to this, it enjoys legal personality and financial autonomy and has its own decision-making bodies. And lastly, it is established under the Treaties.


    Taking these in turn, because the EIB is at the same time an EU body and a bank, it is governed by both public governance and corporate governance principles. The EIB enjoys legal personality (Article 308 TFEU) and financial autonomy and has its own independent decision-making bodies within the Union institutional system.


    The EIB’s management and control structures reflect this independence and allow it to take lending decisions solely on the basis of a project’s merits and to tailor borrowing in line with the best opportunities available on the financial markets. This reflects the function of the EIB as a bank.


    In this respect, it is worth providing here a brief summary of the EIB’s governance and decision-making structure. Firstly, as mentioned above, the shareholders of the EIB are the 28 Member States of the EU. There are three decision-making bodies: the Board of Governors, the Board of Directors and the Management Committee.


    Taking the Board of Governors first, this is made up of government members of the EU Member States and sets the guiding principles and high-level policies, and decides on capital increases and on participation in financing outside the EU. It also approves the annual accounts and appointment and remuneration of members of the other governing bodies of the EIB.


    The Board of Directors is made up of non-resident members nominated by EUMember States and one by the European Commission. It approves the financing operations together with policies and operational strategy. It also oversees the activity of the Management Committee.


    The Management Committee is the resident decision-making body and carries out the day-to-day management of the EIB under the authority of the President.


    There is a control body, the Audit Committee, which is an independent body answerable to the Board of Governors and which is responsible for auditing the annual accounts and verifying that the EIB’s activities conform to best banking practice.


    It is also important to note that the European Commission and the relevant EU Member State are required to provide opinions on each financing proposal (Article 19 Statute). In the event that the European Commission is against a proposed operation (which is rare), then the unanimity of the remaining Board members is required to authorise the operation. The EU Member State in which the project is located can also veto the EIB’s financing, irrespective of the opinion of the Commission and the other EU Member States. This is also extremely rare.


    The EIB is the European Union’s bank, owned by and representing the interests of the EU Member States. The EIB’s core task is to promote European objectives within its institutional and legal framework by supporting sound investments and to contribute “to the balanced and steady development of the internal market in the interest of the Union” (Article 309 TFEU). Article 175 TFEU provides that, “The Union shall also support the achievement of these objectives [Article 174 TFEU, the strengthening of the Union’s economic, social and territorial cohesion] by the action it takes through … the European Investment Bank …”.


    Which brings us to the last point, being that the EIB performs its functions and activities in accordance with the provisions of its Statute, which is drawn up as a Protocol (No. 5) annexed to the Treaties. The Statute forms an integral part of the Treaties and has the same legal value (Article 51 TEU), i.e. it is above domestic law.


    What the EIB can do and how this has evolved


    The EIB responds pragmatically to the initiatives of the EU.


    What can’t it do?


    The EIB is required to act within its institutional and legal framework, notably the restrictions contained in its Statute.


    The EIB carries out its task by granting finance for investments. It may not fund budgets, but rather provide finance for projects. Its funds are required to be employed as rationally as possible in the interests of the Union (Article 18(1) Statute). EIB funding may be provided only where funding is not available from other sources on reasonable terms (Article 16 Statute). Interest rates must be in line with prevailing market conditions and enable the EIB to cover its expenses and risks. They may not be subsidised (Article 17 Statute).


    The projects financed must be bankable. This is necessary to enable the EIB to maintain its AAA rating which allows funds to be raised on reasonable terms. This financial advantage is passed on to customers – be they public bodies, large corporations or small businesses – in line with the EIB’s non-profit-maximising remit.


    The projects financed must also comply with strict economic, technical, environmental and social standards.


    Evolution of projects


    Within the above constraints, the nature and type of EIB financing has evolved in the light of and in response to financial, economic and market developments.


    One example of this is in the area of trade finance. Following the market failure experienced by Greek companies and banks in trade finance, in 2013 the EIB established the small and medium-sized enterprises (SMEs) trade finance facility (€500 million) to help re-activate credit lines in favour of Greek banks by international banks.


    There are no major constraints in the EIB’s Statute which would prevent it from engaging in trade finance activity provided that, in order to qualify as investments, it can be demonstrated that such activity contributes to an increase in economic productivity in general and promotes the attainment of the internal market.


    What the EIB has done and the future


    These are some statistics and examples taken from the EIB’s annual activity reports to indicate how the EIB contributes to Union objectives and policies.


    Annual statistics:


    •2013: Total disbursements (own resources) within the EU: €48.5 billion


    Total amount borrowed: €72.1 billion


    •2014: Total disbursements (own resources) within the EU: €59.3 billion


    Total amount borrowed: €61.6 billion


    In the EU


    Employment: As a result of EIB 2014 funding, we anticipate the creation of more than 150,000 new permanent jobs, with 1.8 million jobs being generated in the construction phase.


    SMEs: In 2014 the EIB supported around 285,000 micro enterprises and SMEs helping sustain some 3.6 million jobs in Europe. Support to SMEs amounted to €23.3 billion, mostly through intermediated loans.


    Investment and growth and restoring competitiveness: The EIB contributes to the reallocation of resources in the EU economy to growth opportunities through investments in particular sectors such as research and development, innovative start-ups and fast-growing firms needing skilled labour, venture capital (through its subsidiary the European Investment Fund, EIF), SMEs and MidCaps, information and communications technology, infrastructure and education.


    If called upon


    The European Fund for Strategic Investments (EFSI) is an initiative launched jointly by the EIB Group and the European Commission to help overcome the current investment gap in the EU by mobilising private financing for strategic investments. The EFSI is a €16 billion guarantee from the EU budget, complemented by an allocation of €5 billion of the EIB’s own capital. EFSI projects are subject to the normal EIB standards and governance where, with EFSI support, the EIB will provide funding for economically viable projects including projects with a higher risk profile than ordinary EIB activities. It is expected to generate around €60.8 billion of investment to bring €315 billion of total investments in the next three years.


    
      
        1 Director General and General Counsel, European Investment Bank.
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    Closing Remarks


    Vítor Constâncio1


    It is my pleasure to close the 2015 ECB Legal Conference. This year’s theme From Monetary Union to Banking Union, on the way to Capital Markets Union: new opportunities for European integration generated thought-provoking presentations as well as rich and stimulating panel discussions. We heard different perspectives from top academics, policy-makers and high-level market participants on the most complex and pressing issues surrounding financial integration and stability in Europe. More importantly, this event demonstrates that legal doctrine is contributing to a more general debate on how to enhance and strengthen European and Monetary Union (EMU) and its institutional framework.


    I will not attempt to summarise the discussions of the past two days. I will rather share some of my thoughts on the complementarities and challenges facing monetary policy, financial integration and financial stability. First, I will touch upon the need to preserve financial stability while supporting financial market integration in the capital markets union (CMU) project. Second, I will talk about the importance of macroprudential policies in a monetary union – which will be a key topic in the upcoming Capital Requirements Regulation/Capital Requirements Directive (CRR/CRDIV)2 review. Finally, I will conclude on the institutional dimension of financial integration in Europe – namely the completion of the banking union, which is a priority in the recently published report by the Presidents of the European Commission, the European Council, the Eurogroup, the European Parliament and the ECB – the so-called Five Presidents’ Report.


    The discussion at this conference has shown that integrated and stable financial markets in the EU remain key for prosperity and growth in Europe. The right forms of financial integration allow us to reap the benefits of the Single Market for capital and financial services as they lead to a better allocation of capital. They also translate into more competition which leads to lower prices, more choices for individuals, better business opportunities for firms and ultimately to higher economic growth.


    To reach this goal, we see the completion of the banking union as well as the creation of a CMU as a further step towards a financial union. A financial union is desirable because we need to move from a system of EU rules and guidelines for the national level to a system of further sovereignty sharing within common institutions. Let me start with the CMU.


    Financial integration and financial stability in the CMU debate


    In our view, a genuine CMU requires achieving a high level of financial integration in order to complete the Single Market in this area. This translates into all market participants with the same relevant characteristics facing a single set of rules, having equal access to markets and being treated equally when they are active in this market. Ultimately, the roadmap towards a true CMU warrants a single rulebook and the establishment of a single capital markets supervisor as a long-term final goal.


    While we should also acknowledge that a full CMU in the true sense of the word can only be achieved in the longer term, we see within the CMU initiative the following three short-term priorities. First, revive simple and transparent securitisation, which has evidenced better performance and lower risk throughout the crisis, via an adjustment of the prudential treatment of these transactions for both banks and insurers. This would contribute to unlocking some funding for the real economy. Second, facilitate access to credit by enhancing the availability and standardisation of information, especially of small and medium-sized enterprise (SME) credit information, which is key for the functioning of capital markets. And third, further develop private placement markets aimed at providing medium to long-term finance to European mid-sized and unlisted companies.


    If well designed and thoroughly implemented, CMU will strengthen private cross-border risk-sharing through the deepening integration of bond and equity markets, the latter being key shock absorbers. The reason is that holding a more geographically diversified portfolio of financial assets, including corporate bonds and equities, provides for returns that are less volatile and less correlated with domestic income.


    There are three main mechanisms whereby risk-sharing can take place between member states in a political and economic area. First, countries can share risk via cross-ownership of productive assets, a mechanism facilitated by developed capital markets. Second, a system of taxes and transfers can serve as a vehicle for further income smoothing. Third, member states can smooth consumption by adjusting their asset portfolios, for example, by lending and borrowing in international credit markets.


    Truly integrated capital markets in Europe would also make the resulting larger markets more resilient against the same size of shocks than before integration and strengthen private sector risk-sharing across countries.


    In turn, this reduces the amount of risk-sharing that needs to be achieved through public means. Research has found that private risk-sharing through integrated capital markets can be a more important shock absorber than public risk-sharing.3 Sizeable cross-border holdings of debt and equity and direct cross-border exposures of banks in one jurisdiction to firms and households in another would signal that the preconditions for such risk-sharing are in place.


    In addition, deep and well-diversified capital markets would enhance the functioning of our monetary policy by facilitating risk-sharing and capital flows across sectors. Well-functioning cross-border capital flows across sectors are especially relevant in a monetary union with strict budgetary rules and high debt levels, and with conventional monetary policy unable to address asymmetric shocks. The recently published Five Presidents’ Report on a genuine EMU recognises that CMU is a key objective for the short term and its potential benefits for the euro area.


    But financial integration also affects financial stability through a variety of channels. On the positive side, it improves market efficiency, diversification, and risk-sharing, which tend to have stabilising effects, as I just explained. However, financial integration may entail certain risks. Financial markets need to be supported by a sound legal framework and by initiatives to remove barriers that enable market forces to work. As witnessed during the crisis, financial integration may increase volatility and lead to an abrupt reversal of capital flows, as well as to contagion and cross-border transmission of financial shocks. While the progress towards more advanced and integrated financial markets cannot be and should not be seen to be contrary to the objective of financial stability, a stronger prudential framework, including both effective regulation and supervision, is essential in order to limit the ensuing potential risks to financial stability.


    More concretely, the expected benefits of financial integration can only be reaped when – inter alia – the following conditions are met: (i) an Economic and Monetary Union and a Single Market complemented by stability-oriented macroeconomic policies, (ii) the enhancement of the prudential framework including progress towards establishing a “true” single EU rulebook without numerous national options and discretions, and (iii) the elimination of remaining long-standing legal barriers to financial integration by, for example, tackling conflicting national laws in areas such as taxation of financial products, insolvency and company law. These are issues that involve relevant aspects of national legal frameworks where we need important contributions from the legal community.


    Macroprudential tools in the CRR/CRDIV review and beyond


    This brings me to my second point. We are currently experiencing a shift away from bank-intermediated finance and this process will continue in the future. A broadened toolkit is therefore required. We need the ability to take decisive and intrusive macroprudential policy decisions and a framework that is sufficiently broad to capture all relevant systemic institutions and activities.


    In a monetary union, macroprudential policies are particularly important to deal with sectoral and regional risks that cannot be accounted for by a common monetary policy. In this regard the need for a broadened and effective macroprudential framework is an important element to safeguard financial stability.


    The European Commission’s review of the CRR/CRDIV will provide an opportunity to review and complement the current macroprudential toolkit for banking at the European level. This review should entail (i) broadening the toolkit for the competent authorities to include additional instruments, (ii) streamlining the process, such as notification or information procedures, and (iii) strengthening the centralised coordination mechanism in the Single Supervisory Mechanism (SSM) to increase the effectiveness of the EU macroprudential framework.


    Additionally, the development of market-based financing may also lead to risks building up in this part of the economy which is typically less regulated and where information is still lacking. Therefore, the need for a common and broad macroprudential toolkit at the EU level to enable authorities to address risks which can arise from the ever growing non-bank sector is clearly warranted in the short term. This is a much more difficult task because of the lack of a common legal basis. But it is crucial that this be urgently addressed. We need to have adequate tools to deal with rising systemic risk when and where needed.


    I want to clearly state that the financial regulatory reform has to be completed and extended through further efforts to contain risks in the shadow banking sector and to strengthen macroprudential policies. Believing that advanced economies face a protracted period of low growth that requires accommodative monetary policy, I see no alternative than the use of regulatory macroprudential instruments to mitigate financial instability and crises by smoothing the financial cycle. Naturally, we should be aware that taming finance is a challenging, if ever achievable task. Nevertheless, our countries have experienced long, tranquil periods without financial crises in the past, and we should now aim to return to that.


    The completion of the banking union


    Another important step in fostering financial integration is the completion of the banking union as called for in the Five Presidents’ Report. To do so, it is, first, necessary that Member States transpose the Bank Recovery and Resolution Directive (BRRD)4 in their national laws to ensure that authorities have the right tools and appropriate legal framework for bank recovery and resolution in place. In addition, the ratification of the Intergovernmental Agreement is key to ensure that the Single Resolution Fund is operational in euro area Member States.


    Second, it is essential that Member States deliver on their commitment to set up a so-called “bridge financing mechanism” for the Single Resolution Fund. This means a common public backstop for the Single Resolution Fund during the transition phase while the fund is being built up. The European Stability Mechanism is the natural candidate to provide such a public backstop in the transition phase but also in the steady state.


    This brings me to the third important point for completing the banking union, namely a common public backstop for the Single Resolution Fund once it is fully set up and mutualised. It is important that such a backstop is fiscally neutral over the medium term, by recouping any assistance from the financial sector via ex post levies.


    The fourth important point for completing the banking union is to provide it with the third pillar as envisaged from the beginning: a centralised European Deposit Insurance Scheme (EDIS) that goes beyond a simple network of national schemes. After having transferred supervision and resolution to the European level, this is the logical next step. On substance, I personally see merit in designing the EDIS along similar lines as the Single Resolution Fund, starting with national compartments which are gradually mutualised, so that in the steady state we have one single EDIS. Such a scheme will provide the same level of confidence in deposit protection throughout the banking union, leading to a truly single banking system, which is the necessary mirror image of the single currency.


    I am aware that this is an ambitious project and that the timeline envisaged in the Five Presidents’ Report to agree on an EDIS by mid-2017 is also ambitious. However, given that major political milestones have already been achieved with the two other pillars of the banking union, the successful accomplishment of this third pillar is within reach.


    Recent events have again shown us how much still needs to be done. It is now important that policy-makers make use of the current momentum and invest in strengthening European integration. The topic of this conference could therefore not have been more on target. I am delighted that it gave us a lot of insight on how to go from Monetary Union to Banking Union and further on the way to Capital Markets Union. We lack institutions that reduce uncertainty and increase our ability to prevent and respond to crisis situations. That is why we now need to start working on the long-term changes. We need to work hard on designing the envisaged convergence process.


    Let me conclude by thanking our distinguished speakers and panellists for sharing their views. I am sure that each of us will take home plenty of food for thought from the rich discussions over these two days.


    
      
        1 Vice-President, European Central Bank.

      


      
        2 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit institutions and investment firms and amending Regulation (EU) No 648/2012 (OJ L 176, 27.6.2013, p. 1) and Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity of credit institutions and the prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC (OJL 176, 27.6.2013, p. 338).

      


      
        3 Asdrubali, P., Sørensen, B.E. and Yosha, O. (1996), “Channels of Interstate Risk Sharing: US 1963-1990”, Quarterly Journal of Economics, 111(4).

      


      
        4 Directive 2014/59/EU of the European Parliament and of the Council of 15 May 2014 establishing a framework for the recovery and resolution of credit institutions and investment firms and amending Council Directive 82/891/EEC, and Directives 2001/24EC, 2002/47EC, 2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU, 2012/30/EU and 2013/36/EU, and Regulations (EU) No 1093/2010 and (EU) No 648/2012, of the European Parliament and of the Council (OJ L 173, 12.6.2014, p. 190).
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    AFTERWORD — European integration: more than an opportunity, a necessity


    MARIO DRAGHI1


    Ladies and gentlemen,


    You probably all know the quote from Shakespeare’s Henry VI: “The first thing we do, let’s kill all the lawyers”. I expect that you also know that by putting those words in the mouth of a brutal, anarchist conspirator – Dick the Butcher– Shakespeare meant to underline the importance of the law to the stability of society. And indeed I would like here to pay homage to the work of the legal profession in facilitating the very necessary deepening of our monetary union.


    Over the past four years, I have been involved in a process known as the Four Presidents’ process – it now actually includes five presidents – the purpose of which is to propose a way forward for the completion of our monetary union. It is generally understood that this process deals with the need to complete monetary union with four additional dimensions of the union, which are economic, financial, fiscal, and political.


    But actually, this is not strictly true. In the report we published in June, we refer indeed to economic, financial and fiscal union, but we do not talk about the establishment of a political union. We talk about the need to strengthen democratic accountability, legitimacy and institutions.


    One reason for this is that we do not need to create a political union. The European Union, and a fortiori the monetary union, is already a political union.


    Indeed, even before the euro came about, the creation of a truly single market was per se the establishment of a political union. I once said that a market is a fundamentally political construct, because a market does not rely only on the freedom to take part, but also on the means to protect that freedom. The proper functioning of any market depends upon the protection of property rights, the enforcement of contracts, and protection against unfair competition.


    But in a single market, and even more so in a true monetary union, the unrestricted opening of borders means that no government, no national court of law can provide full protection to its citizens against their rights being infringed by counterparties or competitors operating from abroad. And for that reason, the single market requires a judiciary with jurisdiction over the whole market, which can afford equal protection to all.


    But if a judiciary is to exercise power over the whole market, there has to be a legislature to write the law in the first place, and an executive to enforce the decisions of the legislature and the judiciary. The point I am making is that the functioning of the market relies on the existence and proper functioning of the three branches of government at the level of the market, which makes it an eminently political construct.


    With a monetary union, however, the question of which powers those branches of government should exercise becomes more complex than in a single market. Indeed, many of the conference sessions yesterday revolved around the level at which law should be written, and enforced, so as to ensure optimal protection of citizens – i.e. whether this should be at national or European level.


    And the last two sessions of the conference revolve around the additional complication of the European level itself having different boundaries, depending on whether we are talking about the EU as a whole, the euro area, or the area covered by the SSM.


    Yet this question of where sovereignty should reside is more than just legal. It is also a question of legitimacy and effectiveness.


    Indeed, I believe that citizens understand, better than they are given credit for, that transfers of sovereignty to the European level do not necessarily constitute a loss of sovereignty. That such transfers can in fact allow sovereignty to be recovered, in the sense that they ensure that citizens’ rights are better protected.


    Consider in this context the level of support for the euro. According to the Eurobarometer survey, in the spring of this year 69% of respondents supported the single currency, which is more or less the highest level of support recorded since the creation of the euro.


    What is comparatively low, by contrast, is trust in institutions. Based on the same Eurobarometer, trust in the EU, while on the rise, stands at 40%. That is not high. But it is actually higher than the level of trust Europeans have in their own national institutions, their governments, and their parliaments, which stands at only 31%.


    In other words, we have a public that is generally supportive of Economic and Monetary Union but that is frustrated that the promises of EMU have not been fully delivered upon. And they have a right to be frustrated, because the European Union, and monetary union, are not yet sufficiently complete to meet the fundamental expectations of citizens, including as regards macroeconomic stability.


    So the challenge we face today is to complete our union – which means to make it sufficiently coherent and consistent for it to really deliver what it was intendedfor.


    How to complete the union is precisely what we investigated in the recent Five Presidents’ report. That includes what policies have to be common policies to ensure a well-functioning monetary union. And it includes how those policies need to be formed so as to render them effective, namely the right balance between rules and institutions. Clearly we need a broad view if we are to build a consistent union. There are nonetheless two areas that I wanted to underline as a particular priority for now – they are named explicitly in the title of your conference.


    The first is completing banking union, which has been the main emphasis of our institutional reform efforts since 2012. At that time we identified three pillars of banking union, two of which were to be implemented immediately – single supervision and resolution – and one addressed later – the deposit guarantee. Now, three years on, we are “later”. So we need to complete the missing element of banking union, in full and without delay.


    The second priority is advancing with capital markets union – and this is an area where, perhaps more than any other, we depend on our best legal minds to produce an acceptable outcome. Be it in securities law, insolvency law or corporate governance law, capital markets union will be a minefield of legal grey areas and national exceptions. It will require tremendous effort to bring all the necessary areas into alignment and produce a genuine level playing field.


    Indeed, it will ultimately be the quality of both the law and the judicial process that determines the success of this project – whether investors can assess securities on the same basis across the union, be guaranteed the same rights, and have their claims addressed in the same period of time. Otherwise, those hidden barriers that create financial fragmentation and subtly weaken the integrity of the union will remain. This is the larger context to why a capital markets union is imperative.


    In sum, the way I look at ongoing opportunities in the field of European integration is very practical. It is not so much in my mind about making our union “ever closer”, but more, to borrow language from the US constitutional tradition, about making it “more perfect”. By this, I mean that we have to address in full the residual internal inconsistencies that contribute to making our union much less stable, and certainly much less prosperous, than it otherwise would be. This is not so much in my mind a matter of opportunities, but rather one of genuine necessity.


    
      
        1 President, European Central Bank.
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