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Abstract

The aim of the thesis is to analyse the Europe-wat&king supervision. The thesis
points out the existing problems and shortcominfyshe current framework, analyses
mutually competitive proposals for change and pmlgyi of their implementation. It
incorporates the appraisal of currently proposegislative changes prepared by the
European Commission and their impact in this cantex

Despite a very narrow focus of the thesis, itharacterized by a holistic approach.
The topic of banking supervision at the level of turopean Union is considered in a
much broader institutional context, in the contekthe integration of the banking sector
during the past 30 years, and the latest finarurisis, as well. The thesis is evolutionary.
It points out that there is no institutional formefficient banking supervision. The process
of institutional change, leading to the achievenwngfficient supervision of the banking
sector, is perceived rather as a long-run, in-dgptitess. It follows institutional changes

in a much broader context than that of the bankingervision itself.



Abstrakt

Cielom tejto prace je analyzotvaloh’ad nad bankami v celoeurépskom meritku.
Praca poukazuje na existujuce problémy a nedosthlegného usporiadania, analyzuje
vzajomne si konkurujuce navrhy zmien a posudzujgmg ich implementéacie. Jej
sitag’ou je posudi v tomto kontexte siasné legislativne zmeny, pripravované Eurépskou
komisiou a ich dopady.

Napriek tomu, Ze praca malwe Uzke zameranie, je pneu vlastny holisticky
pristup. Otazky bankového d@du na arovni Eurdpskej Gnie su vnimané v SirSom
inStitucionalnom kontexte, v kontexte integracienkmavnictva za poslednych 30 rokov,
ako aj poslednej finamej krizy. Praca je evolucionisticka, poukazuje meexistenciu
instantnej formy efektivheho bankového thdu. Proces institucionalnej premeny veducej
k dosiahnutiu efektivheho diddu nad bankovym sektorom je vnimany skor ako dibgd
a hlboky proces a sleduje institucionalne zmenyaleko SirSom kontexte ako len

samotného usporiadania bankovéhol'dd.
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Preface

During the financial market's turmoil in 2008-2Q08hany economists and
politicians came up with the idea of insufficienpervision of financial institutions that
created, or contributed to the crisis. The pubsikea for more or stricter regulation and
supervision. The economists were accused of besetess because they are unable to
forecast or prevent a crisis. However, many ecostsnarned that supervision was not
working properly, many warned that there was a bubin the market, that the
monetary policy was wrong, etc. The topic itselicdmme very popular and many
researchers targeted their interest at it. Theraspm of this thesis is not to explain the
reasons or find who is guilty of a crisis.

The objective of this thesis is to describe théennf@atures of current banking in
Europe, as it has evolved over time, and to anahy®e current regulatory and
supervisory framework fits to the current statetled banking sector in the European
Union. Then it is focused on finding the principlgson which supervision in the EU
should be built and how they should be implementdoky are be compared with the
actual development that took place after the crisis

The thesis is not devoted to the criges se The crisis will rather be a part of a
puzzle. It is based on a wide range of pre crisd @ost crisis literature. Literature that
provided the foundation for the thesis is devotedthe topics of the European
integration, banking regulation and supervisiore gystemic risk and cross border
contagion, the lender of the last resort, and depmirance. Of course, the most of the
literature is up to date, since the time dimensiérthe problem is important. The
evolutionary approach is observable along the $h@gie author is convinced that there
IS no unique supervisory model which will be optinfar eternity and will avoid all
crises. It does not make sense to build a new gigoey system to avoid crises similar
to the latest one. In my perception, each crissoimehow different, so the next crisis,
which will occur, will be different to the last on&herefore the principles should be
more general and super-temporal.

Historical time is important. | would like to pstress on changes that occurred
prior to the 2008-2009 crisis. Borders among theklmy, insurance and securities
markets vanished over the last decades. Therdfrevorth to analyse interconnections
between these segments. Large financial congloesrathere the links are direct,
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already exist. But as we have observed during tiesc many other banks were
involved in the securities market indirectly, viagbsbalance sheet items. The securities
market turned out to be the source of the banksblpms. In many countries
supervisors are integrated, while in many otherntoes they are not and have to
cooperate. A natural question that one might pesehich model is preferable.

There has always been a discussion about optio@rgisory model at the
national level. Discussion has been whether iteitelb to have a single supervisor to
supervise the banking, insurance and financial etarlor to have a separate supervisor
for each field. Should the supervisor be a parthef central bank or should it be an
independent institution?

The securities markets were important with regardthe latest crisis. An
unregulated and unsupervised market participardh €18 hedge funds, which raised
huge amounts of money, become systematically irmpbrand was able to cause a
financial crisis largely affecting the banking sectFor those, seeing the systemic risk
and maintaining the financial stability as the mwsportant or the only reason for
banking regulation and supervision, extension efrdgulation and supervision to cover
these entities is an important outcome of the fnarerisis.

Mergers and acquisitions resulted in the creatiblarge financial institutions,
which are perceived to be too big to fail. Treattneh these subjects is different
compared to other entities, since the governmeitbuiais expected. As soon as a
problem occurs, not only shareholders and a bigheunof market participants with
exposurevis-a-vis this institution are in troubles, but also the gmments of the
countries involved, who can not afford a collap$ewch an institution. Restriction to
the creation of such institutions was containedame research papers devoted to the
topic.

In the EU, where supervision is fragmented, wesha@ational supervisors on one
hand and large, complex financial conglomeratetherother hand. Large multinational
banks themselves would like to have counterpartthefsame size. Dealing with a
number of national supervisors in each of the EUntiies imposes an additional
burden on them.

All these topics have something to do with thedpean banking supervision.
However, it is not possible to cover all the topitsletail within the scope of a diploma
thesis. Therefore, supervision at the EU level alhissues will be in the centre of the

thesis. All the above-mentioned topics are only tio@ed with minor interest, in
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chapters where needed. The stress is put on isdtexgting the architecture of the
institutional framework at the EU level. All topicencerning this issue are analysed in
detail on the expense of above mentioned topics.sTitucture of the thesis is based on
the evolutionary feature. First, grounds upon whith EU market is being built are
analysed. The reached level of integration is dised then. The analysis of the
regulatory and supervisory framework in place foko Based on the detection of
shortcomings and potential risks of the currentmiork, principles for the
enhancement are formulated. Only then various aw&dand politic proposals can be
evaluated. However, it does not deal with the pples for the supervision for the
particular states, but for the EU as a whole, stheghesis is devoted to the supervision
at the EU level. A part of the thesis is dedicdtethe real post crisis development and

measures that where taken.



1. Integration of the European banking

“...it might be time to put the Horse in front of t@art, that is, transferring bailing-out
and supervisory powers to a European authority teefthe process of banking
integration is fully completed.”

Jean Dermine (2005)

During the past decades, Europe witnessed an wgested integration of
sovereign countries. This process created conditfon sustainable growth of mutual
trade, economic growth, and created assumptionfuftter common projects such as
creation of European Monetary Union. Since thiscpss was not only economic but
also political issue, some questions were postpondidbcked for many years. Banking
was always perceived to be a politically sensitmgic and the integration of banking
market was a very slow process. The First Bankiogr@ination Directive 77/780/EEC
was adopted already in 1977, but the most importe#sures were not adopted prior to
1980’s. The Single European Act (SEA) was signetPi6 and effective since July 1,
1987. Its objective was to create Common Marketheyend of 1992. Basic principles
introduced by SEA in banking were home country mansingle banking licence and
mutual recognition.

The creation of the Common Market instead of thesterce of fragmented
national markets should allow market subjects toelie from the economies of scale
and motivate them to expand beyond the former natiborders. Customers in turn
benefit from the existence of large, diverse, caitipe and effective market. However,
along with the potential benefits, problems sucheed for harmonisation of regulatory
requirements and cooperation in supervision ocdumdthough this thesis deals with
the latter ones, the first chapter of the theslsl more descriptive and should provide
the first insight into the problems of the Européanking integration.

In the following parts | will briefly describe thimtegration of the European
banking. Section 1.1 describes development of éugilatory framework during last
decades and currently valid regulation. Section dekcribes reached level of
integration and contains contemporary empiricatlence and possible impediments to
the deepening of the integration. Section 1.3 isoté to the market structures in the

EU and its member states. The concentration argigiorbanks penetration will be
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investigated in this chapter. Issues of systensk and of cross border contagion and
empirical evidence on cross border contagion ateoeined in Section 1.4.

1.1. Regulatory Framework

“Any change, even a change for the better, is atnaycompanied by drawbacks and

discomforts.”

Arnold Bennett

Banking sector is one of the most regulated seciidie reasons for regulation
can be summed in three categories — informatiomasstry, moral hazard and systemic
risk. Informational asymmetry exists among deposjtdbanks”™ shareholders and
management, since (small) depositors cannot obtairelevant information they need
and if deposit insurance exists, they loose ingestto monitor banks as well. Recalling
the case of Northern Rock bank, it seems that sorastit is a difficult task for
supervisors as well. Moral hazard stems from ther@st of shareholders to invest into
riskier projects to generate higher profits. Thel take all the profit, while sharing the
risk with depositors. Another reason for a regolatis systemic risk. Due to close links
among banks, failure of one bank can cause probtenwther banks with possible
impact on the whole economy. The aim of the EUrtate the Common Market means
that systemic risk can be spread widely and trereed for regulation on the European
level as well.

The Financial Services Action Plan (FSAP) was thestmmportant measure
with respect to the banking integration so farcdnsisted of 42 measures aimed at
creation of fully integrated wholesale banking aragpital markets and at developing
open and secure markets for retail financial ses/igCabral et al., 2002). FSAP was
launched in 1999 and was largely completed by é&adtine in 2004.In terms of
European legislation procedure fulfilment of 41 ofit42 measures in time is a great
success, enabled by the Lamfalussy process. Suatctss FSAP is documented by the
implementation of legislative proposals blocked306ryears such as, for example, “The

Council Regulation on the Statute for a Europeampany” (Regulation 2001/2157).

! See European Commission (2007) for details.



This measure allowed banks operating in more timenElJ member state to establish a
single company under the Community Law and to dpeoa the basis of one set of

rules throughout the EU (Cabral et al., 2002). Mosz, during the implementation of

the FSAP accounting scandals in the US and lat&uiope emerged (Enron, Ahold

and Parmalat scandals), which provoked additionesures similar to the Sarbanes
Oxley Act to be introduced within the frameworktbé FSAP.

Adopted directives had to be transposed into natitaws. Transposition was
much slower, European Commission (2007) statesotiigtl2 out of 21 directives were
fully transposed into national laws of all 25 membmtes by December 1, 2006. Most
problematic parts for transposition were the Taked®ids Directive not implemented
in 9 member states, Transparency Directive andcbve on Markets in Financial
Instruments not implemented at all on national lldase January 15, 2007 (European
Commission, 2007). Takeover Bids Directive is apeeglly important part with
respect to the expected consolidation by meansro$seborder acquisitions, but
politically difficult to be implemented at the santine. Another problem of the
transposition of the directives is that nationajisd&ators are usually free to interpret
them and during the process of negotiation someatces obtain exceptions in order to
agree with the directive. Therefore the legal fraunmk is quite heterogeneous despite
the effort to harmonize rules on the EU level. Fafsall, criteria for credit institutioris
vary slightly in the EU member stats (De Larosieeport, 2009).

Recently, treating pursuit of banking businedsaated by following directions:

» Directive 2006/48/EC of the European Parliament @fnithe Council of 14 June
2006 relating to the taking up and pursuit of thisibess of credit institutions
(recast)

» Directive 2006/49/EC of the European Parliament afnithe Council of 14 June
2006 on the capital adequacy of investment firnts@grdit institutions (recast)

» Directive 2000/46/EC of the European Parliament afidthe Council of
18.9.2000 on the taking up, pursuit of and pru@estipervision of the business
of electronic money institutions and

» Directive 2002/87/EC of the European Parliament afidthe Council of
16.12.2002 on the supplementary supervision ofitciadtitutions, insurance

undertakings and investment firms in a financialglomerate.

2 In the EU legislature, term credit institutioruised instead of bank.



Basically, rules in the EU are based on the mininaamonization principle, i.e.
allowing for stricter rules and in accordance wiasel and later Basel Il principles.
Majority of countries elaborating Basel and Badebthndards are the EU member
states, therefore level of harmonization of regulatand supervisory standards had
been high even before the harmonization took phatten the EU framework.

Regarding the deposit guarantee, the system has foeeded on the top-up
principle since the adoption of the Directive 94HAO2 Branches can participate on the
host country deposit insurance, if the coveragagber than that of the home country.
In the case of subsidiary, host country scheme Ietused.

The Green paper on financial services policy (200%0) reflects contemporary
needs, especially with respect to the slow intégmadf retail banking. Creation of the
Single European Payment Area (SEPA) and operatidenthe regime of the European
laws are the most important tasks to be done. Desiere Report (2009) presents main
problems of the regulatory framework that appeahaung the crisis. The report refers
to the need to harmonize the rules within the Eltbaet minimal requirements, thus to
allow countries to opt for stricter requirementgpBrt does not distinguish when these
principles should be applied. However, when a “rézehe top” is expected, then
allowing for stricter criteria seems legitimate. tNdl inconsistencies are more or less
anecdotic as a different interpretation what iglitr@stitution and what is not.

There are different definitions of a core capitathe EU countries. Core capital
or Tier 1 capital is composed of the paid-up shamgtaf and disclosed reserve€ore
capital is the most elementary regulatory requimgnier banks. According to Stiglitz
(1993), this type of requirements is of the highegiortance - if set properly, all other
issues are less important. In spite of the fadt ski@ervisors use different calculations
for core capital what leads to formal obeying o game rules, but in reality to very

different levels of core capitél.

3Most recently, amended by Directive 2009/14/EChef European Parliament and of the Council of 11
March 2009 amending Directive 94/19/EC on deposéirgntee schemes as regards the coverage level
and the payout delay (Text with EEA relevance)

* Issued and fully paid ordinary shares/common sarak non-cumulative perpetual preferred stock (but
excluding cumulative preferred stock) (BIS, 1998).

® Terminology is not unified as well, some authose Core capital and Tier 1 capital as synonymslewhi
other authors use Core capital as equity, i.e.qfafter 1 capital. For detailed rules of calcwatiof Tier
lcapital, see BIS (1998) and BIS (2005).

® Padoa-Schioppa (2008) criticized totally differeréquirements in different countries despite
foundations in same directives and Basel Il acesravell.



Table 1 reveals the problem of different measurfesational core capital and
shows the unclear relation to the Basel Tier loraimd comparison to the US and
Switzerland. Heterogeneous framework impedes baditcinstitutions in their cross-
border activities while increasing compliance coatsd supervisors in cooperation and

information sharing.

Table 1: Core bank soundness ratios in selected Etduntries, Switzerland and US, 2007

Top 5 bank assets Loans Core Basel
as % of GNP to deposits  capital ratio  tier 1 ratio
Belgium 163 104 4
France 293 101 h 13 74
Germany 165 o4 2.6 8
Ireland 404 197 3.6
Italy 131 161 74 6.6
Netherlands 521 125 3.8 10
Spain 184 250 72 79
UK 313 125 39 7.6
EU 27 237 133 4.3
Switzerland 756 69 X 958
uUs 44 91 7.6 8

Source: Lannoo (2008)

1.2. Reached level of integration

“Goal properly set is halfway reached.”

Abraham Lincoln

Usually, integration and competition are perceit@dbe two sides of the same
coin and are exploited at once. There are few veyg to measure reached level of
integration. Traditional approach is based on #ve ¢f one price. Under this approach
market is perceived to be integrated if there ésshme price for one product throughout
the relevant market, the European market in thé&.cio measure a price for banking
services is a difficult task indeed. One can meastrether all clients pay the same fees

for the same services. Concerning credit priceserms of interest rates, charging



different rates to different clients is the badigh®e banking business. Dermine (2005)
provides us with plenty of arguments, why this aagh is not suitable for banking
products.

Another way how to evaluate the degree of integmais using quantity-based
indicators such as, for example, cross-border bong and investment, cross-border
mergers and acquisitions, etc. Most recently, ec@ioc techniques such as cluster
method, stochastic frontier model and meta-froatie@ve been employed.

Prior to providing an evidence of the degree dégrnation in the European
Union, it is worth mentioning that not only the reval of legal and regulatory obstacles
by the adoption of common legal and regulatory fewrk matters. Lowering
transaction costs by means of creation or joinimg Euro area is another important
factor of integration. Therefore one might expeifedent level of integration among
Euro-area countries and other EU member states.

Moreover, there is different degree of integratianthe various segments of
banking as well. Following the law of one price ahd quantity based approaches of
Cabral, Dierick and Vesala (2002and the European Commission (2004 and 2009),
differences among segments are notable and havempobved much over time. All
three papers conclude that the wholesale markietlisintegrated, but secured (repo)
segment is less integrated than the unsecured sreording to the findings of the
European Commission (2009), integration of the mmtisegment did much better
during the financial turmoil than the unsecurednsegt, what they document on the
widening of the dispersion in EONIA. These finding® important for the Euro area
only. According to Cabral, Dierick and Vesala (2)0&oss-border activity involving
non-euro counterparties decreased in favour oftin® area business. In the field of
market-related banking activities, one can expeathrhigher integration in the Euro
area due to the lower risk within the single cucseconditions.

The process of Integration is slow in the retaijraent despite decreasing
differences in banks” margins. However, as Chaudgests, the trend is clear. Cabral,
Dierick and Vesala (2002) explain the convergereea aesult of monetary policy and
not as a result of changes on the micro level. gemo Commission (2009) explains the
different degree of integration in a wholesale amdail banking partly by the

" Cabral, Dierick and Vesala (2002) explore banliriggration in the Euro area only.
8 Share of other than domestic Euro area countéepast higher in repo segment, but small differeisce
according to European Commission (2009a), a sigoveér than achievable integration.



introduction of the payment systems TARGET, latekRGET2 and EURO1 for
wholesale, while only STEP2 system is operatingttee cross-border basis in retail
payment. They conclude that SEPwill bring more competition and integration in
retail sector in the future and despite existinledences the process of integration is
progressing in this sector as well. Chart 2 suggtsit also within the retail segment
there are differences in the integration measured s@andard deviation varies
significantly. Moreover, differences are not obsdile among the countries only, but
also within the countrie¥. Chart 3 suggests that the above mentioned findingsess
meaningful for the non Euro area countries, butdifference is not large.

The fragmentation of retail market is not as imaottmeasure of integration as
one might think. Padoa-Schioppa (2004a) pointsthat in the US restrictions for
interstate banking were lifted more or less atdame time as in the EU with similar
results as in the EU. Therefore, according to P&itdaoppa, success reached in the

level of wholesale integration is much more impotta

Chart 1: Cross-border penetration in European Bankihg
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Source: Schoenmaker and Oosterloo (2008)

° Under SEPA all Euro payments will be domestic pegts.

19 cabral, Diercik and Vesala (2002) point it out the examples of Germany, where differences in
interest rates are significant among Federal Lagrated Italy, where differences in interest rates a
significant among Northern and Southern regions.
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Chart 2 : Standard deviation of Euro area retail interest rates (in %)
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Chart 3 : Regional price discrepancy for local actie users of banking services
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Serensen and Gutiérrez (2006) applied cluster sisalgchniques to examine
financial integration, mainly focused on bankingtee, within the Euro area. They
addressed two important questions: degree of @wogstry homogeneity and the
evolution over time. Their survey shows that theme still differences among Euro area
countries even though clusters containing countiés very similar characteristics can
be created. The study refers to some progresstegration, most likely generated by
the Euro currency introduction.

Bos and Schmiedel (2006) applied stochastic fromtiedel and meta-frontiefs
on the sample of 5,000 European commercial ban&sttve period of 1993 to 2004. In
fact, their approach was to evaluate efficiencyarncbuntry specific conditions and
consequently to evaluate competition and levehtdégration. They found evidence of
the existence of single and integrated Europeakibgmarket based on the cost and
profit meta-frontiers.

To sum it up, the process of integration of bankimdustry within the EU is
slower than one might have expected with respettaadntegration of other segments
of financial markets. Further, integration of vaisosegments of banking industry is
heterogeneous, with retail banking still being rhaia local business. Wholesale
banking is fully integrated. Despite the above nwerd shortcomings, the reached

level of integration is not negligible at least.

1.3. Market structure

“The rate of change is not going to slow down amgtisoon.”

John P. Kotter

Despite the fact that the thesis is devoted tosiinggervision of the European
market, this part will be devoted to the differen@nong national markets. Share of
foreign banks operating on domestic market, volumhecross-border mergers and

acquisitions are also signs of market's integratiBallowing the differences among

1 All variations of cluster method are based ondividing of countries into groups of similar couat —
clusters, see Sgrensen and Gutiérrez (2006) failslet

12 Meta-frontier method is based on the estimatiometa-frontier, which is viewed as an “envelope”
cost and profit function that encompasses bankgsatipg under different circumstances. For moreitieta
see Bos and Schmiedel (2006).
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countries in reached level of penetration of fonelganks can easily draw different
stances of supervisors to the same supervisorggulatory issues, as will be discussed
later on. It will therefore help to understand eint attitudes of representatives of the

EU countries.

Chart 4 : Share of foreign bank branches and subsidries in 2007
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Share of foreign banks is less than 30% in allnoéber states (EU15) with the
exception of Luxemburg, Great Britain and IrelaBy. contrast, foreign banks have
been able to gain a dominant position in marketalloiew member states (NMS19).
The situation is depicted in Chart kh some NMS12 countries, such as the Czech
Republic or Estonia, the foreign banks” market ehigr almost 100%This huge
difference is the result of banks™ privatizationpost-socialist countries on one hand
and protectionism of some old member states omttner hand. Privatization of banks
by means of direct sale to foreign banks was chasea solution in most post-socialist
countries due to weak performance of banks in $tatels during the transition. Newly
established domestic private banks never achigvedize of the most important market
players in these countries with the exception dbiian Hansabank, later sold abroad

to Swedbank as well, and Latvian Parex, which viiamtkrupt. During the early years

13 Based on Derimne (2005)
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of transition when governments were reluctant twgbization of state banks into
foreign hands due to the fear of credit crunch,gbeetration of foreign banks in form
of from-scratch-investment was observable as wélése banks were usually active in
providing services to foreign and top domestic ooafe clients.

However, as Chart 1 suggests, there is a clead wénaising the overall cross-
border activities, market share of foreign banksisgng over time. Market share of
foreign banks is less important if banks operateswssidiaries and are controlled by
host country. In this case, it can be perceivedagasty participation only. If they switch
to branches, supervisors of host countries, thg onles who care about financial
stability of the country, will lose means how tontw! this objective, as will be
discussed later on.

European Commission (2004, 2009) refers to muchesi@onsolidation on the
European level compared to the national levels. & Schmiedel (2006) point out
that banks are usually very efficient at home hatt equally successful abroad, hence
cross-border mergers are limited. Focarelli andzBloz(2001) conclude that smaller
volumes and also values of cross-border mergers amugiisitions are caused by
informational asymmetry and non-regulatory barrietgch as public interventions to
deter the entry of foreign banks.

Higher pace of consolidation in national marketsuited in rising concentration
on domestic markets. Of course, there are diff&agr@nong countries; there is higher
concentration in smaller markets. Consolidatiomisans of mergers and acquisitions
supported by the deregulation of financial servicethe EU resulted in the rising level
of concentration in most European countries sir@@71(Casu and Girardone, 2006).
Current development (2003-2007) is available in énri. Mergers and acquisitions
cause another phenomenon - creation of banks veneperceived to be too big to fail.
Mayes (2006) discussed this problem and statedstipsrvisors should be careful when
such financial institution is to be created.

In the past, there were debates only on conc@emratcompetition and
efficiency. Relationship between competition andreiness was perceived to be clearly

negative. However, recent paperdrder alia Schaeck andihak (2008) show that this

4 See Dermine (2005) for examples such as the cdtiopesf ABN-AMRO and Banca Popolare Italiana
to acquire Banca Antonveneta, where ABN-AMRO acdusiee Bank of Italy of unfair treatment.
Goldberg et al. (2005) mentioned the discriminatorgctices in Portugal, when Banco Santander was
willing to acquire Portuguese bank and again disicratory practices in Italy, when BBVA tried to
acquire Banco Nazionale del Lavoro.
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relationship should not be perceived as clear,doutbtful at least. On the extensive
sample of European and US banks they provided @apievidence that efficiency
caused by higher competition plays an importang iial achieving soundness of the
banking system.

From the policymakers™ perspective, it is cruc@ldecide about the desired
level of concentration. Higher concentration migimder competition and efficiency;
on the other hand economies of scale might elirittase effects Further mergers or
acquisitions in domestic markets can be hinderedupervisory and antitrust bodies
willing to support more competition or to preveneation of too-big-to-fail credit
institutions. Unwillingness to give up supervisgegwers can hinder further cross-
border mergers and acquisitions, since the homatgogontrol principle is in force.
On the other hand, there is a motivation to developnomies of scale by creation of

large multinational banks.

1.4. Systemic risk and cross-border contagion

“There’s no such thing as a free lunch.”

Milton Friedman

Systemic risk is a risk that some affair will cauproblems to the whole
financial system® Problems of a large (enough) bank may be the drigg event,
especially in the case of high interbank links tioeo banks. Systemic risk is one of the
reasons for banking supervisibhMaintaining financial stability was mainly a nati
goal until recently. Development in recent deca@dspecially in the EU, has added a
new dimension to issues of systemic risk and fir@rstability. However, it is dubious
whether the institutional arrangement reflects seefdtoday’s world or needs of the
past.

!> Development in new member states in 1990°s shbatsiéw strong banks can create more competitive
market than tens of undercapitalised weak bankktiBaship between concentration, competition and
efficiency can be found iimter alia Casu and Girardone (2006), Corvorsier and Gropp12

' There is no generally accepted definition of systerisk, for comparison of various definitions see
Carmassi (2009) and Schinassi (2006).

" On contrary Carmassi (2009) argued that systerisik, iitself, is not necessarily areason for
supervision. He points out that hedge funds argysfemic importance as well, as could be documented
on FED’s inclusion of hedge funds in the Term AastLiquidity Facility. Hedge funds are not subjext
supervision despite systemic importance.
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Banks in each market are usually highly intercotetteia the interbank market,
an important channel for managing liquidity. Espélgi during the crisis, when the
interbank market did not function properly due &K of trust, it turned out how
important the interbank market was. Interbank miarise not a domestic affair.
Nowadays, when multinational banks operate in tért®untries, possible systemic risk
has turned into potential cross-border contagiomos§&border contagion is the
international dimension of the systemic risk profbleln other words, cross-border
contagion refers to the spread of problems from onenore banks to other banks
abroad. It is a typical trade off case, the higther degree of integration of banking
systems, the greater the vulnerability to exteshalcks.

In the previous subchapter, linkages among bank$ was shown that,
especially in post-socialist countries, banks wapendent on their western European
parent banks. Different level of penetration okfgn banks on domestic markets of the
EU countries may signal different possible scalesrass-border contagion. Of course,
not only equity participation matters, there aréedent channels for cross-border
contagion. This issue is particularly important tbe EU, because, as was already
mentioned in the previous subchapter, wholesal&ibgns fully integrated in the EU.
The problem of contagion was observable during fihencial crisis as well, when
banks in the EU imported problems from the US. MBnyopean banks were hit by the
crisis heavily despite much lower interdependentythe European and American
financial system than the interdependency withe fthancial system of the EU. What
is more, as Freixas, Parigi and Rochet (2000) sigfee contagion may be caused by
unforeseen liquidity shocks arising from the infatranal asymmetry combined with
bank runs on solvent banksTherefore, contagion may occur without a fundamlent
reason.

Empirical evidence on cross-border contagion mworld does not reject this
possibility. Hitherto, Gropp, Lo Duca and Vesal@(g) are probably the only ones to
analyse the existence of the contagion in the EkkyTanalysed contagion on the
sample of Europeahbanks in the period of 1994 to 2003 using a meitiial logit
model and provided us with survey of older empiriegidence. They conclude that
significant pan-European cross-border contagiorstexiAccording to them, cross

border contagion may be strengthened by the inttimlu of the Euro currency. Patterns

'8 The Northern Rock case
1 Banks from France, Germany, ltaly, The NetherlaSgsin and the United Kingdom
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of contagion were supported by the robustness shémkchanges in specification,

method of estimation, selection of banks etc. Meeepin their model contagion was
measured as a distance to default during the canog without any turmoil; hence

they conclude that mentioned results should bentake account as a lower bound of a
real contagion. The last point of their paper @t tbontagion is not distributed evenly.
There is very low contagion among small banks caeth&o the contagion among large
multinational banks, what is not surprising. De dsaére Report (2009) accepts this
view of contagion in the EU.

Supervisory structure able to cope with systensk of one country is not
adequate in today's world of integrated financiahrkets. If supervisor maintains
financial stability, cross border issues must beemainto account. However, each
national supervisor is responsible for the finahsiability of the one particular country
only; therefore incentives of the supervisors migliffer. Supervision based on a
national mandate with differing objectives of natab supervisors will be suboptimal
indeed. This problem has been already observedabujill be discussed later on, not

solved sufficiently.
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2. European Banking Supervision

“All truth passes through three stages. Firststridiculed. Second, it is violently
opposed. Third, it is accepted as being self-evitien
Arthur Schopenhauer

In the previous chapter we have concluded thatethera rising level of
integration in financial markets, especially in timbholesale market, which is fully
integrated. Retail banking is still a local busmesut foreign presence thereby
integration is in progress. We have shown thatatiotountries are the same. Banks in
NMS12 are heavily dependent on foreign bank owrlethe share of foreign banks on
domestic market is perceived as a measure of etiegr these markets are the most
integrated in the EU. In the last subchapter weetslown that supervisors had to move
from safeguarding financial stability against systerisk to safeguarding against both
systemic risk and cross-border contagion.

In this chapter we will discuss the current supsow arrangement in the EU
and dealing of the EU with the above mentioned hteeatures of today’s world. First
subchapter describes basic principles of currepersision. Second subchapter is
devoted to dealing with different corporate struesu under current supervisory
framework. Third subchapter will discuss problerhshe current supervisory structure,
especially those that occurred during the finanmigis. Fourth subchapter is devoted to
the lender of last resort, deposit insurance andipspending related issues. Fifth

subchapter concludes.

2.1. Current Supervisory Structure

“The only man | know who behaves sensibly is mgrtdie takes my measurements
anew each time he sees me. The rest go on witholdaneasurements and expect me
to fit them.”

George Bernard Shaw
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The current supervisory structure has been destials a home-host supervision
since the adoption of the Second Banking Directeective 89/646/EEC), which
incorporated the Single Market issues for the firse. Supervision was therefore not
integrated along with the integration of the bagkindustry. It means that regulatory
framework is harmonized enough that credit indong are allowed to operate in other
EU member states without any additional permissioth they are supervised by a home
country supervisory authority. This is true, if karopen a branch in other EU country,
not in the case of a subsidiary. Subsidiary is sugped by host country, i.e. country
where it operates.

In the case of branches, the host state may interga behalf of public interest.
It may intervene in matters of liquidity, monetgrglicy and advertising. Moreover, in
emergency situations, the host country supervisay, raubject tex-postCommission
control, take any precautionary measures necessgmsotect depositors, investors and
others to whom services are provided (Walkner aaelsiR2005).

If regulatory and supervisory standards set by sigu@'s differ, then one can
conclude that two banks operating on the same rmtake different requirements. If so,
then playing field for market participants is nevél. There is need for harmonization
of the rules and requirements, in order not toat®lthe basic principles of market
economy.

Cooperation and coordination among supervisorsusia under this setting. It
is based on the Directive 2006/48/EC, Article 13tcording to which [...J'the
competent authority responsible for supervisioncomsolidated basis and the other
competent authorities shall have written coordioatiand cooperation agreements in
place.” Supervisors cooperate and share information omalses of the Memoranda of
Understanding. These memoranda are bilateral agadlyenon-binding agreements. In
the case of home country supervision, supervisutbaity has to provide information
to the host authorities that are responsible fatesyic stability. In the case of
subsidiaries, home country supervisor, who is supi@g the parent bank on
consolidated basis, relies partly on informationtaoked from the host country
supervisors. Besides information sharing theresame issues that are solved between
home supervisor and subsidiary in the host cousidvice versadespite formal model
of supervision. Differing requirements and dupliciof supervision imposes large
compliance costs burden on banks. Padoa-Schiof@§2 mentioned that the HSBC
bank spends 400 milion USD yearly on complying hwitarious regulatory
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requirements. It represents 3% of its pre-tax goli De Larosiére Report (2009)
mentioned 1% of operating expenses to be the cangadi cost for large banks and

financial conglomerates.

2.2. Corporate Structure

“l do not believe you can do Today’s job with Yed&’s methods and Be in business
Tomorrow.”

Nelson Jackson

Cross-border activities of banks can be structuredhree different ways —
subsidiary structure, branch structure and mostntbc Societas Europaeatructure.
Primary organization structure is to establish lasgliary abroad. Subsidiary refers to
the least tight link between mother and daughtekbalt can be perceived as equity
participation only. Liability of the parent bank asmajority shareholder is limited.
However, issues of reputation and reputationaltahpannot be neglected in this case.
Cerutti et al. (2007) pointed out that HSBC, Barktspiritu Santo, ABN Amro and
KBC banks did not let their subsidiary banks goksapt. On the other hand, Citibank,
Crédit Agricole and Bayerische Landesbank banks wiad help their troubled
subsidiaries. Subsidiary is perceived as a locakha a host country, hence it is
supervised by host authorities, as was already ioredt, and has to use the deposit
insurance scheme of the host country.

Another type, a branch structure, refers to a éighhk, since branches are not
separate legal entities. They are operating unadekibg licence of the parent bank and
they are supervised by home country authoritieghigiorganizational structure, mother
bank cannot refuse to help its branch with the pttoe of ring fencing provisions.
Losses caused by wars, civil conflicts or interiamg of host country governments are
limited in this case as well. In the case of brasshhe top up principle allows branches
to use the host country’s deposit insurance schérttes coverage is higher in the host

country than in the home country.

2 Figure is likely to be higher than in the caseotifer European banks, since the HSBC bank operates
worldwide and overseas activities are considerable.
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The Regulation 2001/2157 allowed existence of tBecietas Europaea
companies, i.e. companies operating under commueng. Societas Europaeatatus
is available for credit institution as well. Theyarc operate under single legal
framework® in all countries of operation, where they estéblizanches. The only
relevant case so far has been the Nordea grouplelogroup is a banking group
operating mainly in the Nordic and Baltic countriisannounced a reorganization and
adoption ofSocietas Europaestatus. At the end of the transformation, there vgsion
of operation under Swedish law pursuing busines®anmark, Finland, Norway and
Poland through the branch®&sDespite the branch organization, these branchesfar
systemic importance in Denmark, Finland, Norway &weEden as illustrated in Chart
5.23 Operation of Nordea under the regimeSotietas Europaemeans that subsidiaries
which were supervised by host countries are supedvby Swedish authority after the

conversion to branches, i.e. home country sup@rvigrinciple is applied.

Chart 5: Nordea’s market share in the Nordic counties

Denmark Fintand MNonway Swedsen
Mortgage landing 17% 32%6 1256 16%
Consumer lending 15% 31%% 11%a 9%
Personal deposits 22% 33% T 168%a
Corporate lending 15% 35% 16% 4%
Corporate deposits 22% 37% 1636 21%
Investment funds 20%0 Z6%0 8% 1434
Life & pension 15%0 28% 1% 3%
Brokerage 17% 2% 3% 3%

Source: Mayes (2006)

Following Dermine (2005), there are arguments fache of the structures.
However, the paper concludes that following theepatanch structure is a myth at the
moment, because advantages of the subsidiary wteuate much higher than those of

the branch structure. In this summary, possibleailoazard problem is the reason for

L In fact, not only the EU law, namely Council Regfidn 2001/2165 and Council Directive 2001/86/EC,
but also law of the particular member state anébuarbylaws apply, as Dermine (2005) pointed out.

22 Nordea operates in Baltic countries via branchefNordea Bank Finland Plc. See Annex 2 for
organisational chart of Nordea Group.

%3 Nordea is of systemic importance in Estonia ojyegaas a branch as well. However the problem did
not occur by adoption ddocietas Europaestatus, since it was run as a branch of Norde& Bamand
Plc.
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subsidiary schem@. The paper points out that tBecietas Europaestructure is more
favourable than the branch structure as Welkew years later, we witness the
reorganization of the Citibank in Europe, which dise operate under the subsidiary
scheme and nowadays it moves to the branch stafété@xplanation can be found in
Cerutti et al. (2007). According to the paper, lotaes are established especially in
countries with higher corporate taxes, and they flmever regulatory restrictions on
banks entry. By contrast, subsidiaries are prefefoe the purpose of obtaining large
market share in retail segment which is not thee cafs Citibank Europe. Business
structure and profile of a bank seems to be of ésglimportance with respect to the
above mentioned points. It is obvious that in thesec of transition countries
privatization of the existing banks affected orgation structure as well. According to
Mertlik (2009), in some privatization projects thevas a precondition for all investors
in the process of privatization to keep the sulsidstructure”

From a policy perspective, it is obvious that, sintsk matters, parent banks
should be expected to behave differently vis-adbvenches and subsidiaries in times of
economic and political crisis (Cerutti, 2007). Ieo of the organization structure is
perceived to be better than other structures, baiike encouraged by supervisors to
adher to this structure. There are three basicerdifices mentioned - supervising
institution, limited liability and deposit insurame which are not the same in all cases.

From a perspective of the supervising institutimme can conclude that
authorities prefer to supervise banks by themseltresefore subsidiary structure is
preferred. In the case of a limited liability, bcanstructure will be preferred, since only
in the case of the already mentioned exceptiongdnent bank can refuse to rescue its
subsidiary. With respect to the deposit insuracanches can choose higher level of
deposit guarantee, therefore not to choose the luometry deposit insurance scheme,

if it is lower than the host country scheme. Intsaccase, problem of accountability

24 Limited liability of shareholders and asymmetnidormation between shareholders and debt holders
allows for expropriation of debt holders and inssréy increasing the riskiness of assets, i.e. risk
shifting. Subsidiary scheme hinders risk shiftikgr other reasons such as managerial resistanbk¢ pu
trading, corporate taxes, etc. see Dermine (2005).

%5 Corporate efficiency, reduction in operationakrigransparency, reduction of the VAT, and effitien
use of capital are the advantages discussed byiBe(2005). Dermine discussed also problems, which
should be solved regarding deposit insurance.

% Citibank Europe plc covers activities in Europebsidiaries in the Czech Republic, Hungary, Romania
and Slovakia have changed into branches most itgcent

" In fact, preconditions and the following agreerseate more restrictive. Owners are not allowed to
change the name of the banks as well. Mertlik (2008ntioned that it is the case Géska sptitelna
(owned by Erste Group),eskoslovenska obchodni banka (owned by KBC Bankfamegni banka
(with majority stake in hands of Société Généralahe Czech Republic.
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arises. Branch is supervised by the institutiormaly but uses a deposit insurance of the
country, where it operates. Deposit insurance fuelno means how to control the risk
of the bank whose clients it insures. As was alyeaéntioned, choosing the form of
corporate structure is important especially for ttev member states” supervisory
authorities, since the market share of the foreagmed banks is large and usually
systematically important banks are foreign owneaels

2.3. Problems of current supervisory structure

“The French supervisor oversees French subsidiaties German supervisor oversees
German subsidiaries and no-one has the full picafrtne major EU-wide banking
groups. This supervision is neither 'super’' nositu

Thomaso Padoa-Schioppa

Current home-host supervisory structure has diftel@proach to financial
institutions following their legal form. No douhitdt there are good reasons to do so,
especially tax reasons. However, practical diffeesnamong banks operating via
subsidiary and branch structure are limited, or lsarreversed as wéfl.A subsidiary
can be integrated to the parent bank much moreltigihhan a branch of other bank.
Should it happen, the host country will supervissubsidiary actually managed from
abroad, while home country will supervise a branah by a local management of the
host country. It is in contrast to the attitudespadctitioners in the field of banking
supervision, to quote Ingves (2007): “It is only emhthe framework for regulation,
supervision and crisis management match the astuaiture of financial markets, that
the negative externalities of financial crisis da managed properly.” Mayes (2006)
therefore suggests matching supervisors accordirthe reached level of integration
within a bank. However, such a demand is hardl\lieqiple in practice and means an
uneven playing field on the market. If one conssdehether today’s supervisory setting
creates level playing field, the answer is no. Mangklayers are supervised by various

supervisors. They face uneven requirenféngd use different deposit insurance

8 See inter alia Mayes (2006) and Schoenmaker arste®oo (2008), who refer to the risk management
and other issues that might be centralised in didrgiorganized banks, even though they are not
centralised in some banks operating via brancltsire..

29 See Chapter 1.1 for an example of differencesingption of the core capital.
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schemes. There is no level playing field for marletrticipants. The expected
competition among the EU countries” frameworks eeas an excuse.

Home country principle applied in the EU means that national supervisory
bodies are responsible for the supervision of bamkthe consolidated basis, i.e. for the
supervision of domestic banks and their foreignvas. Such a supervisor has a
domestic mandate and is accountable for the syststability in its own country only.
Therefore, potential negative cross-border spi#roweffects might be neglected.
Informational asymmetry might hinder the effortradtional supervisory authorities to
deal with cross-border effects — import and expbtontagion, if they are motivated as
well (Schultz, 2002). It is obvious that from thepsanational point of view such
supervision is suboptimal. Macro-prudential issuegsed out to be the biggest problem
of supervision. De Larosiere Report (2009) contairgsiticism of neglecting the cross-
border contagion and negative spill-over effectsieysupervisors as well.

In order to achieve optimal supervision, cooperatiand coordination of
activities is needed. Information sharing and coaijpen under the Memorandum of
Understanding are the usual tools how to deal wiih the EU. Their legally non-
binding nature is problematic since no enforcemergossible should failure happen.
Holthausen and Rgnde (2004) investigate the uskeoMemoranda of Understanding
under the branch structure setup and find reasdwystvis not sufficient. They point out
that “hard data” from balance sheets are easilpstemable, but “soft data” not
contained in balance sheets are usually not tramesfesufficiently. Moreover,
motivation of supervisors can differ with regardsfeecific cases. Reasons for closing or
not closing of a bank can differ in two countrigéghe bank is systemically important in
one of them, but not in the other one.

The Memoranda of Understanding are likely to lemadpportunistic behaviour
and moral hazard. Systemic importance in the copates country is likely to create
moral hazard. A supervisor is reluctant to help titeibled bank and relies on the
intervention of another country. Situation of sy®urs in this case is a typical example
of prisoner’s dilemma, to use the methodology afaane theory. In such a case, it is
obvious that the result of a game consisting adriréntion and forbearance will be the
forbearance of both supervisors. In the case tbt tountries are reluctant because of
the same reason, a troubled bank might go bankasptias already illustrated in Box 1.
In the case of branches, reluctance of the hositopsupervisors (or other authorities)

might be augmented since they are not accountabkuth a bank and leave the burden
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on the shoulders of the home country’s superviismMayes (2009a) points out, in fact,
closing of a bank is the only viable solution ietbank operating via branches is in
troubles and the domestic country is not willingatme to bail it out. Goldberg et al.
(2005) go further and mention that within the homost country setting home
supervisors have an informational advantage. ke aaf a distress they might not
inform the host country supervisors and thus allomtransfer of losses to host country
subsidiaries or for removing of assets from a slidny to a parent bank while letting

the subsidiary go bankrupt if a really serious feoboccurs’®

Box 1: Memoranda of Understanding during the finandal crisis

Cooperation of supervisors under the Memorandbraferstanding had
not been criticized before the crisis started, ibuvas not the primary issue
because emergency steps were not needed. Situclianged as soon ag
financial crisis appeared. Dendooven (2009) deedribe rescue of the Belgian
based Fortis bank with significant market share Limxemburg and the
Netherlands as well. He pointed out that infornmatiead not been reported

properly and each of supervisors had been waitingther supervisors to start

D

with the rescue of the bank. Hertig et al. (200@)auded the same in the casq
of French Dexia bank operating also in Belgium aogemburg. In both cases,
the banks were very close to collapse due to thersisors” reluctance to start
solving the problem. Lanoo (2008) points out thgieration under the
Memorandum of Understanding might be problemat&nean the national level,
as illustrated on the case of Northern Rock barnktha cooperation of the Bank
of England and the Financial Services Authority emthe Memorandum of

Understanding, see Box 2.

Current supervisory setting has proven to be @elawhich is however not only
due to the Memoranda of Understanding. It is bezafsthe general lack of prompt

corrective actions in the EU. Currently, supengsasually start to deal with a bank

% Goldberg et al. (2005) did not specify the methbds/ to shift assets or losses from one entity to
another. Besides genuine tunnelling methods, ondhiak of toxic assets being switched for non-toxi
ones, but practitioners of these practices aregimylfar more sophisticated.
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when problems have already gone too far. MayesVdadd (2008) point out that the
supervisors should have stepped in the Northerrk Rank few months earlier than

they did. If the bank operates in a cross-bordemmeg delays are even worse (Mayes,
2009a).

Box 2: The Northern Rock case

In summer 2007, problems in the Northern Rock bao&urred. From
today’s point of view, it is clear that the NorthdRock bank had rather liquidity
than solvency problems. The House of Common’s Ref08) pointed out
that the problem could have been solved and bamlavoided, if the reaction of
the Financial Services Authority (FSA) had beenngrd Mayes and Wood
(2008) add that the FSA had been informed abousithation of the bank much
sooner than the bank run started. They refer nigttorthe failure of FSA but to
the failure of the cooperation of the authoriti®sust is very important in the
banking sector and once it was believed that thehldm Rock was insolvent
and authorities did not send a clear signal, it avdsficult task to regain trust of
the market. One might conclude that when powers @sgonsibilities are
divided non-transparently, then the reaction isagedl, as was documented ir

Box 1 as well.

Currently used deposit insurance can create fudhesrsion in intensions of
supervisors. Failure of the transmission of infaiora within the framework of the
Memoranda of Understanding occurred during thenfirel crisis and was described ex
post (nter alia De Larosiére Report, 2009; Frait, 2009). Howetbere were also
neglected ex ante warnings, that information siganould not work, and calls for strict
rules with a mechanism to enforce them, sger alia Freixas (2003), Schoenmaker
and Oosterloo (2005).
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2.4. The Lender of Last Resort and Deposit Insurance

“He who pays the piper calls the tune”

British saying

Solvency problem is the last phase. Liquidity peab occurs earlier and not
necessarily leads to a solvency problem. It is wdiscussing whether external parties
are able to distinguish between a pure liquidiglgem and an early stage of a solvency
problem due to the information asymmetry (Boot, 209 If solvency problem is
expected to follow that of liquidity, such bank st end up in bankruptcy, if no
private solution (take-over) prevents bankruptay, taking into account banks that are
too big to fail, as these will be bailed out by gwsernment.

If a bank faces liquidity problems and it is necassarily an insolvency case, it
might be caused by poor liquidity management oresexternal shock or bank rdh.
According to Padoa-Schioppa (2004a), assuming matoterbank markets, pure
liquidity problem should be only a textbook examgtenight not, however, be the case
of a global crisis. When some external shock ogaaterbank market as a source of
liquidity can be suspended and otherwise solvenk Inaay end up in bankruptéy The
lender of last resort or emergency liquidity assise (ELAJ* aims at preventing such
development. There is something special about EL#e EU, since national central
banks are responsible for the liquidity provisionlliquid banks in the single monetary
jurisdiction (Schinasi and Teixeira, 2006). Thesenio centralised approach on the
European level.

Schinasi and Teixeira (2006) discussed the prablefrthe ELA provision on
the case of illiquidity of a large bank operatingrépe-wide, because it is not clear who
is ultimately responsible for providing of the EliAsuch a case. Should home country
principle be applied, i.e. central bank of the doynvhere parent bank is established
provide ELA for the whole group, or should centbainks of all involved countries
provide ELA for the respective banks depending ignidity needs of each entity?

There might be arguments in favour of the formetiaop highlighting centralised

31 The Northern Rock case is an example of a case ekternal parties did not evaluate the situation
correctly.

% Traditional view following Diamond and Dybvig (138

% Recent view based on Rochet and Vives (2004)

% Both terms are interchangeable. Both terms expnetdgidual liquidity assistance to the illiquid tis.
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liquidity management and supervision on the codabtéid basis in the home country.
Since liquidity problem is a problem of whole groupshould be solved jointly and
parent bank would distribute liquidity to the groupder this view. However, it would
mean that one country will potentially absorb &lé tcredit risk with impact on the
taxpayers in this country. This is one of the reaswhy national central banks are
responsible for ELA instead of ECB. Engagemenhef EECB would not be covered by
fiscal powers on the European level (Boot, 2007).

Accountability issues, neglecting the cross-boreeternalities and the moral
hazard as described in the previous chapter, demastt as important when considering
ELA provisions. Banks with liquidity problems migtiterefore end up in a similar way
as the troubled banks mentioned in the previoushajier in spite of the temporary
nature of their problems, which might be causeddiye external event. Cooperation is
much more difficult, since central banks are natpomsible for supervision in all
countries, hence they have to gain the informdftiom supervisors. Cooperation in the
case of a multinational bank is therefore more tlkamplicated. Padoa-Schioppa
(2004a) opposes that Eurosystem is capable ofraatid there is no need for doubts.
Contrary to critics, he considers thisnstructive ambiguify to reduce moral hazard.
Financial crisis largely confirmed the stance ofié%&Schioppa. The ECB provided
enough liquidity to resuscitate interbank markegnde it provided liquidity for all
banks facing liquidity problems. Situation was ‘gun¢” in the sense that banks in all
Eurozone countries were facing a liquidity probléefhere was a consensus that more
liquidity in the market was needed. Prior to thergy Boot (2007) had pointed out that
ECB would step in according to the Article 105 (@hapter 2 of Maastricht Trealy,
and quoting the first ECB president, Duisenbergs hot clear how a liquidity problem
will be solved in the case of a single multinatiooank’s liquidity problem that will not
be perceived as a serious threat for the finarstadility. Position of the ECB is not
clear, since on one hand it can provide ELA if regkdut it can also sterilize the ELA
of national central bank, should it endanger pstability (Scacciavillani et al., 2002;
Schiler, 2003).

To conclude the debate above, the Eurosystem atidar with respect to the

ELA provision. However, due to the nature of thisisy one cannot conclude that ELA

% The expression comes from Garry Corrigan, quateReaidoa-Schioppa (2004).
% Where one of the basic tasks of the ECB to beerhout through the ESCB isd* promote the smooth
operation of payment system*
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will work in all cases and one cannot conclude & provision will be effectively
provided in a case similar to the Northern Rockecddoreover, despite the Padoa-
Schioppa’s support of theonstructive ambiguityhe did not deflect the critique that
market participants might consider the ELA framewioadequate, what would push up
risk premiums. Market's perception of the adequatyhe ELA provision is worth
deeper analysis in order to learn whetbenstructive ambiguitygpproach or cleaex
anterules should be preferred in this case.

In the European financial supervision model, d#posurance is based on the
national level. Deposit insurance can be perceaged passive institution, more or less
just as a fund collecting money for the case ofdndxoth points are worth further
discussion. Since it is nationally based, it creatapediment for integration of the
supervision, based on non-national level. Goodhad Schoenmaker (2006) see the
problem of integration or division of supervisiangonjunction with fiscal competence
to deal with problems when they occur. As they argubank will be bailed out if social
costs of the bank failure with all consequenceseddhe costs of recapitalization on
national level. However, the bank will go bankrdetspite social costs of failure being
higher than costs of a bailout, if viewed on suptemmal level. Moreover, costs of
saving of a large multinational bank can be toohhig comparison to the fiscal
resources of the country, or as Goldberg et aDF20efer, the bank may be too big to
save®’ Therefore perfect supervision without associatedaf competences will result
in suboptimal solution as well. Dermine (2005) adids international accountability
issue to the debate. According to him, country wadrted supervision poorly should
bear the costs of bank failure.

Separation of supervision and costs associatett Wwénkruptcy of credit
institutions create incentive problems for supemgswith treating the problematic
banks immediately. If the deposit insurance fundls® the supervisory authority, such
as the Federal Deposit Insurance Corporation (FDMCjhe US, the incentive to
minimise costs is already incorporated, $eter alia Goodhard and Schoenmaker
(2006) or Mayes (2006). Mayes (2006) considersdéygosit insurance arrangement to
be the reason why the US system cannot be trangpotbe EU and calls for creation
of a European equivalent of the FDIC. However, bats out that in case of a large

multinational bank perceived to be too big to ftile existence of this institution may

37 Keeping in mind high level of government debt foif BU member states
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not be enough. Goodhard and Schoenmaker (200&fdinergo further and propose
creation of a special fund to solve these problesnsuld they happen.

2.5. Conclusion

“Experience is a good school, but the fees are High
Heinrich Heine

Current supervisory arrangement based on the icliviof supervisory
responsibilities between home and host country rsigmes and their cooperation have
been proven to be problematic at least. Since reopgnts differ slightly at least, there
is additional burden imposed on the credit insbig. Cooperation is crucial under this
setting. However, it is based on the legally nomdbig agreements. Since supervisors
have a national mandate and responsibility to raarfinancial stability of their own
country, opportunistic behaviour is very likely aacur. Especially during the crisis it
turned out to be inadequate. Supervisors did nareshinformation with their
counterparts and did not cooperate on the resctreufled banks.

Home-host supervision of banks follows the legatiust of the credit institution,
not its operational structure. Moreover, such dimiton creates an uneven playing
field for market participants - two credit instituts operating in the same country
might use different deposit insurance, or obey mbemevolent requirements of
supervisors due to the lack of harmonization oésuthe core capital rule might serve
as an example. Credit institutions are usually teeehange the legal structure. If an
institution of a high systemic risk importance cpes its legal structure and uses
branches instead of subsidiaries, the host cowupgrvisors will only be in the role of
spectators, not guardians of financial stabilityorbver, supervision is linked to no
fiscal responsibilities and means. There is a geablem of accountability on national
as well as international level. The rescue of dl@matic subsidiary of a multinational

bank will be an extremely difficult task.
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3. New supervisory framework

“Failure is simply the opportunity to begin agaihjs time more intelligently.”

Henry Ford

In previous chapter | have concluded that the cairsapervisory framework for
a supervision of credit institutions in the EU @t suitable for the current state of the
banking system in the EU. Many of the problems steym different requirements of
national supervisors and their unwillingness tararize rules and/or to cooperate. The
home-host principle following a legal structure regeto be impropriate since
operational structure differs to legal structureuribg the financial crisis we have
witnessed failures in cooperation and coordinatibnational supervisors with regard to
solving of problems of troubled credit institutioff$e fiscal responsibility is not solved
sufficiently; therefore it should be addressed ai.w

In this chapter the attention will be shifted fralescription of past development,
current state and discussion about problems okntusetting into future challenges.
The challenges are connected to the issues of regulatory and supervisory
framework. This chapter will be organized as fokowrirst subchapter presents basic
principles for regulatory and supervisory framewst&mming from the lessons, which
we have learned. The principles are rather supgatesh they do not reflect the latest
financial crisis only. We will present the critei@on which different proposals should
be evaluated. Section two will present various psas which emerged in past years,
analyse them and evaluate them according to tterieri Third subchapter compares the
frameworks of the EU and the US. It rather pointg the reasons why the US

framework is transposable. Fourth subchapter caeslu

3.1. Principles for the European supervision

“Supervisory structure should [...] adapt to markktvelopments and not the other way
around”
Dirk Schoenmaker and Sander Oosterloo (2008)
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3.1.1. Integration versus cooperation

In chapter one, we have shown, that the wholesaken is fully integrated,
while the retail market is still more a local buesss. The trend shows that also in the
retail market, cross-border activities are gainingportance. Another trend is a
centralisation of the risk management functiondh{(f®amaker and Oosterloo, 2008). In
chapter two, we have shown the problems of coojparamong supervisors within a
single country and across countries. Both groupauthors, those advocating deeper
cooperation and those asking for integration oesupors, accept the view of deficient
cooperation under the legally non-binding Memoraoiddnderstanding.

However, those, advocating deeper cooperation dtgighe problem is caused
by the legally non-binding nature of the Memorantaey state that it is not caused by
the philosophy that banks should be supervisedabymal supervisors and in the case
of multinational banks supervisors should cooperdtas philosophy says that the
majority of banks are still local, therefore proxynis very important. Only the
minority of banks are operating cross-border andpeoation can be achieved upon
legally binding agreements. Accountability issuesienportant as well. There is no EU
budget for potential bailouts. Domestic supervisirsuld be accountable for the banks
bailed out with taxpayers” proceeds in a particatamtry.

On the other hand, the supporters of some formhefEuropean supervisor
argue that the aim is to create the Single Marketther, the wholesale market is
already fully integrated, the interbank market d@na source of potential negative
cross-border spill-over effects, and thereby ieally makes sense to consider the
European market to be a single integrated marketrefore, common comment for the
creation of the European structure of supervisgdithiat it might be difficult to achieve
simultaneously a single financial market and sifpiin the financial system, while
preserving a high degree of nationally based supegm and crisis management with
only decentralised effort at harmonisatiofThygesen, 2003). Moreover, they argue
that in spite of the fact that most banks are dbinestic, those operating cross-border
are more important and create higher potential $gystemic risk. Regarding
accountability issues, missing European fund toecopossible bail-out costs is
perceived as a temporary state, which should bedah the future as well.
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When one compares both approaches, the cooperaticupervisors is less
legible for market participants. In the case of lbgally non-binding Memoranda the
cooperation might be illegible at all. The creatmfrexpectations is important as ex
ante corrective for bank management. Moreover, ckaranterules areimportant to
preclude panic and bank runs. In chapter two we ladneady illustrated impact on the
Northern Rock bank. Guttentag and Herring (1987hted out that in some cases bank
runs can not be terminated by ad hocintervention, if credibility was already lost.
They refer to the Continental lllinois bank casespite the effort of the US authorities,
who guaranteed all deposits during the bank ruigvied with 1.5 billion USD capital
injection of the FDIC, 0.5 billion USD capital imgon of the group of commercial
banks, 5.5 billion USD credit line from commerciadnks and commitment of the
Federal Reserve to provide unlimited liquidity, thenk run was not terminated. The
bank did not regain a confidence until theefactonationalization took place.

With the respect to the above mentioned facts artl the respect to the
financial crisis, most of the proposals suggesthim integration of the European
banking supervision and creation of some centi@lisgdy. Minority of the proposals
suggest deepening of cooperation and coordinatigdhinvthe current home-host
system. Some proposals go further, asking for ddmade banking supervision, but

such projects are not likely to be implemented.

3.1.2. Unified versus two-tier supervision

Market players are of different size and have d#fié radius of operation. Most
of banks are still domestic, operating in one counhly. They are followed by many
regional banks, operating in two or few countri@here are only few large
multinational banks that operate in all or most tbE EU countries. However,
Papademos (2005) concluded that 14 largest banésuaic for one third of total
banking assets in the EU. Differences among bamkisair size and range of operations
lead authors of various proposals to the two-tiesepervisory approaches. It implies
maintaining of the national supervision for locanks while adopting some form of
integrated supervision for the pan-European banks.

Problem of all two-tier systems is that it is mtgar how to sort banks in two

groups — multinational and national ones. Therenzaay banks operating in more than

33



one country, but still too small. When considerlagge multinational banks, we are
taking into account 30 to 50 financial institutidnsthe EU*® Another problem of two-
tiered systems in comparison with unified is thahditions for market participants
would be uneven. It is not acceptable for many eousts and politicians as well.
When concerning equality, in chapter two, we hawectuded that the current home-
host country supervision is the case of unequatrirent on the market as well. It is due
to the differing requirements of supervisors in leoamd host country. Such inequality
is easier to be accepted since it is a generatiptennot division set arbitrary. Of course
picking tens of banks to be supervised on the Eeandevel can be based on some
general principles as well; however there will b difficulties to accept®

Some authors aster alia Carmassi (2009), Mayes (2006) and Stern and
Feldman (2004, 2005) pointed out that these bahksild be supervised in different
manner than other because of too big to fail stafesigher supervision is justifiable
since these credit institutions (or financial camgérates) benefit from the perception of
being too big to fail and expectation of a bail-txeince lower costs of funding. This

view suggests that such framework narrows the nharke

3.1.3. Legal framework demands

The proposals can be divided also with regard te imtensity of legal
framework’s changes. Authors usually take into aotdlifficulties to face if change of
the legal framework will be need&y.Therefore Hertig et al. (2009) proposed an

integration of supervision within the framework thfe Maastricht treaty. However,

% Schoenmaker and Oosterloo (2005) suggest 30, Pactiappa (2004) suggests 40 and Srejber and
Noréus (2005) slightly more. Let it be 30, 50 oreqdhe dividing line will be set arbitrary, sinoe clear
rule for distinction is to be implemented. For thethodology of the identification of a systematigal
relevant financial institution, see Carmassi (2008)o provided broad overview of proposed methdds o
identification and discussed them. According to i@m (2008) the threshold of the EU merger control
regulation can function as a dividing line betweational and regional banks one hand and multinatio
banks on the other hand.

%9 Especially in the EU, where decision making prageds far from being simple, such attempts arg eas
to be blocked.

%1t is questionable whether EU can move towardsdgeneous framework, since only regulations are
automatically part of the frameworks of all memtstates. All directives have to be transposed by
national law-makers and the process of transpositisually leads to the differences among member
states and is the cause of heterogeneity. De leam8&eport (2009) pointed out that in the caseradts
transposition various interpretations are possblevell, what amplifies the problem.
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overwhelming majority of the proposals assume tetnges of the legal framework
will be needed, at least to some extend

Mayes (2006) analysed the framework for financigdesvision of ideal world,
meaning homogeneous regulation. Under the conditioh homogeneous legal
framework, he pointed out, that supervision usaabfnational level will be suitable for
an international i.e. the European level in ourecas well. However, some division of
powers will be needed due to the organisationakaes, to make the system
manageable. Mayes therefore proposed supervisionlooél banks by local
representatives, while multinational banks would dopervised by the Europe-wide
supervisor. This approach is similar to the Italimodel of financial supervision.
Mayes, himself, looks on this concept as a wrongr@xh to the solving of the
problems of the supervisory structure. Of coursede not live in an ideal world and it
is not likely that we will soon, despite the effotb integrate national markets to the
European one. The idea to analyse a frameworkhfsMayes” ideal world might seem
pointless, but it provides us with important inggyhsince we know the differences
between real and ideal world.

For the European level, the insight of Mayes a$ ssiinteresting with regard to
Societas Europaestatus and particularly for the existence of tloedda group, the first
banking group to adopt this legal form. The framewander which it operates is
homogeneous. Holthausen and Rgnde (2004) analysgdsupervision on a national
level will be suboptimal in the case of this group.

Padoa-Schioppa (2004a,b) looks on the problem aidgeneity of the legal
framework from the different point of view. He doest consider the creation of such
environment with the view to promote another sugsemny structureper se He
considers further integration to be a tool subsaintreducing costs of compliance for
financial institutions operating in more than owoeiatry. This view is in accord with the
view presented in Chapter one, where we have pbmig that regulatory framework is
heterogeneous what is a source of inefficiency emedtes huge compliance costs for
banks. This view was accepted by the De LarosiegpoR (2009) as well. Since
compliance costs are transferred to customers,riogv¢he costs for customers could
motivate legislators to exert much more effort teate homogeneous legal framework
for the EU and national legislators to transposeléigislature in the EU member states.

In a longer time horizon this debate about idealldvavith a homogeneous legal

framework in the EU hence supervision for homogesemarket might seem more
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realistic. The question is, whether policymakenssider the legal framework to be time
invariant or whether they admit a need for changebe legal framework to enhance
inter alia supervision. If sooner is true, they must be lagkior an instant form of a
supervisory structure immediately available andeatd work under current legal

framework.

3.1.4. Summary

To sum up above discussed differences in propotedg,can be divided by the
intensity of change. While some of them are revohary, other proposals are
evolutionary. We would like to put a stress on #iéitude of Schoenmaker and
Oosterloo (2008) and set their attitude to be a&h@nciple for changes in supervisory
framework: “supervisory structure should [...] adapt to markd¢velopments and not
the other way around.’Hence, evolutionary proposals taking into accaogortance
of the path-dependency principle, understandingdtfieulties of institutional changes
especially in the EU and need for robust institgiovill be perceived to be superior to
the proposals normative, taking place in a vacuweglecting historical time and needs
of institutional stability. Another important featu of the proposal which will be
advocated is legibility of the concepts towards keaparticipants. Transparency means
that expectation of market participants should banbiguous. Cleagx anterules will
be perceived to be superior to ad hoc interventamuscorrections.

In previous chapter we have described the problgintsirrent supervisory and
regulatory framework. Cooperation of supervisorsdamthe legally non-binding
Memoranda of Understanding turned out to be incigffit, due to the incentive
problems and differing objectives of national swmors. Taking the problem from
broader perspective as a debate about a natiomslissd&curopean supervision, one
should take at least one hindsight from the ldfiiesincial crisis. As Carmassi (2009)
pointed out, supervision is still based on a locatro-prudential basis. It reflects
historical development when financial systems watber closed. However, financial
systems became more interconnected and as Carpaissed out source of risks
changed due to the use of various novel finanaistruments. If risks connected with
banks” operation have changed, supervisory framesloould take them into account.
In chapter 1.2 we have concluded that the wholeseleket is fully integrated while
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retail is still fragmented. Padoa-Schioppa (200%seg already pointed out that if market
risks are connected with integrated markets (singieket) then also supervision should
move to the European level.

Legal structure of banks differs from organizatistructure and results in a
mismatch of supervisory and organizational strectof banks. The problem of
accountability arises due to the separation of isugien and deposit insurance. When
concerning the ELA provisions, situation is the sawith the only exception that the
latest financial crisis did not test the ELA prowiss due to the prompt liquidity
injection of the ECB. Supervision of multinatiortznks with systemic importance in
more than one country is another problem undectineent setting. In next subchapter
we would like to discuss other possible arrangem@moposed so far. We will use
generally accepted criteria originally proposedSshoenmaker and Oosterloo (2005)
augmented by the deposit insurance and public spgmelated issues. Despite the fact
that this part will be considerably based on thpepaf Schoenmaker and Oosterloo
(2005) different proposals will be evaluated.

Criteria originally proposed by Schoenmaker andst®doo (2005) are as
follows:

1. Effectiveness of supervision

2. Efficiency of supervision

3. Financial stability

4. Competitiveness of financial institutions
5

. Proximity to financial institutions

Effectiveness of supervision is perceived as ailityalto supervise financial
institutions on the consolidated basis as a whoteta be able to supervise all parts of
their business. This is important especially with tespect to the multinational banks,
not as much regarding local players where the sigen is perceived to be effective.
Efficiency of supervision means that institutionsl Wwe supervised by one supervisor
only, duplicity in supervision will not occur. Omeight consider this problem to be of a
minor importance, only as a problem of time constiomp or even think about
enhancing effectiveness by doubling the superviskbowever, Basle Committee on
Banking Supervision (2003, 2004) and Mertlik (200®)m the experience from Czech
Reiffeisenbank suggest that duplicity of supervisioight lead to diverging or even

opposite requirements of supervisors. Considefggfinancial stability, cross-border
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externalities and possible contagion should bentak® account. In other words, this
criterion will be fulfilled if the financial stabtly of all countries concerned will be
protected. Criterion of competitiveness expresseseed to create a level playing field
for all institutions concerned and not to creatditahal burden on them. The rationale
behind the last point, proximity to financial irtetions, is the belief that supervisors
endowed with local knowledge can better supervismntial institutions.

3.2. Proposals for a new financial supervision

“If two men on the same job agree all the timentbee is useless. If they disagree all
the time, then both are useless.”

Darryl F. Zanuck

The criteria set in the subchapter 3.1.4 will ippleed on following proposed
supervisory models: structure similar to the lalgupervisory structure proposed by
Padoa-Schioppa (2004b), the European System ohé&iadaSupervisors proposed by
Schoenmaker and Oosterloo (2008) and the Choicedbasproach proposed by Hertig
et al.(2009). They will be compared to five supsovy models originally evaluated by
Schoenmaker and Oosterloo (2005). In total, thexé8amodels to be evaluated:

1. Choice-based approach (Hertig et al., 2009)
European System of Financial Supervisors (Schoeanaid Oosterloo, 2008)
Italian structure (Padoa-Schioppa, 2004b)
Home-host structure (current)
Home on the national basis
Home on the European mandate basis

Central European supervisory body

© N o o B~ WD

Host on the national basis

The choice-based approach is a conditionally eénéd approach, what means
that countries can both opt-in and opt-out for B@B supervision. It will be described
in detail in subchapter 3.2.1. The European Systénfinancial Supervisors is a
combination of centralized and decentralized corepts It means a creation of a

centralized body, but still leaving part of competes on a national level. It will be
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described in a detail in the subchapter 3.2.2. fd&an model is a centralized model
with decentralized fragments. Transposition of thBan model on the European level
will mean division of credit institutions to thobeing supervised by a central body and
those being supervised on a national level. It W@l discussed in a detail in the
subchapter 3.2.3.

The rest, i.e. the models originally evaluated Sshoenmaker and Oosterloo
(2005) will be discussed in subchapter 3.2.4. Tévadrhost structure means that home
country supervises a financial institution and btanches. Host country supervises
subsidiaries only. It is already extensively ddsedliin chapter two. Therefore it will not
be discussed in detail again. Last four models elldiscussed briefly. The *home on
the national basis’ structure expresses the piimcifhat home country supervises
activities of the whole financial group i.e. both branches and subsidiaries. Supervisor
is responsible for needs of home country. The “hamehe European mandate basis”
structure is rooted on the same principles, howeviéh the responsibility for all
countries involved. Central European supervisorgiybolearly means a creation of a
single supervisor responsible for the whole EU. Thest on the national basis”
structure means that all financial institutionsIviié supervised in the country, they

operate.

3.2.1. The choice-based approach

The choice-based approach was proposed by Hedggand McCahery (2009,
HLM from now on). Under this approach, the EU mendiates are able to both opt-in
and opt-out for the ECB supervision. It means tmaintry that opted-in may delegate
supervision of the multinational banks to the EGH®I &eep supervising other banks.
Therefore, it is a proposal for a two-tiered summry model. This approach is very
interesting indeed. HLM mentioned many advantadgethis proposal, let us briefly
sum them up. This proposal is designed for the rsiggen of multinational banks
operating EU-widé? It is based on the agreements between the ECBrempéctive
member states. Bilateral agreements allow for lfliéiky, they can be tailored to respect

country specific needs.

“I They assume 50 banks to have this status.
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The article 105 (6), Chapter 2 of the Maastrictealy provides a legal basis for
this proposal:“The Council may, acting unanimously on a proposedm the
Commission and after consulting the ECB and afteceiving the assent of the
European Parliament, confer upon the ECB spec#gk$ concerning policies relating
to the prudential supervision of credit institutsoand other financial institutions with
the exception of insurance undertakingSince the approach is choice based, there is
no need for an agreement of all member stateseftiver execution is much easier.
However, as the Article 105 (6), Chapter 2 of thaastricht Treaty states, unanimity is
needed to allow the existence of the model. Ordy ttountries will be able to opt-in on
the case by case basis. Nevertheless, one canwigneldLM, who consider this to be
the most important advantags-a-visother proposals.

Assessment according to the criteria: Authors suggest that this approach is
more effective then the current setting. In factupervision of majority of banks would
stay unchanged. The debate is only about 50 latpedts where the ECB supervision
would replace supervisors of the countries thatédm. Thereby fewer supervisors will
have to cooperate. Supervision of these institstaould be therefore more effective.
However, if only few countries will opt for the EC&upervision, it will reduce the
number of supervisors which have to cooperate ahightly. 2. The problem of
duplicity is limited to some extend by better canedion. 3. Financial stability would
be improved substantially since banks supervisedheyECB would be those of a
systemic importance and the ECB would have a dotiake into account financial
stability of all countries. 4. Establishing a systevith differentiated approach to the
banks according to their size would violate thengple of level playing field for all
participants on the relevant marké6. Large credit institutions, themselves, areingll
to integrate the supervision, to have counterpasame size so this criterion is fulfilled.

Main problems of this proposal are as follows. Sarountries, where top 50
banks do not operate or are not of systemic impogaas in Slovenia, or Baltic
countries, would not feel the difference thereftreir willingness to join is limited.
According to the proposal, countries are alway® ablopt-out. Unstable institutional
framework might be a result. Opting-in or opting-oepending on a political cycle in
countries is indeed wrong signal despite the faat HLM suggest that arrangement is

advantageous for all countries in the example. Agoproblem is that opting-in of one

“2 For justification of such differentiation see shapter 3.1.2.
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country will affect activities of the banks abroad well. HLM mentioned thdthe
agreement will thus have to take into account ig-guropean impact’without
concrete provisions. HLM pointed out that countpfing-out in case that opting-in will
turn out to be a mistake has nothing to loose. dstgocialist countries we have
witnessed that building new supervisory institutida not as easy as one can think.
HLM therefore neglect the institutional stabilitysues and the process of institutions

changes.

3.2.2. The European System of Financial Supervisors

Schoenmaker and Oosterloo (2008) propbsed creation of the European
System of Financial Supervisors (ESFS) by the EemopFinancial Agency (EFA)
cooperating with national supervisors. Accordinghtem, main advantage of the ESFS
is that it will create the European framework, ih@rmonization of the supervisory
requirement¥, thereby level playing field for all market paitiants. The ESFS will be
responsible for a financial stability of all EU atdties therefore problem of neglecting
of cross-border spill-over effects would be addeds3he ESFS will be responsible for
both branches and subsidiaries of banks with doosder activities. Simultaneously,
day to day supervision will be carried out by nagsibsupervisors endowed by a local
knowledge therefore subsidiarity principle would lag@plied. This approach is
conceptually similar to the creation of the Eurap&gstem of Central Banks (ESCB).

For small to medium banks impact will be limitethce they will be supervised
by a national branch of the ESFS. The larger thk lsad more cross-border operation
it has, the higher the impact of the ESFS would H@monization of a supervisory
requirements, principles and institutional backgbwould be beneficial for all cross-
border active participants by means of lowering @impliance costs. Large
multinational banks would be supervised by the lagakervisor, i.e. a national branch of
the ESFS where a bank is founded. This will solvgrablem of duplicity of
supervisors, since banks will report to a singlpesuisor, who would have to provide

information to all other involved national branchadsthe ESFS. Host authorities have

43 Advocated by Lannoo (2008) as well

“ They advocate harmonization of regulatory framewas well.

5 The ESFS was originally part of the roadmap tadttb the creation of the ESCB in 1998. See Lannoo
(2008) for details.
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to cooperate with a lead supervisor. If host autiesr consider that their interests are
neglected, they can ask the EFA to overrule a leagervisor (Schoenmaker and
Oosterloo, 2008).

Assessment according to the criterla Authors suggest that this approach is
more effective then the current setting. In fact,the supervision of the most of banks,
nothing will change. The larger the bank the higherimpact will be. Cooperation will
be enhanced since distribution of competences wbaldnore legible therefore this
model would be more effective. 2. Problem of duplits solved*® 3. The EFA as the
highest decision-making body would be responsilole & financial stability of all
countries hence financial stability should be inyaeh. 4. Harmonization of all reporting
and supervisory requirements under one systemallav for the existence of the two-
tiered supervisory system without breaching thellglaying field for all participants.
5. Proximity of the supervisors would depend hgawih the level of integration of
internal procedures in banks.

Following the arguments of Mayes (2006) that thése an insufficient
harmonization of the institutional framework in tB&) countries, creation of the ESFS
aimed at harmonization of supervisory requirememd supporting harmonization of
regulatory requirements at the same time is welcarhes approach satisfies demands
of Padoa-Schioppa (2004b) to minimize huge compéarosts as well.

This approach is very close to the home countpesusion structure, but it
incorporates the EFA as the highest decision-makody. However, from the proposal
it is not very clear how the medium sized regioahks will be supervised. Banking
groups as Erste group are of systemic importandbenCEE countries, but still too
small when compared to largest ones. From the gadpbis not clear, what are the
principles that have to be implemented for bankdhés one. All above mentioned
features are heavily dependant on an arbitrary dsating line to divide banks
according to their size. Lannoo (2008) pointed that threshold of the EU merger
control regulation can function as a dividing linetween national and regional banks
on one hand and multinational banks on the othadhklence this proposal can be
perceived as incomplete and needs a more detasripgsn since it is not solving
cross-border externalities of medium sized regidnaadks. It is obvious that proposals

¢ Schoenmaker and Oosterloo (2008) do not go muchtire details of the supervision for the group of
small and medium sized banks. Since modificatioharhe country supervision model is used for group
of large banks, one can expect the same principtehis group as well.
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in last two years were more oriented towards glehals solving problems than general
proposals for the EU. From the perspective of thS42 countries, where usually
regional consolidators are active, these proposats less interesting. Authors,
themselves, are very cautious about the implementatsince a unification of
frameworks is not achievable easily.

Since limits the resolution of the EFA are too dprone might fear the
bankruptcy of a troubled bank, should a supervisagree with a leading supervisor
and the decision-making procedure would be delap@dther point to be solved is a
fiscal responsibility in the case of the ESFS alyementioned by authors. They suggest
that fiscal responsibility should reflect the creatof the ESFS. According to Lannoo
(2008) who advocates this approach as well creatidhe European Resolution Trust

is needed.

3.2.3. The Italian model of supervision

Padoa-Schioppa (2004b) presented a vision of ergigpry structure which will
fit to the today’s banking market in Europe. He dmt call for the implementation of
the Italian model of supervision explicitly. He lrat pointed out principles, which
should be applied for creation of the frameworko3ér who know Padoa-Schioppa’s
work and the Italian supervisory model see thalatrly fits to the requirements and
principles that Padoa-Schioppa presented.

The Italian model is a typical two-tiered supeovisstructure with the central
bank - Banca d’ltalia as an institution responsibiethe banking supervision. Most of
the banks in Italy operate within a region or egesingle city. In 1998 more than two
thirds of banks operating in Italy represented tinieup (Padoa-Schioppa (2004a).
Those banks are supervised by a local branch ofe¢h&al bank. All other banks that
exceeded the regional size are supervised by dwdgoarters of the central bank, which
cooperates with its local branches.

Level playing field for all banks is enabled byethsame supervisory
requirements for banks despite varying supervisothe context of the proposal for the
European Union, levelling regulatory and superwisibamework isconditio sine qua
non. Therefore, the preparatory phase for the implentiemtaf such proposal will be a

long process. However, as already mentioned, unévstitutional framework is a
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serious obstacle for any change of supervisory éraonk leading to a creation of the
framework with foundation on the European level.

This proposal means a creation of a centralizetbffgan supervisory body
either within the ECB or independent of the ECBwtiuld be responsible for banks
with cross-border activities, where it would act asonsolidated supervisor which
would have full responsibility for supervision amdll coordinate the activities of
national supervisors. As in the lItalian case, bamerating within a single country
would be supervised by a national supervisor. Ingmradvantage of this model is that
not only few arbitrary set multinational banks weblle supervised in different manner,
but all banks that would exceed a national impadawould be supervised by a
centralized body.

Assessment according to the criteria The impact on banks would be similar
as in case of a creation of the ESFS. In fact,af@upervision of most of the banks,
nothing will change. The debate is only about bamparating cross-border, where the
European supervisor would act as a lead superaisdrwould coordinate the activities
of national supervisors. This proposal encompas#iebanks operating cross-border,
not only the largest ones. Cooperation would bearoéd since distribution of
competences would be more legible, therefore tladehwould be more effective. 2.
The problem of duplicity would be solved. 3. Thehauity as the highest decision-
making body would be responsible for a financiabsity of all countries hence
financial stability should be improved. It is impamt to note that national supervisors
will supervise banks with lower importance, whilese of systemic risk would be
supervised by the European authority. 4. Harmoiwigadf reporting and supervisory
requirements under one system would allow the exes of a two-tier supervisory
system without breaching the level playing field &l participants. 5. Proximity of the
supervisors would be satisfied as well.

Important point to be solved, as in the case eEBFS, is a fiscal responsibility.
Fiscal responsibility should reflect a creation af centralized body. Fiscal
responsibility, shifting of competences and losswabervisory sovereignty are serious

obstacles for the implementation of this proposal.
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3.2.4. Originally evaluated models

Models already evaluated in original paper presserity Schoenmaker and
Oosterloo (2005) will be discussed only brieflyidtbecause some of the models are
very theoretical and are unlikely to be implement®tbreover, there is no need to
replicate what was already presented by the authdfge original paper and what was
accepted by othefd.The home-host supervisory model is the currentehadd it was
already extensively discussed in chapter two.

The “home on the basis of a national mandate” ihodeans that a home
supervisor supervises the group as a whole regardliea branch/subsidiary operational
form with a national mandate. Therefore, a natidimancial stability, national fiscal
needs and other national aspects are taken intmaconly.

On the other hand, the “home on the basis of th®iean mandate” assumes
that a group is supervised as a whole regardleasodnch/subsidiary operational form
with the European mandate. Therefore a financetilty, fiscal needs and all other
aspects of all countries involved have to be takém account. Home supervisor is a
lead supervisor in this mod&.

The “central body on the basis of the European dati assumes a
centralization of the supervisory powers in hanfi®& @ingle European institution. It
does not mean that national supervisors will céa®xist. It means that a central body
will act as a consolidated supervisor, with fubpensibility for the coordination of the
activities of all subordinated bodies.

The “host on the basis of a national mandate” rhoaans that host supervisors
can take over the supervision of both subsidiarg Branch, if they consider that
activities of a bank are significant in a countngdashould by supervised by the
authority of a host country. It will mean eithersaspension of supervision on a
consolidated basis or full reliance on host coustrgervisors. Evaluation of all above
mentioned supervisory structures is presented loheT2

" Inter alia Mayes (2006), who completely adopted evaluatioBafoenmaker and Oosterloo (2005).

8 Schoenmaker and Oosterloo (2005) were alreadisnpaper before crisis considering the European
System of Financial Supervisors as a combinatiofihofe on the basis of European mandate” and
“Central body on the basis of European mandate”aisoals described in their paper.
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Table 2: Evaluation of supervisory structures

Criteria

1. Effectiveness 2. Efficiency of 3. Financial 4. Competitiveness 5. Proximity to

Supervisory sfructure of supenvision supervision stability of financial firms financial firms

A Home and Host (current
system)

+ +_ +[_ +/ +

B. Home on the basis of a
national mandate % + - + +

C. Home on the basis of a
European mandate E * * % ¥

0. Central body on the basis
of @ European mandate

E. Host on the basis of a

national mandate *- + _ R 5

Source: Schoenmaker and Oosterloo (2005)

The “home on the basis of a national mandatetuesor to the current system
in the efficiency and competitiveness criteria lhsea it eliminates duplicity of
supervision for subsidiaries. However, the onlyr&daming, the financial stability issue
is very important obstacle for the implementatibleglecting the cross-border spill-
over effects is unacceptable ade factodisqualifies this proposal. The “home on the
basis of a European mandate” is rated as superiall bther models. Authors suggest
that it should be a basis for the future ESFS mddelvever, in their evaluation, there
is an assumption of existence of some centraligely thereby already a combination
of C and D models from the table instead of gen@nmodel as was supposed to be
evaluated. The “central body on the basis of Eumopmandate model” faces the
problem of being too far to small national banksréfore proximity criterion is not
met. Last model “host on the basis of a nationalaiage” goes against the objectives of
a creation of the Single Market. It will mean aerse of integration and fragmentation
of the market, not allowing operation via brancbts

In spite of suggestion that model C is superioaltmther models if executed as
the ESFS, Schoenmaker and Oosterloo (2005) wahadoth the ELA provisioning

and fiscal responsibilities should be shifted taespond to the changes in supervision.
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3.3. Why is the US supervisory model not applicable in the EU?

"Make everything as simple as possible, but nopland
Albert Einstein

This subchapter will be devoted to a brief desmipof the US supervision to
explain the differences of both systems and ratheoint out important impediments to
the application of the system for the EU than wppsse the system for the EU.

First of all, we would like to remind that the WSa federation of states while
the EU is an economic and political union of sougrestates. There is a huge federal
budget in the US which allows for redistribution @rg states. In the EU, there is a
common budget, allowing for redistribution as wbllt it presents only a small fraction
compared to national budgets. Moreover, any questielated to the redistribution
among sovereign states are politically sensitivee @nsensus is hardly achievable. This
involves bail-outs, deposit insurance and lendelasf resort issues. All of these are
nationally based in the EYS.According to many authors this is a strong impesitn
precluding the EU from a serious integration offitencial supervision, sdater alia
Boot (2007), Dermine (2005), Godhard and Schoenm@@06), Mayes (2006) and
Schoenmaker and Oosterloo (2005).

In the US the most important institution with thmespect to the banking
supervision is the FDIC. Therefore, there is sirdgposit insurance at place, and it will
bear the costs of a bank failure regardless oktage where the bank operated. In the
EU deposit insurance is still a national businass i is rather passive institution as
already mentioned. It is not responsible for thpesuision. Of course, not only the
FDIC is responsible for supervision, it shares cetepces with the Federal Reserve
(FED), the Treasury and the Securities and Exch@uaogemission (SEC) since Gramm-
Leach-Bliley Act®™ Forbearance to act is eliminated by direct ins@stito take prompt
actions with a view to minimise the costs by thd@®D

Federal institutions have stronger mandate andlgacknks harder as their
European national counterparts. Decision-makinggutare is much prompter with a
federal mandate as in the case of cooperation diebowith national mandate.

“9In the case of the lender of last resort, thew déscussion in chapter 2.4 that in some casegipasl!
crisis, the ECB might serve as a lender or lagirteso.
%0 See Carmassi (2009) for further details.
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Supervision in the EU is heavily dependent on coatpen of national supervisors.
Regardless of the existence of coordination mesharas proposed above by creation
of the ESFS or other mechanism, reactions will &laykd in comparison with the US
reactions.

There are, however, some other characteristics rfete supervision more
difficult in the EU. As Mayes and Wood (2008) p&adtout, there are about 10 banks in
the US, which are perceived to be too big to faithe EU, there is a couple of banks in
each of the member states that are too big to tfakefore in total there are tens of
banks with a too big to fail status in the EU. Téfere even if, there would be a single
European supervisor, a single deposit insurance fumd common budget, the US
model is still not applicable since, one can nadgme closing of largest bank in one of
the Baltic countries despite marginal “EU markdtage and marginal importance on
the EU level. Mayes (2009b) pointed out that in tHe problems of most of troubled
banks were solved without taxpayers fundihghis is a result of strong mandate of
supervisor, robuséx anterules. It allows authorities to solve the probleofigroubled
banks sooner than they become truly insolvent.

The EU supervision is based on the supervisionocél banks, since retail
banking is still a local business. Micro-prudentglpervision is usually working
properly, but due to the fragmentation of supeovison a national level, macro-
prudential issues of systemic risk and cross-bocdetagion are not fully taken into
account. Since the mandate of the US supervisara federal level, macro-prudential
issues and contagious effects are fully takenactmunt.

Until now, the EU was not able to enforce levejulatory framework in all
member states. It is obvious that the decision-ntakn the EU is too complicated to
allow needed changes to be implemented therebgatthrthe system similar to that of
the US. “National specifics” are usual argumenti@aying a harmonisation of “local
banking industry”. However integration of a wholesbanking is much more advanced
than the EU’s ability to follow this process.

This is, however, not an impediment to implemeatip of the US framework,
which are applicable and has proven to be efficiethe US. Mayes and Wood (2008)
pointed out that there is no Prompt Corrective dwcton the EU level as it is in the US

even though such framework is applicable in thedsUWvell. Mayes (2009a) described

°1 At the time when conference took place, there vi@@ banks successfully solved in the US without
additional funds.
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the Structured Early Intervention and ResolutioBIf§ as a European version of the
US Prompt Corrective Action (PCA) originally progasby Benston and Kaufman in
1988 and adopted three years later in the US. T@® B based on a verification of
capital ratios namely total risk-based capital, lieccapital and leverage. Banks are then
sorted in categoriés which subsequently determine their treatment. Bions are
either mandatory or discretionary. Mandatory prowvis have significanéx anteeffect,
providing strong incentive to shareholders to riedipe the bank in advancaFor the
EU, working under today’s Memoranda of Understagdframework resulting in
forbearance of supervisors as described in ch&p8ra clear rule, which will trigger
the action, is welcome.

Implementation of the SEIR in the EU would need antonization of the
regulations and minor legislative changes. It wheady mentioned that a federal
mandate of the US institutions enabled harder agkbf banks. It is questionable
whether European national supervisors would ber@gsenough to start the procedure
with a strong European bank operating in few EUntoes. If not,ex anteeffect might

be undermined as well.

3.4. Conclusion

“Whosoever desires constant success must changeidict with the times.”

Niccold Machiavelli

From the discussion above about possible supeyisoodels the first
conclusion is that finding a solution is about Inalag trade-off effects. None of the
proposed supervisory models is easily achievahiesatisfies all the demands imposed
on the supervisory model for the EU at the same.tilowever, there are mentioned
important features of such supervisory model asighrierequisites. Even though models
themselves are concerning organizational stru@ndesetup of supervision, authors see
that changes they propose are only a part of a foodamental change that is needed.

There is a serious need to narrow a regulatorydveonk of the EU member states, to

2 PCA has 5 categories, UK has decided to implensgatem of the SEIR with 3 categories, and
originally proposal system had 4 categories.
See annex 3 for details.
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create a homogeneous framework or at least to cgavi® homogeneity gradually.

Harmonization of regulatory and supervisory requieats is an important precondition
for the integration of supervision within the EUardmhonization of the regulatory

framework is then perceived as necessary conditvbile harmonization of supervisory

requirements is needed to preclude from discorifiramd sudden change for market
participants. Prior to implement sufficient supsory structure, framework for a

banking supervision related spending on the EUIllskieuld be solved. Without these
steps, profound change of the EU supervisory fraonkews not possible. These tasks
are, however, enough for many years ahead duestodimplicated and slow decision-
making procedure in the EU.

Mentioned proposals are based on both centraliaed decentralized
approaches. However, in fact, the outcomes do niberdso much. Centralized
approaches do not mean creation of a single cebwdly to replace all national
supervisors. It only means that the final respalisibwill lie on the shoulders of a
central body. From the comparison with the US, eéemss that some level of
centralization meaning a creation of a strong aitghthat will be assertive enough to
tackle banks much harder and sooner as it was enBUd until most recently is
justifiable. Centralized body would be responsilecoordination of (former) national
supervisors what would replace failed legally namdmg Memoranda of
Understanding. This is, however, difficult to be pilemented as well seeing the
resistance of authorities to give up sovereigntyg awoliticians giving up national
competences. From the perspective of politicianecedtralised approaches are
considered to be more feasible in the EU.

Decentralised approach means that ultimate redpibtyslies on the shoulders
of a lead or consolidating supervisor, who woulddrened for each multinational bank.
This would mean a creation of many supervisoryegabs consisting of conditionally
sovereign supervisors who have to cooperate. Gondltsovereignty expresses the fact
that a supervisor is ultimately sovereign onlysifin a position of a lead supervisor in a
college, otherwise sovereignty is limited by a lestpervisor. As the practice of
Memoranda of Understanding has shown, cooperatiom@aonstrained supervisors did
not work properly. In this view, country-wide coordtion seems to gain importance in
this trade-off issue between sovereignty and cgumide cooperation. However, as

already mentioned shift of accountability should fodowed by the shift of fiscal
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means. It does not mean necessarily higher spendlinghould rather express a
preparedness to act hence enforce market discigiaate

Two-tiered models are very similar to the centedi models. Their objectives
are the same, to provide adequately strong supesvier large multinational financial
institutions (conglomerates). The way how to achielv might look very different.
However in both cases impact on small banks opeyatithin a single country would
be very limited if any. The main difference betwesmtralized and two-tiered models
is in a treatment of banking groups operating ctassler, but not large enough to be
treated by a centralized body. Regardless of thmeshiold that would be chosen,
continuity in supervision of banks following thegrowth is preferred, based on the
elementary criterion of Schoenmaker and Ooster®®®§) that‘supervisory structure
should [...] adapt to market developments and hetdther way around.”

Even though some proposals to enhance the supgnfimmework in the EU
are applicable quite easily, as for example thariptoCorrective Action proposed by
Mayes (2009a), effect will be much stronger whepliag jointly with a profound
change of the institutional framework as statedvabdherefore, to achieve integrated
supervision on the EU level, many institutional mypas are needed. Unfortunately, no
instant form of convenient institutional framewoskxists. Transition from one

framework to another one related to essential abaigyalways a long journey.
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4. The EU response to the supervisory failures

“Change is hard because people overestimate theeval what they have and
underestimate the value of what they may gain pgithat up.”

James Belasco and Ralph Stayer

In previous chapters we have described the curesntlatory and supervisory
framework in the EU and analysed major shortcomofgbe current system. All major
problems were summed in chapter 2.3. In chaptee Bave set basic requirements for a
new supervisory model, set the criteria for evatuatof competitive supervisory
frameworks, described and analysed various sumewieodels and proposals. Further,
we have concluded that despite formal and orgapizalt differences among models,
basic principles are quite similar.

In this chapter we will describe and analyse thividies of the EU aimed at
solving the problems that emerged or better to Isagame important during the
financial crisis. This chapter will be organized falows. First subchapter contains
three parts, first summarizes all plans, discussiand proposals of the early stage.
Second part will summarize proposals contained enLBrosiére Report (2009). Third
part contains concrete steps that were taken.donskesubchapter, we will analyse and

evaluate these steps.

4.1. What was done so far?

“If Columbus had an advisory committee he wouldoataly still be at the dock.”
Arthur Goldberg

4.1.1. First reaction

The EU responded to the supervisory failures adgphe roadmap in October
2007. The roadmap was a set of measures enhancregugatory and supervisory
framework. However no deep structural changes wm@rporated in this action plan.
During the next months the Ecofin Council was vacjive, reacting to the up to date

development. In December 2007 the Ecofin Counalidial to solve the problems via
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the Level 3 Committees i.e. the Committee of EuampBanking Supervisors (CEBS),
the Committee of European Insurance and OccupatirRerasions Committee (CEIOPS)
and the Committee of European Securities Reguld@ESR). According to the Ecofin
Council, they should enhance the application oirtheidelines on a national level, to
be more operative, hence qualified majority votsigpuld be introduced (Lannoo,
2008). However the outcome of the Level 3 Committeleould be more consultative,
non-binding. New framework for these committees wast by the decisions of the
Commissior??

Padoa-Schioppa (2007) proposed shift from thdllegan-binding nature of the
decisions. He suggested that decisions of the L8v€bmmittees should be legally
binding, but the suggestion was not successful.pfbblem of the Ecofin Council was
that there were too many proposals and lack of @msiss® The role of the Level 3
Committees was enhanced. However colleges of sigoeswvere entrusted to carry on
the supervision of the EU-wide financial groupsoferation of the colleges was set by
the Memorandum of Understanding signed by at 144t supervisory authorities,
central banks and finance ministries. This Memouamaf Understanding was legally
non-binding as well (Lannoo, 2008). One might cadel from the brief summary of
first reactions to the crisis above that parties agree much easier on non-binding
agreements than on binding ones. Despite the chmsislved parties were not able to
respond swiftly and adequately to the problems thaturred what leads to the
insufficient solutions on the EU level. In factpadst no enhancement was achieved in
this phase. It shows that decision-making procedurthe EU is an obstacle to swift

reactions.

** Commission Decision C(2009)176 establishing then@ittee of European Securities Regulators;
Commission Decision C(2009)177 establishing the @dtee of European Banking Supervisors;
Commission Decision C(2009)178 establishing the @dtee of European Insurance and Occupational
Pensions Supervisors

* To name few some of them, establishment of superyicolleges, strengthening of the Level 3
Committees and their turn into the EU Agencies enagtion of the ESFS similarly to the creationhsf t
ESCB were proposed.
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4.1.2. De Larosiere Report

In February 2009, first integrated strategy wasbetated and presented as the
De Larosiere Report (2009). This report will beatdsed in detail seeing the impact of
the report on further development. Main pointshef teport are:

1. It recommended transformation of above mentionedeLe3 Committees
(CEBS, CEIOPS and CESR) into the European Autlesritthe European
Banking Authority (EBA), the European Insurance Warity (EIA) and the
European Securities Authority (ESA). Decisions loé tAuthorities should be
legally binding contrary to the decisions of thev&ke3 Committees and contrary
to the Ecofin Council's proposal. These Authoritisiould have broad
competences,nter alia setting supervisory standards, mediation between
advisors, and oversight of supervisory colleges.

2. There is need for a harmonization of national ragoihs with the aim to achieve
more homogeneous regulatory framework within the Bifferent perception
of the core capital as was mentioned in chapteshfiauld be solved preferably.
However, homogeneity of the framework is not adwedait is still based on the
minimal requirements principle, i.e. it means thmahimal requirements should
be harmonized.

3. The report addressed the problems of a cooperafioational supervisors and
proposes binding mediation provided by the Autlesiin the case of disputes
and replacement of the legally non-binding Memoeadl Understanding by
legally binding ones.

4. The ECB should play more important role in a bagksupervision, since
macro-prudential issues as a financial stabilitg aonnected with monetary
stability issues which are domain of the ECB. lotfaluring the most recent
financial crisis, the ECB played very importanterdly providing liquidity to the
market. As report mentioned, early warning of th€BE about potential
vulnerabilities and macro-stress testing would hbgen beneficial during the
recent financial crisis and the ECB and its Europ&gstemic Risk Council

(ESRC) is most suitable for detection of macro-pnichl risks and
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vulnerabilities®® The report concludes that the ESRC should coapeviih the
Authorities transformed from the Level 3 Committdessed on the binding
agreement.

5. The report proposed the creation of the EuropeasteB8y of Financial
Supervisors (ESFS). Movement towards the ESFS dhaolve the
shortcomings of current system (see chapter 2)rdChexistics of the ESFS
proposed in the report is very close to the onerdssd in the chapter 3.2.2.
Important feature of the ESFS is that it applies phinciples of the Treaty, i.e.
proportionality and subsidiarity. The day to daypeuwision should be
decentralised issue carried out by national reptasiges. Superior supervisory
framework should be achieved by the harmonisatfomles and requirements,
enhancement of cooperation among national supesyiadno will cooperate by
means of supervisory colleg&sEnhancement of the information disclosure by
national supervisors and close cooperation withAttorities which are about
to be created (EBA, EIA and ESA) and with the ESRBexpected. The
oversight and coordination of the colleges should darried out be the
Authorities transformed from the Level 3 Committees

In overall, supervisory framework for the EU is apd in Chart 6.

% The ECB is responsible for the monetary stabilitthe Eurozone countries only, therefore all above
mentioned points are limited to this extend. Themefextension of the ESRC to incorporate the EU
member states outside the Eurozone is needed tlifathp effects.

*" Supervisory college should be created for all siusrder banks according to the proposal
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Chart 6: Supervisory framework proposed by De Larog&re Report
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4.1.3. Legislative changes

On May 27, 2009 the Commission released thatebemmmendations of the De
Larosiere Report (2009) will be largely accepted anon transposed into legislative
proposals. The European Council in June 18-19, X){$ported the Commission’s
attitude thereby opened the way to the changeslega framework. On September
2009, several proposals were disclosed:

- Proposal for aregulation of the European Parlianam of the Council on

Community macro prudential oversight of the finahaystem and establishing

European Systemic Risk Board (ESRB) — 2009/0140 COM
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- Proposal for a council decision entrusting the paem Central Bank with
specific tasks concerning the functioning of thedpgan Systemic Risk Board
—2009/0141 COM

- Proposal for a regulation of the European Parliamemd of the Council
establishing European Banking Authority (EBA) — 2142 COM

- Proposal for a regulation of the European Parliameamd of the Council
establishing European Insurance and Occupationaides Authority (EIOPA)
—2009/0143 COM

- Proposal for a regulation of the European Parliameamd of the Council
establishing European Securities and Markets AUth¢ESMA) — 2009/0144
COM

On October 2010, proposals were followed by amaepgdinoposal:
- Proposal for a directive of the European Parliamantd of the Council
amending Directives 1998/26/EC, 2002/87/EC, 20&I%/ 2003/41/EC,
2003/71/EC, 2004/39/EC, 2004/109/EC, 2005/60/EQ@6MB/EC, 2006/49/EC
and 2009/65/EC in respect of the Powers of the igao Banking Authority,
the European Insurance and Occupational PensiotieoAty and the European
Securities and Markets Authority
To sum up all above mentioned regulations andctive, the purpose of
following regulations is to establish the Europeamthorities according to the De
Larosiere Report (2009). The directive amendingouar directives treating financial
services is aimed at specifying their functions ardpowering them to act. The
European Commission (2009b) declared clearly tBkstdor the ESFSinter alia to
ensure a single set of harmonized rules, to bribmpaiconsistent application of the EU
rules®® to ensure common supervisory culture and consistepervisory practices.
Important feature of the ESFS is that it introdu@essimple majority voting for
individual cases and qualified majority voting tanding technical standardstgo no
unanimity voting.

However, implementation will not be an easy t&#on after the De Larosiere
Report (2009) was published, first critiques emérdest us mention probably the first
and most comprehensive one published by the CNBIY20 he CNB partly accepts the

findings of the Report. However, in fields where govereignty of the CNB would be

%8 This should eliminate usual differences in tramssjan of directives into national legislature.
% For full list of responsibilities and powers seer@ean Commission (2009b)
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weakened, clear resistance is present. The CNBidmysstoday's framework for
cooperation, harmonization and convergence to Wgciemt. Therefore, the CNB
rejected in this document and also during the nagion phase the most important
proposals leading to the creation of the ESFSoiitpd out that lender of last resort
issues should be solved first and put stress oadbeuntability issues. Therefore, since
October 2009, no progress was achieved.

4.2. Analysis of the EU reaction

“Advice is judged by results, not by intensions”

Marcus Tullius Cicero

First of all, it is important to note that one gadge the work of the European
Commission as soon as the legislature will be nedoNowadays, only proposals for
regulations and directives exist. However, it i@gs@nable to evaluate potential impacts
of proposals and to detect milestones of the preghobanges.

Proposed development is based on the harmonizattithre rules and creation of
level playing field, or correcting existing ineqjtigs at least. This need was pointed out
by various papers devoted to this topic (see chaptethereby such activities are
welcome and generally accepted. The only quesgtinr this respect is, whether the
authorities will be able to cope with these taskd aonverge to homogeneity. Once
simple or qualified majority applies, no problemse aexpected and consistent
application of the EU rules would be comfortablyhivable. However, those who
oppose changes that would lead to the voting sysighout unanimity today are those
who fear that they will be affected in future ahereby will be forced to adhere to the
EU rules. Therefore one can conclude that thistpsineachable only when the voting
system will be approved.

Working under the legally non-binding Memoranda Whderstanding has
proven to be inadequate and problematic. Agendagt&ipported by the EU based on
the De Larosiere Report (2009) is based on theged of supervisors. The Report is
based on the assumption that the failure is a tresfulthe vague or insufficient
specification of a burden sharing i.e. relies om éltonomic impact on member states

and allocation of the supervisory powers only. Addother specifications to the burden
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sharing will not solve the most important shortcogniof the Memoranda of
Understanding, their legally non-binding characiiénis problem would be solved be
the binding resolution of the ESFS in the caseisagteement among supervisors in
college.

Speed of a reaction might be another problem ef ESFS. The European
Commission (2009c) states thfat ESA can assist in finding a resolution withiniané
limit set by the ESA which takes into account aigvant time limits on the sectoral
legislation, and the urgency and complexity of gisement.”This specification is very
vague and in case of a crisis a resolution mighteo lat€® Problems as pointed out
in box 2 can therefore occur again. With the respecthe ESA membership it is
obvious that national mandate of members might leadisputes in the ESA and
reactions will not be swift. Or as Mayes and Wo2a0g8) stated:Countries would no
doubt prefer others to bear a larger proportion thie loss but small countries cannot
possibly take on the support of the entire banigrayp just to maintain systemic functions
in their own jurisdiction; and all countries, regdless of size, might be reluctant to support
an institution primarily important elsewhere.”

Should a bank be in a distress and emergencynacsbould be taken swiftly,
subsidiaries can be, at least to some extentettdat respective supervisor despite a lack of
consensus among supervisors. However, as Maye942@dinted out, this is not true in
case of the branches and the De Larosiére Rep@®B)2has no solution how to solve the
problems promptly. Chapter 3 concluded that promeggnof actions and strorex ante
enforcement of market discipline can be reachethbgns of providing supervisors with a
strong mandate with real fiscal means in case efine

What seems to be a problem for the implementaifoproposals based on the De
Larosiére Report (2009) is a resistance of the rsigms seeing a loss of sovereignty as
stated above and depicted on the attitude of thB (2009). However, without creation of
a mechanism for efficient cooperation of nationgleyvisors instead of the Memoranda of
Understanding that proven to be improper, no sicgnit improvement can be achieved. By
opposing those points, supervisors as the CNB (28g8ee only on the cosmetic changes
which are important but still not sufficient by osep missing. Such problems are expected

due to different levels of foreign banks™ penetratas discussed in first chapter.

% This argument is supported by Mayes (2009) as well
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5. Conclusion

“It is not necessary to change. Survival is not ohetory.”

William Edwards Deming

Creation of the Single Market belonged to the nitres of the EU. The success
of the integration process, however, revealed waaparation of the integration in
terms of the creation of a suitable institutiomanfiework for integrated banking in the
EU. Shortcomings of the framework were veiled wesilthe years of prosperity until
the financial crisis of 2008-2009 revealed themnilproblems were already described
by the economists before the crisis, but policymakeglected them. It is easy to blame
the policymakers for not solving the drawbacks, @ should keep in mind that any
institutional change within the EU is difficult kmese of the decision-making
procedure. The topics of banking supervision wenegived as the most sensitive and
were blocked for decades. However, progress in fidle of banking integration
separated from progress in regulation and supervislearly led to the asymmetric
position of parties. Asymmetry between banks angesusors is not necessarily
advantageous for one of the parties. Large muitinat banks facing the requirements
of fragmented supervisors face huge compliance aostthey prefer having one strong
supervisor instead.

New problems, such as cross-border contagion, ederdpue to high
interdependence of banks, financial stability beeaanmore pan-European topic than
the national one. Cooperation of fragmented natisanpervisors was based on legally
non-binding Memoranda of Understanding. lllusioattthey work vanished during the
financial crisis when their improperness turned. oittie opportunistic behaviour of
supervisors outweighed the loss of their reputatfma result, a couple of banks were
close to bankruptcy due to forbearance of superviand their dead man game. Besides
that, conditions for participants are not even ttudiffering supervisors with respect to
a branch/subsidiary structure and thereby followiddfering requirements of
supervisors. The current supervisory framework isesult of ad hoc adjustments
reflecting needs and difficulties in reaching theeded consensus in terms of the EU
decision-making procedure. To use the words ofrAlerman, “each person puts in a

pretty colour and it comes out grey.”
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A significant lack behind the integration of thenking sector signalizes that
some minorad hocsolutions will not be enough. It is important start with the
integration of supervision as a continuous procegsonly to reflect the crisis, but to
look forward, as well. Therefore, it is necessargtart with a serious, profound change
of architecture of the EU. It will only be a pattgolution to change the framework
without addressing the problems of the lender et l@sort, deposit insurance and
related spending issues at the EU level. Keepingiind the problematic decision-
making procedure in the EU, these questions ardikedy to be addressed within the
current decision-making framework. Therefore, weneoto the conclusion that the
integration of supervision is dependent on a vagad set of requirements and no
instant and sufficient solution is possible. Theegmnation of supervision looks like a
marathon rather than a sprint.

These findings do not mean that no change is pessitthin the current
decision-making procedure rules or without solvatighe problems at once. Of course,
solving the problemper partesis not ideal and will probably lead to the prolomggof
the period when changes will be implemented. Howevés probably the only viable
way. There is a consensus that the levelling of rdgulatory framework is a very
important step and is virtually applicable withaumy decision at the European level. To
level the regulatory framework, only a strict trpasition of directives not allowing for
exceptions is needed. This step is not importah wegard to the change in the
supervisory frameworkper se It will minimise the compliance costs of credit
institutions operating cross-border, thereforeilt @nhance the competition within the
Single Market. There is also a consensus that timeemt supervision based on the
legally non-binding Memoranda of Understandinghie framework founded on home
country supervision is not satisfactory.

There is no clear consensus about the future framevor supervision either
among academicians or representatives of the Edtges. In case of academicians, a
lack of consensus is usual. Differences among tbpgsals are reflecting differences in
supervision at the national level, as the statut@supervisor — whether the supervisor
should be a part of the central bank or ratherpeddent of the central bank. Another
aspect is the level of centralization, whetherreate a single supervisor to coordinate
national supervisors or to build on the systemugfesvisors. Nevertheless, principles
upon which the proposals are founded are basidhky same, i.e. to move the

supervision to the European level, setting the Isagervisor with the ultimate
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responsibility for cross-border banking groups. réfere, the degree of difference is
much lower than one can expect at first sight.

A shift from the national level supervision to tBaropean level one is expected
to enhance a mandate of supervisors and to nahewsymmetry between supervisors
and banking groups. Moreover, fiscal responsibgitshould be addressed at the same
time, otherwise the position of supervisors is vezed and they become powerless.
Without the distribution of fiscal responsibilitieand means, supervisors are not able to
threat banks aggressively enough and anteeffects stemming from the ability to
enforce the market discipline are weakened. Ithigiaus from the comparison of the
EU and the US supervision that the US supervisave la stronger mandate. Therefore
they are more prompt in solving problematic banRsompt treatment and strict
enforcement ofex anterules have disciplining effects on the market angositive
effect on the public spending, as well. Therefa®ltbill for the supervision is not
expected to be higher.

A lack of consensus among the representatives efEld countries is quite
natural. Countries are in different positions wilgard to the proposals. For those
where banks are predominantly foreign, as for examp the CEE countries, the
representatives fear a shift of the ultimate resfmlity and competences to a
supranational institution or to a leading supenvisthe later is probably politically
more sensitive, due to a shift of competences peaiously national supervisor of
another EU country. However, a shift of powers witha shift of fiscal responsibilities
and means is hardly acceptable for such countAeprofound change can not be
reached without addressing the question: “Who pél} the bill?”
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Annexes

Annex 1: Herfindahl index for credit institution's and share of the 5 largest credit institutions in

total assets

{mdex ranging from §to 10060 and share of the 5 larsest Cls i percent)

Herfindakl index for €Iz

Sharsof the' S largest Cls in total a

ol ] Ay

1003 24 1005 2006 | 2087 1063 004 | 2008 2006 205
Belgium 2.063 212 2112 2041 2079 835 243 853 B4 234
Bulzaria na. 721 608 707 833 na 523 508 50.3 367
Crzach Republic 1.187 1103 1155 1104 1.100 658 g40 £5.5 641 65.7
Denmiark LI 1146 1015 1071 1120 66.6 670 66.3 647 642
Gammany 173 178 174 178 183 216 121 216 334 220
Estonia 3,943 3887 4039 3593 3410 592 986 58 1 97.1 95.7
Ireland 500 500 500 500 600 444 439 45.7 448 461
Greece 1130 1070 109 1101 1,096 6.9 g5 656 663 67.7
Spain 506 482 487 42 45 431 419 420 404 410
France 507 £23 758 726 6§75 467 492 518 523 518
Ttaky 240 230 230 2240 330 275 6.4 6.8 262 331
Cyprus 946 240 1029 1056  1.082 572 573 508 539 6438
Larvia b3 1021 1076 1271 1158 631 g24 7.3 692 672
Lithuaniz 2071 1854 1838 1913 1827 810 789 806 515 209
Lusembourz 315 304 312 204 276 318 297 30.7 291 27.9
Hungary 783 708 795 523 839 521 527 533 53.5 541
Wt 1580 1452 1330 1185 11714 777 785 753 714 70.1
Heatherlands 1.744 1.726 1.796 1822 1928 842 840 845 851 263
Austria 557 552 560 534 527 447 438 450 438 428
Poland 754 ga2 £50 590 B4 520 500 485 461 466
Portugal 1.043 1093 1154 1134 1097 627 6.5 5.8 679 67.8
Romania 1251 1111 L115 1165 1041 552 505 584 0.1 563
Slovenia 1496 1435 1380 1300 1238 664 g4 £3.0 520 595
Slovakia L9l 1154 1076 1131 1082 675 66.5 617 560 £9.2
Finland 2420 2680 2730 2560 2540 812 227 825 813 212
Swaden 760 854 845 856 B34 538 544 573 578 610
United Kinzdom 347 376 399 394 449 328 345 36.3 159 407
MIN3 379 z99 247 630 554 0.5 416 13, 418 443
wmweighted avs. 83 897 1029 o06 1006 543 543 548 544 547
EU2T 545 567 500 £98 528 30.7 18.9 421 421 444
umweighted avs. L5 1114 1135 1104 1102 568 585 593 58.9 594

Source: ECB (2008)
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Annex 2: Legal structure of Nordea Group
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Annex 3: The US Framework for Prompt Corrective Acion

Capital ratios
Eizk-bazed  Leverage

capital
Catezory Mandatery provisions Dhscrefionary provizions Tatal Tierl Ratie
Well capatalized Mo capatal distibution or payment =1 =6% =5%
of managernent fees that would %
cause the bark to become
undercapitalized
Ademuately 1. Same a5 well capitalized 8% & 5y A%
eapitalized
Undercapitalized 1. Capital distributions and 1. Requre reczpitalization by =B =% 43
management fees suspendad 1smnng capatal or sellng to
another firm
2. Capatal restorzhon plan 2 Beshichng transachons with
affiliates
3. Azt growth restricted 3. Feshichng rates on new
deposits
4. Prior approval for branching, 4. Festmictng asset growih
aequsiiions, and new hnes of
business
3. No brokered daponts 5. Restnchng actiaties
6. Inproving management by
replacing dirvectors or managers
7. Prolubat deposits from
carrespondent banks
E. FEequinng prior approval for
capital distmibution by bank
holding compary
9. Fequnng divestihre
Sigmficantly 1. Same as undercapitalizad 6% <3% =3%
undereapitalized
2. Atleast one of the §
discretionary provisions under
undercapitziized. Preswmphon m
favour of (1} (recuired caprtal
1ssuance ooy}, (23, and {3)
3. Semior officer compenzaton
reshicted
Critieally 1. Any action autherized for s

undercapatalized  sizmificantly vndercapitabized banks
2, Payvmenfs on subordinated delbt
prolubited®
3. Comservatorshup or recelvership
within 90 days*
* Mot requred 1f certain conditions are met.
*% Tangible equity only.
Mote, this 15 2 general sumimary of PCA only. Otber parts of the US code may also 1mpose lumits based on bank s capital
category.

Source: Mayes (2009a)
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