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More Risks than Achievements?

Mads Andenas and Gudula Deipenbrock

1 Setting the Scene

Regulating and supervising financial markets efficiently and effectively has never

been more complex than in the era after the 2007/2008 crisis. This is true in

particular for the approach taken by the European Union and its Member States.

The European Commission proposed more than forty legislative and other mea-

sures as part of the financial reforms since the 2007/2008 crisis. Critics increasingly

doubt whether market players, regulators and supervisors have sustainably learned

their lessons from recent crisis scenarios. For instance, some elements of the Capital

Markets Union prominently featuring currently on the European legislator’s agenda
seek to revive the securitisation market without fully recognising the financial

stability risks it poses. The main thrust of any regulatory effort is tackling dysfunc-

tions of financial markets. Firstly, it aims at addressing flaws revealed in former

crises. Secondly, it shall prevent or at least mitigate the development of new

dysfunctions and risks. The latter preventive objective has become particularly

important in the context with systemic risks. Global financial markets appear to

be a permanently fertile ground for new crises. Dysfunctions and risks appear on a

global scale. International cooperation of states, supranational entities and
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institutions in the realm of financial markets is more than ever in need. This,

however, is not specific to financial markets regulation and supervision. Other

crucial global risks in need of a joint international regulatory response include the

current refugee influx in the European Union and climate change. Such develop-

ments in recent decades show that the principle of territoriality has so far lost its

predominant role as a starting point for regulatory and supervisory measures.

Supranational and international cooperation efforts whether in financial markets

regulation and supervision or in the realm of combatting climate change or solving

the question of refugees have gained remarkable momentum. They follow the

insight that the dichotomy of internal and external affairs is no longer an

uncontested tenet. The interconnection of climate change and the question of

refugees in a not strictly legal sense is obvious. The progressing climate

change—if not mitigated sustainably—is considered to become an important

cause for population displacements leading to further migration waves. The inter-

connection of climate change and financial markets is meanwhile also acknowl-

edged. The G20 Financial Stability Board announced at the Paris Climate Summit

in December 2015 to set up a task force on climate-related financial disclosures.

From the legal perspective this requires however rethinking and reshaping tradi-

tional legal concepts in all realms of law. This is particularly true for the realm of

public law such as constitutional and administrative law but also for private law.

This trajectory of further Europeanization and globalisation of traditionally national

realms of law might however not be taken for granted. Strong opposite political

movements particularly in some Member States of the European Union challenge

such developments. Such movements include considering an exit from the

European Union. Other different forms of strong opposition to further

supranationalization or globalisation are evidenced by nationalist and also separat-

ist tendencies gaining strength. The political landscape and the often unpredictable

shifts and turns in political disputes at European level require undivided attention

when discussing the idea of further centralisation of regulatory and supervisory

powers at European level and thereby any continuous erosion of the principle of

territoriality.

The European Union and the United States of America (US) might currently still

be considered the most important players in the realm of regulation and supervision

of financial markets. The main impetus for regulatory reforms worldwide came

from the G20 Summits in Pittsburgh in 2009 and Seoul in 2010 (see on this Kern

Alexander in Part I of this book). The regulatory and supervisory landscape for

financial markets players in the European Union has radically changed since then.

The processes of designing and implementing the reforms at European level since

the 2007/2008 crisis have been critically conveyed by a vibrant academic literature.

Such analyses were conducted against the backdrop of earlier stages of a work in

progress. Many issues remained to be seen. Studies made during the peak(s) of the

2007/2008 crisis and in the immediately following years were produced without

knowing the final shape of the regulatory reforms. Despite their high analytical and

scientific value earlier assessments remained preliminary due to the lack of reliable

experience with the operation of the introduced reform framework. In contrast to

2 M. Andenas and G. Deipenbrock



such earlier analyses the editors and authors of this book enjoy the benefit of

hindsight in various instances. An advanced although not final profile—if there

will ever be one—of the various measures in the realm of regulating and supervis-

ing financial markets—in particular the originally introduced European System of

Financial Supervision—has unfolded meanwhile. Focus of this book is on whether

and to what extent the design, the organisational and operational structure, tasks,

powers and instruments of the authorities forming the European System of Finan-

cial Supervision and the European Central Bank have allowed the authorities to

respond to the challenges posed by financial globalisation and the rapidly deepen-

ing integration and interconnection of European financial markets. This is no

textbook introducing the fundamentals of the European regulatory and supervisory

regime. It rather compiles in-depth analyses of legal and economic issues of interest

to an academic audience and to legislators, regulators, supervisors, courts and

individual players in the regulated financial markets. The range of themes addressed

is wide. A balanced account of the multiple issues worth exploring is hard to give.

The chapters aim at exemplifying some of the major risks and achievements of the

European approach to this sector of the internal market. Starting point for the

contributions in this volume is the status of operation of the European regulatory

and supervisory architecture. The emphasis is mainly on the institutional perspec-

tive, complemented by some practically important related substantive issues. A

recurrent theme linking the majority of contributions is the notion and ‘fencing’ of
risks, which occur in multiple shapes and different constellations at various levels.

Identifying and preventing systemic risks affecting the whole European financial

system as well as other risks linked in particular to individual financial markets

actors are core concerns. Several years of operation of the sophisticated system of

European macro-prudential and micro-prudential supervision allow some more

advanced sound assessments on whether it has started to deliver on its ambitious

goals and tasks. As to the European Central Bank, micro-prudential supervisory

powers regarding credit institutions were conferred on it later and became operative

in late 2014. The short term it has been in operation only allows assessments of the

legislative approach and design of the European Single Supervisory Mechanism.

Critics worldwide have considered the current European supervisory structure of

financial markets as a major development, or even a quantum leap, in European

supervisory history. One might even share this view despite any criticism as to its

various components. From the institutional perspective, the reshuffle of regulatory

and supervisory powers of national and European authorities and institutions within

the European and national constitutional limits added further complexity to the

system. The increasing volume of legislative and non-legislative measures at

European level adds to the opaqueness of the legal framework. This in turn might

cause negative ramifications for its smooth operation. It is the operation and way of

implementation of the European regulatory and supervisory regime, which will

decide on its effectiveness and efficiency in the long run. Evaluations conducted at

the level of regulating and supervising authorities and relevant European institu-

tions including consultations involving stakeholders are necessary but not sufficient

prerequisites to critically explore whether the European legislator chose and

More Risks than Achievements? 3



continuously follows the right path. A broader scholarly perspective is in need to

dissect the tension between the ‘law in books’ and the ‘law in action’. Academia has

a crucial role to play in this context. Scholarly research is committed to objective,

un-biased methodology free of conflict of interests. Such methodology allows

categorising the meticulous details of the legal framework in order to put it in a

systematic context. It is committed to a wider scientifically driven long-term view.

Its approach aims at avoiding biases. Such biases might in the case of assessments

made by relevant authorities be due to their pressure for delivery on their missions

and the narrowness of the intra-institutional perspective. In the case of the European

institutions, particularly the European Commission, such biases might be caused by

their pressure for political compromise, performance and self-assertion. In the case

of (other) financial markets players such as banks, investment funds and credit

rating agencies biases are caused by their individual economic interests to thrive in

the markets. Financial markets appear to be particularly prone to conflict of

interests as shown in recent crises as well as sectoral and corporate scandals due

to the predominant role of money in the sector and the prospect of high yields (the

greed factor).

The chapters of this book written by academics and researchers reflect the

commitment to the principle of scientific objectivity in the realm of financial

markets law. Such scientific objectivity is also in need to neutralise the specific

language developed by financial markets. New technical terms have been and are

invented continuously to describe specific financial markets phenomena such as

products, scenarios and interventions. The inaccessibility of terms is increased by

the use of equally opaque abbreviations. Technical neologisms are oddly

supplemented by highly emotional delineations of events and developments in

financial markets. The two extremes of over-confidence on the one hand and an

exaggerated feeling of doom on the other hand alternate depending on the concrete

situation. Objective legal language emancipating from such subjective perception

plays a crucial role in gaining a realistic view on what interests are at stake. Apart

from this common ground of scientific objectivity the individual approaches taken

in the chapters of this book are refreshingly diverse. Firstly, the book covers

chapters written from the perspective of law as well as the perspective of econom-

ics. Secondly, the book provides chapters written by senior and experienced

scholars, legal counsel and young researchers. All the contributors take a fresh

look at aspects of the regulatory and supervisory regime while developing at the

same time some new ideas and critical views. The chapters written from the

perspective of long-standing research experience in this field provide an integral

way of viewing the European supervisory architecture for financial markets by

putting its essential legal as well as economic components into a broader context.

By that, the developing lines, structures, old and new pitfalls and achievements of

financial markets regulation and supervision become visible. The approach taken in

these chapters facilitates understanding the subject matter even by an audience not

yet familiar with it. Thirdly, the diversity of chapters written from the legal

perspective reflects the diversity of jurisdictions, legal traditions and scholarly or

other professional environments from where the authors come. It is the authors’

4 M. Andenas and G. Deipenbrock



commitment to a European autonomous interpretation of the European legal acts,

which makes this diversity of legal backgrounds an important element in finding a

substantially European approach. This latter diversity is likely to foster also com-

parative approaches in the realm of financial markets regulation and supervision.

Here, such comparative approaches are required to analyse and understand—

amongst others—the operational aspects of the institutional framework. This

applies in particular to assessing the cooperation between national competent

authorities and European authorities and institutions in regulating and supervising

financial markets.

2 Structure of the Book

This book is structured as follows. It comprises 16 chapters arranged in two parts.

The 16 chapters explore multiple different institutional and substantive aspects of

the European supervisory architecture for financial markets. Those chapters

addressing the European System of Financial Supervision as originally introduced

and related issues are arranged in Part I of this book. Those chapters addressing the

European Central Bank and banking supervision and related issues are arranged in

Part II of this book. Focus of this book lies on the realm of capital markets and the

banking sector. The editors chose these sectors of financial markets in order to limit

appropriately the scope of this book to a manageable size. In so far as some chapters

deal more generally with the European Supervisory Authorities covering the

European Insurance and Occupational Pensions Authority, they also address the

regulation and supervision of the insurance sector.

3 Some Substantive Highlights of this Book

Part I covers selected aspects of the European System of Financial Supervision—as

originally introduced—with a focus on institutional issues from a European and

comparative law as well as economic perspective. The first chapter by Gudula

Deipenbrock explores the European Securities and Markets Authority and its

regulatory mission. Focussing on the regulatory and not the supervisory role of

the European Securities and Markets Authority allows valuable insights into the

complexity and opaqueness of the rule-making process and the rules resulting from

it. In this chapter, Deipenbrock identifies serious obstacles to the efficiency and

effectiveness of the European Securities and Markets Authority in its role as

regulator. Deipenbrock concludes with a plea requiring the European Union legis-

lator and the European Securities and Markets Authority within its remit to steer a

middle course regarding European capital markets regulation. By that, this chapter

aims also to address the players directly, particularly the European Commission and

the European Securities and Markets Authority. In considering and correcting the

More Risks than Achievements? 5



various dysfunctions highlighted in this chapter both entities might mitigate the

rather negative dynamics observed in the regulatory process without initiating any

further reforms.

The second chapter by Trude Myklebust focuses on another important compo-

nent of the originally introduced European System of Financial Supervision, the

European Systemic Risk Board. Myklebust explores the essential institutional

features of the European Systemic Risk Board and draws some conclusions as to

its potential to perform its tasks successfully. The chapter ends on a more general

note recommending clarifying the scope and reach of concepts such as systemic

risk, macro-prudential supervision and financial stability in particular in order to

allow an appropriate use of the macro-prudential powers at European level. The

third chapter in this Part I by Iris Chiu takes a fresh look at the European financial

regulatory architecture focussing on inter-agency relations, agency independence

and accountability. Chiu argues that although a multiple-agency approach at

European level may appear complex and anachronistic it has the potential to

make the coordination and accountability of the various agencies work. Chiu

concludes that the observations made might also be helpful for the effective

functioning of the Single Supervisory Mechanism and the Single Resolution Mech-

anism and the effectiveness and legitimacy of European Union agencies in a wider

context. The fourth chapter by Georgina Tsagas explores the European Supervisory

Authorities with a focus on their regulatory powers. The constitutional, political

and functional considerations and observations complement happily the ideas put

forward in the preceding chapters. Tsagas suggests in particular clarifying the role

and objectives of the European Supervisory Authorities in order to potentially allow

a better balance between the European Commission and the European Supervisory

Authorities in context with the regulatory process and help also ensuring an

effective accountability mechanism in cases of conflicts.

The fifth chapter by Federico Della Negra aims at bridging the traditional

methodological distinction between specific realms of law, here between

European (public) law and domestic contract law. Della Negra makes an out-

standing contribution in this field, and he explores the intersections between the

(exercise of) powers of the European Securities and Markets Authority and

national contract law. Della Negra argues in particular that such powers might

strengthen the uniform interpretation and enforcement of contract law across

jurisdictions. The sixth chapter by Giuseppe Bianco makes another outstanding

contribution by building another bridge, the one of cooperation between the

European Union and the United States of America in the realm of regulating

and supervising financial markets. The chapter analyses strengths and weak-

nesses of the supervisory cooperation between the European Securities and

Markets Authority and the US Securities and Exchange Commission. Bianco

concludes that the European Securities and Markets Authority might well be

considered as fostering its international activities. The seventh chapter by Marı́a

Jesús Mu~noz-Torres and Juana Marı́a Rivera-Lirio supplements the preceding

analyses by some novel ideas on a sustainability impact assessment as regards

the European Supervisory Authorities from the economic perspective. The

6 M. Andenas and G. Deipenbrock



chapter suggests an expert system based methodology in order to measure the

impact assessment of the European Supervisory Authorities with a view to

sustainability. The methodology put forward uses inference rules to express

human expert knowledge and experience. This enables Mu~noz-Torres and

Rivera-Lirio to propose one single sustainability index, which aggregates eco-

nomic, governance, social and environmental performance indicators to an over-

all score. This innovative economic approach fits well in with the broader

context of exploring the interconnection of financial markets and climate change

risks as pointed out above.

The following two explorations of the eighth and ninth chapter are completing

Part I of this book. They take a broader perspective on the developing lines of

international financial regulation and financial supervision. The eighth chapter by

Kern Alexander analyses the reforms in international financial regulation along

macro-prudential lines. It focuses on the Financial Stability Board in addressing

macro-prudential financial risks. The chapter explores how prudential financial

regulation has evolved from an almost exclusively micro-prudential regulation of

individual firms to a broader macro-prudential approach that attempts to identify

and monitor systemic risks across the financial system and broader economy.

Alexander discusses in particular how such change of regulatory focus caused

institutional changes of international financial regulation under the oversight of

the Financial Stability Board and the G20. Alexander also highlights other issues

related to the debate on macro-prudential regulation such as environmental and

social risks. In considering also these latter risks this chapter complements the

discussion of the preceding chapter by Mu~noz-Torres and Rivera-Lirio. The ninth

chapter by Régis Bismuth discusses the federalisation of financial supervision in the

United States of America and the European Union from the historical-comparative

perspective. Here again, a broader international approach is taken to financial

supervision by exploring in particular how political and legal differences between

the systems of the European Union and the United States of America have shaped

their institutional designs and structures of supervision. Bismuth concludes that

such a comparative study highlights significant differences as to the interplay

between federal and state supervisors.

Part II addresses selected aspects of the European Central Bank and banking

supervision from the institutional perspective covering the legal and economic

view. It comprises seven chapters, the tenth to the sixteenth chapter. The tenth

chapter by Kern Alexander addresses the European Central Bank and banking

supervision asking the question whether the Single Supervisory Mechanism pro-

vides an effective regulatory framework. It explores the institutional and legal

context of the Banking Union. Alexander raises the critical question whether the

strong form of independence of the European Central Bank is appropriate also for

its new role as bank supervisor. He raises furthermore the question whether the

narrowly defined supervisory powers of the European Central Bank as to individual

banking institutions is adequate to address macro-prudential financial risks. This

chapter is of great interest to the European legislator and the Member States of the

European Union. It makes clear that the current shape of the Banking Union

More Risks than Achievements? 7



requires further adjustments to allow the European Central Bank to become an

effective bank supervisor. The role of the European Banking Authority after the

establishment of the Single Supervisory Mechanism is analysed in the following

eleventh chapter by Christos V. Gortsos. This chapter explores in particular the

amendments made to the tasks and powers and the governance of the European

Banking Authority and its redefined relationship to the European Central Bank.

Gortsos concludes in particular that the complexity of the institutional constellation

here raises legitimate concerns. The following chapter by Raffaele D’Ambrosio—

the twelfth chapter in Part II—provides an analysis of the Single Supervisory

Mechanism, highlighting some core concerns in this context. D’Ambrosio argues

in particular that it is unjustified that the European Central Bank enjoys no limita-

tion of liability in its role as supervisory authority. He suggests that within the

Single Supervisory Mechanism the European Central Bank and the National Com-

petent Authorities enjoy equal supervisory powers and that they should be subject

to the same liability regime. To remedy this shortcoming D’Ambrosio suggests

intriguing alternative solutions. In his view one could either infer a limitation of the

liability of the European Central Bank from the Member States’ laws providing

legal protection for supervisors. Alternatively, D’Ambrosio suggests inferring a

limitation of the European Central Bank’s liability from the case law of the Court of

Justice of the European Union and the ‘sufficiently serious violation’ criterion

therein.

The thirteenth chapter in Part II is written by Maren Heidemann and Dania

Thomas. It takes the case of the sovereign debt crisis as a starting point for an

analysis of the judicial review in the eurozone and the resulting potential of the

court system to act as a regulator, subject to the way in which the authors have

defined their understanding of regulation. The authors combine in their chapter the

legal perspective and the economic view on the subject and the status of justicia-

bility of the financial institutions and in particular the European Central Bank. They

argue that the actual use of the court system in financial regulation may impact

negatively on the rule of law in the European Union and its Member States, and

consequently compromise not only the effectiveness and efficiency of the supervi-

sory and regulatory system in this area of law, but also its democratic acceptance.

This could play further into the hands of the strong anti-European political

movements.

The last three chapters of Part II, the fourteenth, fifteenth and sixteenth chapter,

further investigate systemic risk(s) and related issues. The fourteenth chapter, by

Jan Dalhuisen, takes a legal approach to the subject matter. Dalhuisen argues that

systemic risk or more generally the stability of the financial system has superseded

other regulatory concerns and become the major regulatory issue. His in-depth

analysis provides insights into what it takes to adequately manage systemic risk and

how regulators and supervisors best approach the matter. His main conclusion is

that the present legal framework of the European Union concerning systemic risk

and its regulatory supervision is neither robust nor transparent. Dalhuisen concludes

in particular that after 2008 policy considerations prevailed over the protection of

financial intermediaries, depositors and investors. The fifteenth chapter by Andreas
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Horsch explores the regulation of systemic risk from an economic point of view. It

analyses the regulation of Systemically Important Financial Institutions in the

European Union. Horsch concludes in particular that the current European

approach appears to be not well thought-out and prone to trigger unwanted market

processes in future. The ideas presented in this chapter should become compulsory

reading for the European legislator in order to better assess the risks linked to its

regulation of Systemically Important Financial Institutions. The latter assessment is

also true for the last chapter in Part II and the last one of this book, the sixteenth

chapter which is by Jacob Kleinow. This chapter discusses from the economic

perspective the concept of loss-absorbing capacity of banks. Kleinow introduces the

concept of loss-absorbing capacity as an approach to orderly bank resolution in the

European Union. This economic analysis by Kleinow as well as the complementary

preceding one by Horsch allow a better understanding of the economic implications

of regulating Systemically Important Financial Institutions. Both chapters conclud-

ing Part II and this book demonstrate convincingly the high value of innovative

economic research for better laws in financial markets.

4 Outlook

This book provides insights into the structure and operation of the European

regulatory and supervisory architecture for financial markets from various angles

covering various different facets. Has it gone far enough to provide a sufficient

system to reduce or mitigate systemic and other risks and handle financial crises?

Or has it gone too far? No definite answer might be provided against the backdrop

of the critical legal and economic analyses of this book. The picture is rather mixed.

Achievements as well as still unresolved issues and even new challenges and risks

have been identified. Apart from the unpredictability of future relevant political

developments, it is in particular the complexity and increasingly accelerating

change of financial markets and the still opaque interconnection of their compo-

nents, which complicate any assessment as to whether the current European regu-

latory and supervisory design has proved itself to be efficient and effective against

the backdrop of its operation. A multitude of diverse issues has been meticulously

explored in this book. As the topics of the various chapters mainly address still—

more or less advanced—work in progress the critical analyses and assessments

provided in the chapters might well partly be considered also as (advanced) work in

progress. They are contributions to the current and never more needed scholarly

debate and will—it is hoped—enrich further reform discussions at the European

and global level.
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The European Securities and Markets

Authority and Its Regulatory Mission: A Plea
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Abstract The European Securities and Markets Authority (ESMA) has played a

pivotal role in shaping the operation of the European supervisory structure since its

establishment in January 2011. The overall objective of the European Supervisory

Authorities (ESAs) is to safeguard the stability and orderly functioning of the

European financial system. ESMA shall achieve this objective in the realm of

European capital markets (securities trading). Against the backdrop of ESMA’s
operation so far, this chapter will revisit from a scholarly perspective the

organisational and operational design, tasks, powers and governance of ESMA.

Focus is on ESMA’s regulatory role, not its supervisory mission. ESMA’s regula-
tory tasks are likely to keep it on top of the watch-list of the European Commission

(Commission). In context with the Commission’s work on establishing a Capital

Markets Union (CMU) the Commission has emphasized particularly the impor-

tance of well-regulated capital markets. Main areas for action in this context are

linked to ESMA’s remit. Have ESMA’s design and powers allowed it to contribute

adequately to the development of a high-quality single rulebook as an essential

element of an enhanced regulatory harmonisation and coherence? Has ESMA’s
institutional profile fostered or hindered it to become an efficient and effective

‘rule-maker’? What features of ESMA’s current design have proved themselves to

be appropriate? Which of ESMA’s institutional characteristics remain areas of

improvement with a view to ESMA’s regulatory mission?
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‘The true strength of our democracies – understood as expressions of the political will of the

people – must not be allowed to collapse under the pressure of multinational interests which

are not universal, which weaken them and turn them into uniform systems of economic

power at the service of unseen empires.’1

1 Introduction

The European System of Financial Supervision (ESFS) has been in operation

mainly since 2011. It has widely been considered a key building block of the

reforms the European Union (Union) enacted in response to the 2007/2008

financial crisis. Since its establishment, the ESFS—the European Systemic Risk

Board (ESRB), the three European Supervisory Authorities (ESAs) working

within the network of competent or supervisory authorities and the Joint Com-

mittee of the ESAs—has been challenged by on-going crises of various kinds.

The European Commission (Commission) delivered its first report on the oper-

ation of the ESAs and the ESFS in August 2014 (Commission 2014 Report).2

Beforehand, the European Parliament (EP) adopted a resolution with recommen-

dations to the Commission on the ESFS review.3 In addition to the ESFS, the

European Banking Union has been conceived to ensure a more efficient and

effective supervision of banks and an easier way of resolving them, if necessary.

Mandatory for all Member States of the European Union (Member States) in the

euro area and open to all other Member States are the Single Supervisory

Mechanism and the Single Resolution Mechanism. The European Central Bank

under the Single Supervisory Mechanism—operational since November 2014—

has become the banking supervisor for all banks in the euro area, directly

supervising the largest banking groups.

The ESFS addresses both the macro-prudential level and the micro-prudential

level. At macro-prudential level focus lies on the avoidance of systemic risks to the

entire European financial system. It is the responsibility of the ESRB to contribute

1 The Holy See, Visit of His Holiness Pope Francis to the European Parliament and to the Council of

Europe, Address of Pope Francis to the European Parliament, Strasbourg, on 25 November 2014.
2 Report from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014.
3 European Parliament Resolution of 11 March 2014 with recommendations to the Commission on

the European System of Financial Supervision (ESFS) Review, 2013/2166 (INL).
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to ensuring the general stability of the European financial system. At micro-

prudential level focus lies on the supervision of individual actors in the European

financial markets in particular. This task has been assigned to the ESAs—the

European Banking Authority (EBA), the European Insurance and Occupational

Pensions Authority (EIOPA) and the European Securities and Markets Authority

(ESMA)—working within the network of competent or supervisory authorities and

the Joint Committee of the ESAs. The ESAs started their operations in January

2011. This chapter focuses on selected institutional aspects of the regulation of

European capital markets as one important sector of European financial markets.

Reference is made to the widely accepted distinction between regulation of capital

markets4 and supervision of capital markets. Regulatory and supervisory actions

might at times significantly overlap. Capital markets regulation shall describe any

type of legislation not only by parliamentary legislators but also rule-making by

public authorities or privately organised committees.5 Capital markets supervision

refers mainly to the application and enforcement of the relevant rules.6 National

capital markets laws in the Member States are increasingly influenced by European

legal acts.7 The use of European regulations8 instead of European directives and the

tendency towards maximum instead of minimum harmonisation9 in general have

been fostering this development. Hence, ESMA’s regulatory role is of growing

importance to the development and design of the European and the relevant

national capital markets regulation. The aspiration of the Commission to complete

the single financial market by fostering the Capital Markets Union (CMU)10 is

likely to add further dynamics to the regulatory agenda in practice. Such dynamics

require critical monitoring and assessment from the scholarly perspective. This

chapter explores selected current aspects of ESMA’s regulatory role and perfor-

mance from the institutional view. Focus lies on whether the organisational and

operational design, tasks, powers and governance of ESMA allow it to fulfil its

regulatory mission, effectively and efficiently. The chapter thereby aims to con-

tribute also to the scholarly debate on the challenges posed by the continuing

process of ‘agencification’11 at Union level. The present author undertakes this

4 The term capital markets law or capital markets regulation and securities regulation shall mean

the same. Despite being used for ESMA’s name, the latter term is generally more often employed

in English and US-American law. See e.g. Moloney (2014).
5 For more information on this with further references, see Walla (2013a), p. 27.
6 For more information on this with further references, see Walla (2013a), p. 27.
7 In Germany more than 80% of the national capital markets law is based on European Union law.

For more information on this with further references, see e.g. Buck-Heeb (2014), p. 10.
8 See e.g. the European regulations on credit rating agencies. For more information on the

regulatory and supervisory regime for credit rating agencies with further references, see

e.g. Deipenbrock (2014a) and Deipenbrock (2014b).
9 See e.g. Veil (2013b), p. 71; see also e.g. Buck-Heeb (2014), p. 10.
10 For more information on the extent to which the CMU has already been completed, see

e.g. Veil (2014).
11 For more information on this and its constitutional implications, see Lenaerts (2014).
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institutional analysis in particular against the backdrop of the following two

developing lines in European capital markets regulation which deserve further

attention: Firstly, the problem of increasing volume, (over-) complexity and inac-

cessibility of capital markets regulation, and secondly—partly linked to the first

developing line—an inappropriate over-emphasis on the importance of capital

markets services compared to that of real goods. The amount of capital markets

rules has continuously increased. The regulatory regime provides further growth

potential. The processes of making and amending of European capital markets rules

have accelerated, also. European capital markets regulation is likely to remain in a

permanent reform mode. These developments and the intricacies of the rule-making

procedures, the flaws of legislative drafting and translation as well as methodolog-

ical inaccuracies and the partly lack of systematics and consistent terminology12

have led and are likely to further lead to over-complex rules. Such volumization and

over-complexity have—amongst multiple other causes—also the effect that the

importance of capital markets services is over-emphasized in relation to other areas

of the internal market. Undoubtedly, the functioning of European capital markets is

essential for economic growth. However, the present author pleads for bearing in

mind that capital markets are not offering real goods but only special services. Such

services shall serve to satisfy human needs and are not an end in themselves.13 The

principle of the serving function of capital markets services should essentially

inform any capital markets regulation. It appears to be a conditio sine qua non for

achieving sustainability or sustainable development as a high level objective of

European Union primary law. It is provided prominently in Article 11 of the Treaty

on the Functioning of the European Union (TFEU) and also in Article 3 of the

Treaty on European Union (TEU) and its Preamble.14 Against the backdrop of these

more fundamental observations, the present chapter analyses selected institutional

aspects of ESMA with a view to its regulatory role. It begins with critically

introducing ESMA’s mission and the legislative objectives as provided particularly

in the Regulation establishing ESMA (ESMA Regulation).15 The chapter proceeds

with a concise depiction of ESMA’s regulatory tasks, powers and institutional

design including selected aspects of ESMA’s operational and organisational struc-

ture. ESMA’s ‘position’ shall be highlighted in relation to the core political

European institutions and the Commission in particular including ESMA’s part in
the European legislative procedure. Focus lies on ESMA’s independence and

accountability. The chapter then assesses ESMA’s regulatory performance in its

12 For more information on e.g. the Financial Terminology Study of the Commission, see http://ec.

europa.eu/finance/general-policy/terminology/index_en.htm, accessed 31 July 2015.
13 See also e.g. Siekmann (2010a), p. 107.
14 For more information on the Union’s objective of sustainable development in context with

corporate sustainability, see e.g. Deipenbrock (2011b) and Deipenbrock (2012). See also

Deipenbrock (2013b).
15 Regulation (EU) No 1095/2010 establishing a European Supervisory Authority (European

Securities and Markets Authority), OJ L 331/84 (2010), as amended by Directive (EU) No

2011/61, OJ L 174/1 (2011) and Directive (EU) No 2014/51, OJ L 153/1 (2014).
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first years of operation. To what extent has ESMA contributed or is likely to further

contribute to the counterproductive developments in European capital markets

regulation such as volumization, over-complexity and the over-emphasis of its

importance compared to other sectors of the internal market? The chapter then

concludes.

2 ESMA: Legislative Objectives and Mission

Any legislative objectives and mission of ESMA are to be considered against the

backdrop of the overall objective of the Union to establish an internal market.

European capital markets law developed tightly connected to the Union’s aspiration
to complete the internal market.16 Accordingly, the legal basis of the regulations

establishing the various components of the ESFS including the ESMARegulation is

Article 114 TFEU.17 This article is the first one of Chapter 3 on ‘Approximation of

Laws’. It expressly refers to the achievement of the objectives set out in Article

26 of the TFEU: the establishment and functioning of the internal market. This

broader European Union primary law context should be the starting point for any

interpretation of ESMA’s objectives and mission. Article 1 (5) of the ESMA

Regulation provides ESMA’s objectives. It begins with an ‘umbrella goal’:
ESMA shall protect the public interest by contributing to the short, medium and

long-term stability and effectiveness of the financial system, for the Union econ-

omy, its citizens and businesses. This is followed by more specified legislative

objectives of ESMA. As the present chapter explores the regulatory role of ESMA,

it might focus only on those legislative objectives relevant to ESMA’s regulatory
tasks and powers and their achievement. As to the internal market in general, ESMA

shall contribute in particular to a sound, effective and consistent level of regulation

and supervision. With a view to the financial markets, ESMA shall contribute to

ensuring their integrity, transparency, efficiency and orderly functioning, and shall

also contribute to the strengthening of international supervisory coordination,

preventing regulatory arbitrage and promoting equal conditions of competition.

ESMA is required to contribute also to ensuring an appropriate regulation and

supervision of the taking of investment and other risks and to enhancing ‘customer’
protection. The express objective of ‘customer’ protection in context with the tasks

related to consumer protection in Article 9 of the ESMA Regulation18 mirror again

16 For more information on the various phases of legislative activities at Union level in the realm of

European capital markets law with further references, see Veil (2013a), pp. 2 et seq.
17 For more information on this with further references, see Gruber (2011), pp. 4 et seq.
18 See e.g. also Communication from the Commission to the European Parliament, the Council, the

European Economic and Social Committee and the European Central Bank—Regulating Financial

Services for Sustainable Growth, COM (2010) 301 final of 2 June 2010, p. 6, where the Commis-

sion refers to consumer protection in one of the headlines but to both consumers and investors in

the text.
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the internal market perspective of the Union legislator on financial markets regula-

tion. Investor protection is not listed expressly as an objective. But it is listed as one

of the manifold tasks of ESMA in Article 8 of the ESMARegulation.19Whether this

corresponds to the approach taken in the various capital markets laws of the

Member States requires further comparative analysis. In German capital markets

law, investor protection is a predominant objective.20 However, ESMA’s legislative
objectives might dogmatically not clearly be distinguished from its concrete tasks.

The Union legislator has drafted the relevant goals at a high level of abstractness

employing vague taxonomies open to interpretation. These goals address the meta-

level as well as the substantive contents of capital markets regulation. In addition to

the legislative objectives as laid down in the TFEU and the ESMA Regulation, the

Commission’s interpretation of the ESAs’ mission and ESMA’s own view are

relevant, also. In the Commission’s view the overall objective of the ESAs is to

sustainably reinforce the stability and effectiveness of the financial system through-

out the Union.21 The Commission stresses the part that the ESAs shall play in the

development of a single rulebook applicable in all Member States by preparing

uniform standards and ensuring supervisory convergence and coordination thereby

contributing also to the functioning of the Single Market.22 ESMA views itself as

required to enhance investor protection and promote stable and well-functioning

financial markets in the Union.23 ESMA’s (potential of) achievement of these goals

will be considered below.

3 ESMA: Regulatory Tasks, Powers and Institutional

Design

ESMA’s institutional design and also that of the other ESAs have been informed by

the recommendations of the High-Level Group on Financial Supervision in the

EU24 (de Larosière Report). The three ESAs have been shaped using the same

pattern of organizational structure. Vesting legal status on the ESAs—see Article

5 of the ESMA Regulation regarding ESMA—has been one core policy decision in

this context. It marked the shift from the preceding design of a ‘network’ of national

19 See Sect. 3.1.
20 For more information on this, see e.g. Buck-Heeb (2014), p. 4. See e.g. M€ulbert (2013), p. 162.
21 Report from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014, p. 3.
22 Report from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014, p. 3.
23 See ESMA’s 2015 Work Programme, ESMA/2014/1200 rev of 18 February 2015, p. 1.
24 Report of the High-Level Group on Financial Supervision in the EU of 25 February 2009.
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supervisory authorities to integration as a form of centralization.25 As stated in

Recital 9 of the ESMA Regulation, the ESFS should be an integrated network of

national and Union supervisory authorities, leaving day-to-day supervision to the

national level. Another core policy decision has been to maintain the distinction

between the regulation and supervision of the three sectors—capital markets, banks

and insurances—as opposed to an all-finance supervisory approach. ESMA’s reg-
ulatory tasks and powers are hence sectoral, limited to European capital markets.

The horizontal interconnection of the three sectors is safeguarded by the Joint

Committee of the ESAs.26 In addition, the Boards of Supervisors of the ESAs

comprise—amongst others—also of one representative of each of the other two

ESAs as non-voting members. Before exploring ESMA’s regulatory mission more

specifically, it is required to stress that ESMA’s supervisory mission, tasks and

powers are equally important.27 Both areas might overlap and inform each other.

Both areas deserve separate in-depth analyses that allow exploring in more detail

the interplay between ESMA’s institutional design and the relevant mission. Rich

literature exists also on ESMA’s supervisory tasks and powers. One of the out-

standing realms of supervision pivotal for assessing its supervisory performance is

ESMA’s role as single supervisor of credit rating agencies in the Union.28 From the

institutional perspective the Union’s single supervisory authority approach to the

credit rating sector has been highly conducive to an effective and efficient super-

vision of the European credit rating sector.29 ESMA has remarkably contributed to

the progress made in the realm of rating-directed supervision.30 Any further explo-

ration of ESMA’s pivotal supervisory mission from the institutional perspective lies

beyond the scope of this chapter.

3.1 Regulatory Tasks and Powers of ESMA

The chapter now turns to ESMA’s main regulatory tasks and powers. The analysis

starts from the perspective of the ‘law in books’. ESMA’s relevant tasks and powers
are provided in general in Articles 8 et seq. of the ESMA Regulation. They address

both supervision and regulation. Several European capital markets rules adopted

25 For more information on this with further references, see Granner (2011), pp. 34 et seq. For more

information on the developing lines of European capital markets law, see e.g. Wilhelmi (2014), in

particular pp. 700 et seq.
26 For more on this with further references, see Granner (2011), p. 35.
27 For more information on ESMA’s supervisory mission, see e.g. Moloney (2011b).
28 For more information on the developments and multiple aspects of the regulation and supervi-

sion of credit rating agencies in the Union, see e.g. Deipenbrock (2009); Deipenbrock (2011a);

Deipenbrock (2013a) and Deipenbrock (2014a).
29 For more information on the preceding institutional design with further references, see Andenas

and Deipenbrock (2011), pp. 10 et seq.
30 For a concise overview on this, see e.g. Deipenbrock (2014b).
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since the establishment of ESMA have extended continuously ESMA’s scope of

tasks and powers.31 No strict line might be drawn between tasks and powers on the

one hand and the objectives and mission of ESMA on the other hand. Instead, they

are rather interconnected and overlap. Starting point of the analysis are some

fundamentals on the taxonomy in the realm of secondary European Union law.

The Union institutions might adopt regulations, directives or decisions, make

recommendations or deliver opinions according to Article 288 of the TFEU. The

TFEU designates such instruments as legal acts. A distinction is made between

legal acts and legislative acts. Those legal acts that are adopted in a legislative

procedure are designated as legislative acts. The ordinary form of such a legislative

procedure consists of a joint adoption of a legislative act by the EP and Council

following a Commission’s proposal. Legislative acts may delegate power to adopt

non-legislative acts of general application to the Commission. The Commission

might only supplement or amend non-essential parts of the legislative acts without

interfering with the essence of the legislative acts. The distinction between legis-

lative and non-legislative acts informs the system of rule-making in European

capital markets law and shapes the relevant parts of the Commission and ESMA

in it. ESMA has the task to give advice to the Commission regarding its rule-

making.32 ESMA might also develop draft regulatory technical standards (RTSs)

and implementing technical standards (ITSs), issue guidelines, recommendations

and opinions and take decisions.33 ESMA’s regulatory tasks are tightly linked to the
four levels of legislation relevant in European capital markets law, the Lamfalussy

process. The Lamfalussy process was first introduced in 2002.34 The Treaty of

Lisbon and the ESMA Regulation caused amendments to the Lamfalussy process,

while maintaining in general the four levels of legislation (Lamfalussy II Pro-

cess35).36 In the Lamfalussy II Process, Level 1 of legislation still covers framework

acts enacted by the EP and Council in the ordinary legislative procedure which

constitute the foundation of European capital markets law.37 But in the Lamfalussy

II Process Level 2 of legislation has changed. The Treaty of Lisbon introduced

Articles 290 and 291 to the TFEU which lay down procedures of delegation and

implementation in European Union primary law for the first time.38 Level 2 of

legislation of the Lamfalussy II Process covers delegated acts adopted by the

31 Parmentier (2014), p. 50.
32 For more information on this, see Walla (2012), pp. 28 et seq.
33 For concise information on this with further references, see Walla (2012), pp. 27 et seq.
34 For more information on this with further references, see R€otting and Lang (2012).
35 The term ‘Lamfalussy II Process’ might not be considered as the generally employed term. For

more information on this with further references, see Weber-Rey and Horak (2013), p. 721.
36 In addition, Regulation (EU) No 182/2011, OJ L 55/13 (2011), known as Comitology Regula-

tion, provides important procedural requirements. For more information on this with further

references, see Walla (2013a), pp. 28 et seq. and 33.
37 For more information on this with further references, see Walla (2013a), p. 33.
38 See R€otting and Lang (2012), p. 8.
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Commission after consulting ESMA and also those drafted by ESMA, the RTSs,

which complement the Commission’s delegated acts and are endorsed by the

Commission.39 Both the Commission’s delegated acts and the endorsed RTSs are

delegated acts under Article 290 of the TFEU.40 Apart from that, Level 2 of

legislation of the Lamfalussy II Process covers implementing acts of the Commis-

sion and ITSs drafted by ESMA and endorsed by the Commission.41 By that, post-

Lisbon and after the establishment of ESMA, Level 2 of legislation of the

Lamfalussy II Process has gained much complexity. The ‘law in books’ provides
sophisticated distinctions between legislative and non-legislative acts and complex

adoption processes. This over-complex approach is rooted in European Union

primary law restrictions as discussed below.42 In contrast to seemingly sharp

dogmatic distinctions, the ‘law in action’ has shown that neither the distinctions

made by Articles 290 and 291 of the TFEU nor the relationship between the

Commission’s acts and those drafted before by ESMA—the RTSs and ITSs—are

always clear.43 ESMA’s powers to develop draft RTSs and ITSs are provided in

Articles 10 and 15 of the ESMA Regulation. Both RTSs and ITSs might be

developed in the areas specifically set out in the legislative acts referred to in

Article 1 (2) of the ESMA Regulation. The Commission might adopt such RTSs

and ITSs either as regulations or as decisions. Both RTSs and ITSs thereby become

directly applicable. They do not require any transformation by the Member States.

ESMA’s importance in the rule-making procedure is particularly mirrored in the

fact that the Commission is only exceptionally allowed to deny the endorsement of

RTSs and ITSs. One might speak of ‘quasi rule-making powers’44 of ESMA.

The different ‘nature’ of RTSs and ITSs reflecting the dogmatic distinctions

made in Articles 290 and 291 of the TFEU corresponds to differences in their

contents as provided in the ESMA Regulation. Under Article 10 of the ESMA

Regulation, the contents of RTSs shall be limited by the legislative acts on which

they are based. RTSs shall be of technical nature. They shall not imply strategic

decisions or policy choices. As to their adoption, it is required in particular that the

EP and the Council delegate power to the Commission to adopt RTSs by means of

delegated acts under Article 290 of the TFEU. Such delegation of rule-making

power has to be in line with the fundamental principles of the Union, the rule of law,

the principle of checks and balances and the democratic principle in particular.

Hence, the power to adopt RTSs is conferred on the Commission under Article

11 of the ESMA Regulation only for a 4-years-period with automatic extensions for

periods of an identical duration, unless revoked by the EP or the Council. In its

39 For more information on this with further references, see Walla (2013a), p. 34.
40 For more information on this with further references, see Walla (2013a), p. 34.
41 For more information on this, see Walla (2014), p. 45.
42 See further below in this Sect. 3.1.
43 For more information on this, see Walla (2014), pp. 44 et seq. For more information on the CoJ’s
approach on this, see e.g. Ritleng (2015).
44 See with a view to the ESAs e.g. Moloney (2011a), pp. 43 et seq.
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relevant report required by Article 11 of the ESMA Regulation, the Commission

considers the delegation of power to it in context with RTSs as crucial to establish

high quality rules while drawing on the particular technical expertise of the ESAs

concerned.45 It argues in particular that the possibility of the co-legislators to object

to the Commission Delegated Regulation provides democratic scrutiny.46 Apart

from suggesting a slightly longer timeframe for endorsing draft RTSs, the Com-

mission assesses the delegation of powers as effectively facilitating the develop-

ment of the single rulebook in the realm of financial services.47

The contents of ITSs shall be limited to determining the conditions of the

application of the relevant acts according to Article 15 of the ESMA Regulation.

ITSs shall be of technical nature and shall not imply strategic decisions or policy

choices. Dogmatically, the TFEU and ESMA Regulation aim at a clear distinction

between RTSs and ITSs. In practice, such separation is not easy to make. As a

general rule one might suggest that RTSs aim at making European Union law more

concrete as opposed to ITSs which aim at harmonising the enforcement in the

Member States.48 The details of how draft RTSs and ITSs become legally binding

European legal acts are laid down in Articles 10 and 15 of the ESMA Regulation.

The rule-making procedures are designed taking into account the fundamental

legislative procedure at European level. Despite some minor differences in the

wording the core elements of the adoption procedures of draft RTSs and ITSs are

similar. The power to draft RTSs and ITSs lies with ESMA. Subject to the principle

of proportionality, ESMA shall conduct public consultations on the draft RTSs and

ITSs and analyses of the costs and benefits before submitting them to the Commis-

sion. ESMA shall also request an opinion of the Securities and Markets Stakeholder

Group.49 The Securities and Markets Stakeholder Group shall help facilitate consul-

tation with stakeholders in areas relevant to ESMA’s tasks. It shall be consulted on

actions taken in accordance with Articles 10–15 of the ESMA Regulation. The same

applies in specific cases also concerning guidelines and recommendations. Immedi-

ately after the submission of the draft RTSs or draft ITSs the Commission shall

45 Report from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014, Annex 1.
46 Report from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014, Annex 1.
47 Report from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014, Annex 1.
48 Raschauer (2011), p. 21.
49 The Securities and Markets Stakeholder Group is provided in Article 37 of the ESMA Regula-

tion. It comprises of 30 members, representing in balanced proportions financial markets partic-

ipants operating in the Union, their employees’ representatives as well as consumers, users of

financial services and representatives of small and medium-sized enterprises. At least five of its

members shall be independent top-ranking academics and ten of its members shall represent

financial markets participants.
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forward it to the EP and Council and decide on an endorsement within a given time

period. In cases, in which the Commission intends to deviate from or not to endorse a

draft RTS or ITS, a specific coordination procedure applies according to Articles

10 and 15 of the ESMARegulation. As opposed to the adoption of RTSswhich allows

some ‘legislative’ room for manoeuvre the making of ITSs appears to be less

problematic with a view to the Union’s fundamental principles on law-making.

ITSs shall just assist in the implementation of the relevant legislative acts.

Level 3 of legislation of the Lamfalussy II Process covers guidelines and

recommendations. ESMA shall issue guidelines and recommendations according

to Article 16 of the ESMA Regulation. Thereby, ESMA shall contribute to consis-

tent, efficient and effective supervisory practices within the ESFS and ensure the

common, uniform and consistent application of European Union law. Addressees of

these instruments shall be competent authorities or financial markets participants.

Guidelines and recommendations50 are ‘formally’ not legally binding. They, how-

ever, gain ‘factual’ binding force.51 Such ‘factual binding force’ is created by a

mechanism of comply and explain (why not) and a corresponding element of

disclosure under Article 16 of the ESMA Regulation. It has been argued that due

to the design of the guidelines and recommendations as abstract-general norms and

their ‘factual’ binding-force they might be considered as measures with normative

character.52 In addition, recommendations might also have a ‘pre-legal effect’, if
they have been issued in context with the so-called three-phases mechanism under

Article 17 of the ESMA Regulation addressing breaches of European Union law by

the competent authorities.53 Against this backdrop ESMA’s recommendations are

to be regarded as ‘tightened-up soft law’. Apart from ESMA’s powers with a view

to RTSs, ITSs, guidelines and recommendations, ESMA might adopt decisions as

legally binding administrative acts addressing the competent authorities and finan-

cial markets actors in specific cases. The important ‘interventional’ powers of

ESMA to adopt individual decisions cover three exceptional cases: the breach of

European Union law, action in emergency situations and the settlement of dis-

agreements between competent authorities in cross-border situations under Articles

17 et seq. of the ESMA Regulation. ESMA’s power in context with a breach of

European Union law by a competent authority according to Article 17 of the ESMA

Regulation forms Level 4 of legislation of the Lamfalussy II Process.54 As such

interventional powers belong to the realm of ESMA’s supervisory rather than its

regulatory tasks the chapter does not further explore them.

50 For more information on the ‘legal nature’ of recommendations of ESMA’s predecessor CESR,
see e.g. Hupka (2009). For more information on the legal effects of guidelines and recommenda-

tions of ESMA, see e.g. Veil (2014), pp. 592 et seq.
51 See e.g. Sonder (2012), p. 9.
52 For more information on this with further references, see Sonder (2012), p. 9.
53 For more information on this with further references, see R€otting and Lang (2012), p. 10.
54 For more information on this, see Walla (2014), p. 47.
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To conclude from the above findings, the Lamfalussy II Process has gained

much complexity compared to the preceding one. The distinctions between the

various acts at Level 2 of legislation of the Lamfalussy II Process are neither

dogmatically clear nor suitable for working out appropriately in practice. The

complexity and opaqueness of the rule-making powers affect the transparency of

the regulatory process and the interplay between the powers of the Commission and

ESMA. The intricacy of regulatory tools and procedures reflects a dilemma of the

Union legislator. It decided to empower ESMA to contribute effectively to rule-

making while required to comply with the constitutional restrictions provided in

European Union primary law. Due to Treaty restrictions, ESMA has not been

eligible to enjoy direct powers to adopt horizontal rules of general application.55

Although ESMA is a Union body with legal personality under Article 5 of the

ESMA Regulation and has not been designated expressly as a Union agency,56 the

Meroni rulings57 of the Court of Justice of the European Union (CoJ) are discussed

in context with its design. The use of the term ‘agencies’ and the legal implications

for the ESAs linked to it might well be debated, controversially. It has been

suggested that the Meroni rulings had a pivotal impact on the design of Union

agencies and are considered to have had a similar impact on shaping ESMA and the

ESAs, also.58 The Meroni rulings of the CoJ define specific requirements for the

transfer of powers to authorities which are not provided in European Union primary

law.59 According to these rulings a delegating authority might not confer upon an

authority powers different to those which the delegating authority itself received

under European Union primary law.60 A Union institution might only delegate

clearly defined executive powers subject to strict review in light of objective criteria

as determined by the delegating authority.61 The Meroni doctrine excludes the

delegation of discretionary powers involving a wide margin of discretion, in

particular those entailing the execution of economic policy.62,63 In a later judgment,

the CoJ made clear that a Union institution might not empower an agency to adopt

55 See Moloney (2011a), p. 64.
56 For more on this with reference to the Joint Statement of the European Parliament, Council and

Commission on decentralized agencies of 12 June 2012, see Di Noia and Gargantini (2013), p. 11.

The ESAs feature, however, on the Union’s list of decentralized agencies.
57 See CoJ, Case 9/56 Meroni v High Authority, ECR 1957–1958, p. 133 (Meroni I), and CoJ, Case

10/56 Meroni v High Authority, ECR 1957–1958, p. 157 (Meroni II).
58 For more information on this with further references, see Moloney (2011a), pp. 73 et seq.
59 See R€otting and Lang (2012), p. 12.
60 See CoJ, Case 9/56 Meroni v High Authority, ECR 1957–1958, p. 150 (Meroni I); CoJ, Case

10/56 Meroni v High Authority, ECR 1957–1958, p. 171 (Meroni II).
61 See CoJ, Case 9/56 Meroni v High Authority, ECR 1957–1958, p. 152 (Meroni I) and CoJ, Case

10/56 Meroni v High Authority, ECR 1957–1958, p. 173 (Meroni II). For more information on this

with further references, see Moloney (2011a), pp. 73 et seq.
62 See CoJ, Case 9/56 Meroni v High Authority, ECR 1957–1958, p. 152 (Meroni I) and CoJ, Case

10/56 Meroni v High Authority, ECR 1957–1958, p. 173 (Meroni II).
63 For more information on this with further references, see Moloney (2011a), pp. 73 et seq.
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acts having the force of law.64 The above suggestion that the Meroni restrictions

had not only shaped the Union agency model65 but were taken into account also in

context with designing the ESAs66 is true in particular regarding ESMA’s regula-
tory role. As regards RTSs and ITSs, the post-Lisbon regime for delegating rule-

making and in particular the interplay between Articles 290 and 291 of the TFEU

and Articles 10–15 of the ESMA Regulation reflect how the Union legislator

responded to the requirements posed by the Meroni delegation doctrine and the

principle of balance of powers of the Union’s institutional structure.67 Even if such
distinction between the Commission’s delegated acts and implementing acts

remains problematic in practice, Articles 290 and 291 of the TFEU provide a

legal framework for ESMA’s regulatory role in the procedure of adoption of

RTSs and ITSs. By that, ESMA’s relevant powers might well be considered to be

in line with the Meroni restrictions.68 The same is true regarding ESMA’s power to
issue guidelines and recommendations, even if one follows the view that they are

measures with (factual) normative character or considers at least recommendations

as ‘tightened up soft law’.69 A different view might be taken as regards the

‘interventional’ powers of ESMA to adopt individual decisions in the three excep-

tional cases covering a breach of European Union law, action in emergency

situations and the settlement of disagreements between competent authorities in

cross-border situations under Articles 17 et seq. of the ESMARegulation.70 It might

well also be discussed whether these interventional powers of ESMA are in line

with Article 114 of the TFEU—the Union’s competence of approximation of

laws—and Articles 5 and 13 of the TEU—the principle of conferral and the

principle of institutional checks and balances.71 In its January 2014 judgment on

ESMA’s powers of intervention under Article 28 of Regulation No 236/2012 (Short
Selling Regulation)72 the CoJ held inter alia that these powers available to ESMA

are compliant with the Meroni doctrine and satisfy the requirements laid down in

Article 114 of the TFEU.73 These intriguing and disputable constitutional ques-

tions74 require further analysis. Such exploration lies, however, outside the scope of

64 CoJ, Case 98/80 Romano v INAMI, ECR 1981, p. 1241 (Romano), para 20.
65 For more information on the agency model at Union level, see e.g. Majone and Everson (2001).
66 For more information on this with further references, see Moloney (2011a), pp. 73 et seq.
67 For more information on this with further references, see Moloney (2011a), p. 66.
68 See also R€otting and Lang (2012), p. 12.
69 See further above in this Sect. 3.1.
70 See further above in this Sect. 3.1.
71 For more information on this regarding the ESAs in general with further references, see R€otting
and Lang (2012), pp. 12 et seq.
72 Regulation (EU) No 236/2012 on short selling and certain aspects of credit default swaps, OJ L

86/1 (2012).
73 CoJ, Case 270/12 UK v European Parliament and Council of the European Union, 22 January

2014, paras 53 et seq. and 117. For more information on the relevant opinion of Advocate General

Jääskinen, see e.g. Orator (2013). See also the case comment by Marjosola (2014).
74 The controversies surrounding such constitutional questions mark also their political importance.
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this chapter which focusses on ESMA’s regulatory and not its supervisory tasks.

Several ‘interim’ conclusions are suggested from the ‘law in books’ perspective
against the backdrop of the above findings. Firstly, the creation of ESMA with an—

in relation to the pre-crisis regime—extended and still extending range of regula-

tory tasks and powers and the current Lamfalussy II Process have led to a more

complex rule-making for European capital markets. In addition, the volume and

complexity of the relevant rules increased, also. Secondly, European Union primary

law restrictions might not allow remedying this complexity without amendments to

the fundamental institutional regime and law-making procedures. Whether and to

what extent such European Union primary law amendments might be designed

without interfering with the principles of the rule of law, checks and balances and

democracy in particular is questionable. The Union legislator’s ‘high expectations’
as reflected in the legislative objectives of ESMA combined with the tasks and

powers conferred on it have required and still requires ESMA to perform and

deliver swiftly and continuously thereby defining its position within the ESFS

and beyond. The chapter turns now to those fundamentals of ESMA’s institutional
design relevant to assess ESMA’s regulatory mission.

3.2 Institutional Design of ESMA

The Union legislator designed the ESAs alike with a view to their institutional

fundamentals.75 As argued above, the Meroni doctrine had a pivotal impact on the

shape of the ESAs.76 But their status and powers go far beyond that of Union

agencies.77 The sectoral interconnection of the ESAs is institutionalised in the Joint

Committee of the ESAs as stated above.78 Article 6 of the ESMA Regulation

depicts ESMA’s ‘composition’. It comprises of the Management Board, the Chair-

person, the Executive Director, the Board of Appeal and the Board of Supervisors.

In addition to that, the specific role of the Securities and Markets Stakeholder Group

under Article 37 of the ESMA Regulation has been highlighted above, already.79

ESMA’s Board of Supervisors is its core decision-making body. Its composition

and decision-making procedure are pivotal for assessing ESMA’s regulatory role.

According to Article 40 of the ESMA Regulation non-voting and voting members

are sitting in the Board of Supervisors. Its voting members are the heads of the

national public authorities competent for the supervision of financial markets

participants in each Member State. The non-voting members are the Chairperson,

75 For more information on this with further references, see Granner (2011), pp. 47 et seq.
76 See Sect. 3.1.
77 See e.g. Moloney (2011a), p. 73.
78 See Sect. 3 before Sect. 3.1.
79 See Sect. 3.1.
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one representative each of the Commission and of the ESRB and one representative

of each of the other ESAs. Internal committees and panels might be established

under Article 41 of the ESMARegulation. The tasks of the Board of Supervisors are

laid down in Article 43 of the ESMA Regulation. It provides in particular that the

Board of Supervisors shall give guidance to ESMA’s work, adopt the opinions,

recommendations, and decisions, and issue the advice referred to in Chapter II of

the ESMA Regulation. The Board of Supervisors might be considered the master-

mind behind ESMA’s substantive work. Due to their composition, the Board of

Supervisors and the Management Board are closely interconnected. The Chairper-

son is a member of both boards. He or she shall represent ESMA, prepare the work

of the Board of Supervisors and convene in general its meetings, however without a

voting right in its decision-making processes. As to ESMA’s operational structure
the basic principles of decision-making are important. They are laid down in Article

44 of the ESMA Regulation. The Board of Supervisors shall take its decisions in

general by a simple majority of its members. Each member shall have one vote.

Exemptions to this general rule requiring simple majority of its members are

provided also in Article 44 of the ESMA Regulation.

Multiple aspects of ESMA’s institutional structure and its role within the ESFS

and beyond might be critically explored. This chapter selects two pivotal institu-

tional aspects of ESMA: its independence and accountability.80 These at times

conflicting principles are to be considered the core building stones of the architec-

ture of the ESAs81 within the ESFS. The de Larosière Report called for them,

already. They informed accordingly the drafting of the regulations establishing the

ESAs. How are these protean institutional principles to be interpreted in this context

and how do they work out in practice? How do they relate to ESMA’s regulatory
mission as a pace-maker in the design of the single rulebook82 for the European

capital markets? The following deliberations might only provide a sketch of how

these questions might best be approached. The chapter has probed already above

the impact the Meroni doctrine83 had on the design of ESMA’s powers. Indepen-
dence and accountability might be considered the institutional DNA of the ESFS

and the ESAs in particular. Recommendation 18 of the de Larosière Report states

80 For an earlier view on this in context with ESMA’s supervisory role, see also Deipenbrock and

Andenas (2012), pp. 12 et seq.
81 For more information on an assessment of the ESAs’ accountability and independence, see

Commission Staff Working Document, accompanying the Report from the Commission to the

European Parliament and the Council on the operation of the European Supervisory Authorities

(ESAs) and the European System of Financial Supervision (ESFS), SWD (2014) 261 final of

8 August 2014, pp. 18 et seq.
82 Report from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014, p. 3.
83 See CoJ, Case 9/56 Meroni v High Authority, ECR 1957–1958, p. 133 (Meroni I), and CoJ, Case

10/56 Meroni v High Authority, ECR 1957–1958, p. 157 (Meroni II).
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plainly that the ESFS will need to be independent of the political authorities, but be

accountable to them and should rely on a common set of core harmonised rules and

have access to high-quality information.84 The regulations establishing the ESAs

reflect these two fundamental institutional principles. Rich literature on the concept

of accountability exists in context with European Union public law.85 Various

forms of accountability (e.g. political, administrative and judicial) and various

stages in the process of accountability might be discerned.86 A widely-used and

accepted taxonomy is lacking. Any ‘meta-level’, abstract and general analysis of

the concept of accountability does not only lie beyond the scope of this chapter. It

would also not be required, methodologically. When exploring ESMA’s account-
ability and independence with a view to its regulatory role, a more specific, rule-

oriented approach appears to be appropriate. Starting point are the provisions of the

ESMA Regulation in particular, which address ESMA’s accountability and inde-

pendence. It is the autonomous European interpretation method that applies when

interpreting these rules. The CoJ as the Union’s judicial authority is the decisive

authority to develop such autonomous European interpretation. As in other gover-

nance contexts and organisational rules in general the principles of independence

and accountability of a body or authority require a sophisticated balance between

the freedom to act and appropriate control mechanisms. When exploring the

independence and accountability of ESMA as regulator, the issue of ESMA’s
democratic legitimacy and the democracy deficit argument in more general terms

come into play. The term democratic accountability is also used in context with

national and Union bodies.87 Particularly in the German constitutional view, the

democratic principle has become the yardstick against which European integration

and the competences of Union bodies or institutions are to be measured. In the

German Federal Constitutional Court’s jurisprudence dealing with European inte-

gration the democratic principle has become the new ‘Archimedic point’ since the
1990s.88 Despite being two separate concepts, accountability and the democratic

legitimacy of Union authorities inform each other and overlap.89 Such linkages are

reflected below in particular in the selection of accountability forms explored.90

84 Report of the High-Level Group on Financial Supervision in the EU of 25 February 2009.
85 For more information on earlier contributions on accountability in the European context, see

Chalmers and Tomkins (2007), p. 312.
86 For more information on this with further references in context with the accountability within

the Single Supervisory Mechanism, see e.g. Ter Kuile et al. (2015), pp. 157 et seq.
87 See e.g. Amtenbrink (1999).
88 For more information on the German Federal Constitutional Court and European integration, see

Huber (2015), pp. 94 et seq.
89 See partly also e.g. Chalmers and Tomkins (2007), p. 314.
90 See Sect. 3.2.2.
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3.2.1 Independence

ESMA’s institutional design is pivotal for assessing its ability to perform its

mandate independently. In addition, ESMA has to have a clear mandate, adequately

specified tasks, appropriate powers and sufficient resources in order to act indepen-

dently.91 Article 5 of the ESMA Regulation constitutes the basis of ESMA’s
independence: ESMA shall be a Union body with legal personality. It shall enjoy

the most extensive legal capacity accorded to legal persons under national law in

each Member State. It may in particular be a party to legal proceedings. According

to Article 1 (5) of the ESMA Regulation ESMA shall act independently and

objectively and in the interest of the Union alone when carrying out its tasks. The

ESMA Regulation specifies92 the concept of independence further with a view to

ESMA’s boards, Executive Director and Chairperson. It requires regularly compli-

ance of both the groups or persons acting within ESMA and those outside ESMA

who might seek to influence them. As to the Chairperson, the voting members of the

Board of Supervisors and the members of the Management Board, Articles 42 and

46 of the ESMARegulation require them to act independently and objectively in the

sole interest of the Union as a whole. In addition, they shall neither seek nor take

instructions from Union institutions or bodies, from any government of a Member

State or from any other public or private body. Independence is required from the

Chairperson and the Executive Director, also. Not only the above persons and bodies

within ESMA shall act independently. Neither theMember States, Union institutions

or bodies, nor any other public or private body shall seek to influence these persons

within ESMA, respectively. The Board of Appeal is a joint body of the ESAs and

independence and impartiality required from its members under Article 59 of the

ESMARegulation. Under Article 48 of the ESMARegulation, the Chairperson shall

be a full-time independent professional appointed by the Board of Supervisors while

the EP having the right to object to the designation. He or she shall be appointed on

the basis of merit, skills, knowledge and experience relevant to financial markets’
supervision and regulation. The Chairperson’s core tasks are representing ESMA,

preparing the work of the Board of Supervisors and chairing its meetings and that of

the Management Board in particular. The Executive Director who manages ESMA

from the administrative perspective shall also be a full-time independent profes-

sional under Article 51 of the ESMA Regulation. According to this provision, he or

she shall be appointed by the Board of Supervisors after confirmation by the EP on

the basis of merit, skills, knowledge and experience relevant to ESMA’s work in

particular. Neither the rules on who shall be eligible and how the Chairperson and the

Executive Director shall be appointed, nor the tasks assigned to them might be

91 For more information on this requirement for the ESFS and its bodies in general, see Report of

the High-Level Group on Financial Supervision in the EU of 25 February 2009, p. 47. See also

with a view to ESMA’s supervisory role as regards credit rating agencies, Deipenbrock and

Andenas (2012), pp. 12 et seq.
92 See Articles 42, 46, 49 and 52 of the ESMA Regulation.
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considered as conflicting with their independence. The same is true for the members

of the Board of Appeal. A slightly different viewmight be taken on the independence

of ESMA in general, of the members of its Management Board except for the

Chairperson and of the voting members of its Board of Supervisors. Their required

independence and objectivity in the sole interest of the Union might encounter

institutional constraints. The voting members of the Board of Supervisors are the

heads of the national public authorities competent for the supervision of financial

markets participants in eachMember State. Their national supervisory culture is each

represented in ESMA’s main decision-making body.93 They are also represented in

ESMA’s Management Board. This body comprises of—apart from the Chairper-

son—six other members elected by and from the voting members of the Board of

Supervisors. This structural component mirrors the Union’s objective to establish

the ESFS as an integrated network of ESAs and national supervisory authorities.94

The role of the competent national authorities in the Board of Supervisors as well as

in the preparatory bodies of the ESAs in general has been criticized. Critics called for

their greater independence from financial resources and technical input of the

national competent authorities and for strengthening of the European dimension in

decision-making.95 Those members of the Board of Supervisors and the Manage-

ment Board of ESMA, who are heads of the national public authorities, remain in

their positions while performing their duties as members of ESMA’s bodies. They
remain accountable to the national public authorities they represent. They are ‘ianus-
headed’ with a view to the interests they have to pursue. Hence, no undivided acting

in the sole interest of the Union might be expected from them. This stands in stark

contrast to the concept of independence reflected in the institutional provisions

applicable to the members of the Commission. The status of the voting members

of the Board of Supervisors and the members of the Management Board except for

the Chairperson is thereby more comparable to that of the members of the Council

than that of the Commission. Conflicts of interests might arise in cases in which the

national and the supranational, European perspective on a certain regulatory and

supervisory issue differ. Such differences might be rooted—amongst other issues—

in the peculiarities of regulatory ‘traditions’ and ‘concepts’ of a national public

authority. In these cases, one has to require the heads of the national public author-

ities sitting in the bodies of ESMA to firstly, identify, discuss and assess such

possible conflicts of interests. Secondly, in the relevant decision-making process,

they are to be required to give priority to the European perspective to the extent

compliant with what is requested from them at national level. As to ESMA’s Board
of Supervisors it has been suggested that its composition might lead to a certain

93 See e.g. Deipenbrock (2011a), p. 1833.
94 See e.g. Deipenbrock (2011a), p. 1833.
95 This criticism was voiced in a public consultation conducted by the Commission in 2013. For

more information on this, see Commission Staff Working Document, accompanying the Report

from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), SWD (2014) 261 final of 8 August 2014, pp. 2 and 19.

30 G. Deipenbrock



adaptation towards the national interests.96 One could even go further and argue that

the interest of the Union might be safeguarded only by the decision-making rules of

the relevant bodies of ESMA. Such rules allow at least reaching a compromise on

possibly conflicting national regulatory and supervisory interests. It has been put

forward in particular that national differences in supervisory approaches might be

mitigated by the rules on decision-making.97 The issue of independence with a view

to the Board of Supervisors is even more important as it is ESMA’s main decision-

making body. It shall in particular appoint the Chairperson, give guidance to

ESMA’s work, take the decisions referred to in Chapter II of the ESMA Regulation

and might establish internal committees or panels for specific tasks attributed to the

Board of Supervisors under Articles 43 and 41 of the ESMA Regulation. The

institutional structure of ESMA allows it to act independently and in the sole

Union interest only to a limited extent. The independence of the ESAs vis-�a-vis the
Commission regarding funding, compliance with administrative procedures and the

involvement of the Commission in the work of the ESAs might well be criticized,

also.98 More specifically, the Commission has been criticized for influencing too

much the work programmes of the ESAs including overburdening them with regu-

latory tasks.99 The issue of an alleged overburdening of the ESAs with regulatory

tasks by the Commission is taken up below with a view to ESMA.100 As explored

above,101 the Union’s institutional system and its constitutional prerequisites are

significantly reflected in the rule-making procedures in European capital markets

law. One consequence has been a sophisticated design of the limited part ESMA

might lawfully play as regulator in relation to the constitutionally stronger role of the

Commission. Not only ESMA’s institutional status might be considered to restrict its

regulatory leeway. Other institutional prerequisites for an independent performance

of ESMA remain disputable also. It is questionable in particular, whether ESMA’s
mandate and tasks are adequately specified, its powers are appropriate and its

resources are sufficient. Due to the focus of this chapter the following deliberations

address only ESMA’s regulatory, not its supervisory role. The Union legislator

defined separate sector-specific mandates for each ESA. ESMA as one of the three

96 For more information on this with further references, see Walla (2013b), p. 113.
97 For more information on this with further references, see e.g. Veil (2014), pp. 561 et seq.
98 This criticism was voiced in a public consultation conducted by the Commission in 2013. For

more information on this, see Commission Staff Working Document, accompanying the Report

from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), SWD (2014) 261 final of 8 August 2014, pp. 2 and 19.
99 This criticism was voiced in a public consultation conducted by the Commission in 2013. For

more information on this, see Commission Staff Working Document, accompanying the Report

from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), SWD (2014) 261 final of 8 August 2014, pp. 2 and 19.
100 See Sect. 4.
101 See Sect. 3.1.
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ESAs shall regulate and supervise European capital markets. As to the regulatory

missions of the ESAs, the ESRB and the national competent authorities, any possible

overlaps might be addressed within the ESFS or in the broader institutional frame-

work of the Union. In context with ESMA’s regulatory tasks and powers as argued

above,102 the distinctions made by Articles 290 and 291 of the TFEU and the

relationship between the Commission’s acts and those drafted before by ESMA—

the RTSs and ITSs—are not clear.103 This lack of clarity both de jure and de facto

might also delimit ESMA’s independence, in particular vis-�a-vis the Commission. A

different view might be taken when discussing ESMA’s independence in its super-

visory role. This requires an in-depth analysis which lies beyond the scope of this

chapter. One example regarding ESMA’s supervisory remit might, however, be

swiftly highlighted. With a view to the European credit rating market, ESMA’s
tasks and powers as exclusive supervisor of European credit rating agencies appear to

be adequately specified and far-reaching.104 This might well allow ESMA to fulfil its

supervisory tasks as to the credit ratingmarket as one important sector of the Union’s
capital markets, independently.

In addition to the independence issues discussed so far, ESMA’s financing and

human resources are pivotal for its independent performance as rule-maker, also.

According to Article 62 of the ESMA Regulation its revenues shall consist in

particular of a combination of obligatory contributions from the competent national

public authorities, a subsidy from the Union (Commission Section) and any fees

paid to ESMA as specified in the relevant European Union law.105 Harsh criticism

has been voiced as to the limited staff of the ESAs, their insufficient current

resources both in the short and long term and their financial dependence from the

competent national public authorities and the Commission.106 As to ESMA’s
staffing, ESMA’s 2015 Work Programme is based on a staff base of 192 temporary

agents, contact agents and seconded national experts.107 The present author has

voiced several times before108 that ESMA’s funding and staffing is crucial for

102 See Sect. 3.1.
103 For more information on this, see Walla (2014), p. 45.
104 For a concise overview on the European supervision of the credit rating sector, see

e.g. Deipenbrock (2014b).
105 For more information on the Final Annual Accounts of ESMA, see e.g. Final Annual Accounts

of the European Securities and Markets Authority, financial year 2013, ESMA/2014/1089 of

15 June 2014 and ESMA’s Report on Budgetary and Financial Management, financial year

2013, ESMA/2014/1090 of 15 June 2014.
106 This criticism was voiced in a public consultation conducted by the Commission in 2013. For

more information on this, see Commission Staff Working Document, accompanying the Report

from the Commission to the European Parliament and the Council on the operation of the

European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), SWD (2014) 261 final of 8 August 2014, pp. 2 and 19 et seq.
107 See ESMA’s 2015Work Programme, ESMA/2014/1200 rev of 18 February 2015, p. 2. See also

the letter of the three ESAs to the President ECOFIN, ESAs 2014-41 of 5 November 2014.
108 Deipenbrock (2014b), p. 10. See also Deipenbrock (2014a), p. 213.
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fulfilling its mission as regulator and supervisor. As suggested above, ESMA’s
pivotal part in the rule-making for European capital markets requires paying utmost

attention to this issue. ESMA is expected to deliver independent high-quality

expertise. ESMA faces markets—the capital markets—the accelerating change,

innovation as well as complexity and even obscurity of which renders their regu-

lation difficult. The increasing technological challenges capital markets firms are

required to respond add to the pace of innovations in the markets. ESMA’s 2015
Work Programme109 demonstrates the volume and complexity of its regulatory

work programme for 2015 in particular. If ESMA shall fulfil its regulatory mission,

appropriate funding is in need for the employment of excellent independent experts

and specialists. Regular employee training and development programmes are also

required allowing the employees to keep up with the changes of capital markets. As

ESMA competes with capital markets players for the most qualified experts the

high salaries paid to specialists by such players is another important factor to tackle.

The present author does, however, not share the view that remuneration gaps

between the staff of regulators and that of the regulated businesses per se mitigate

the chance of regulators to employ highly-qualified experts. But as in other public

sectors which require independence of their highly-qualified experts as e.g. in the

judiciary one conditio sine qua non for achieving this goal is at least adequate

remuneration.

How are the limitations to ESMA’s independence in the realm of its regulatory

mission as explored above to be assessed? Conflicts of interests might occur within

ESMA due to the composition of its bodies. Similar conflicts of interests are not

likely to bias the Commission’s decision-making. Its composition and other insti-

tutional precautions allow and require the Commission to act solely in the Union

interest. Even in cases in which the Commission is rightly criticized for exercising

too much influence on ESMA’s work, one might concede that such impact is most

likely driven by the Union interest and not by particular interests such as those of

the Member States or capital markets participants. The present author takes the

view that the close co-operation between the Commission and ESMA in the making

of European capital markets rules might even correct a possibly less Union oriented

or even nationally biased perspective of ESMA’s relevant bodies. The concept of

independence of ESMA differs structurally from the Commission’s independence
and mandate to act in the Union interest. It is less a concept of guaranteeing an

entirely autonomous status of the ESAs. Independence of ESMA as regulator

means rather mainly balancing the outside influences on and the various interests

within ESMA towards the Union interest. Considering the concept of democratic

legitimation by conferral in the European context,110 the particular independence

regime appears even to be conducive to ESMA’s legitimation as important player in

the rule-making process. The Union legislator conferred regulatory tasks on ESMA

109 See ESMA’s 2015 Work Programme, ESMA/2014/1200 rev of 18 February 2015, pp. 7 et seq.
110 For more information on this from the German constitutional perspective on European inte-

gration, see Huber (2015), pp. 88 et seq.
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as a Union authority the institutional design of which ensures that the heads of the

national public authorities competent for the supervision of financial markets

participants in each Member State remain together in the ‘driver seat’. The most

pressing issue to be closely monitored is that of ESMA’s financial and human

resources against the backdrop of the growing complexity and amount of its

regulatory tasks. Apart from the critical points highlighted, the present author

considers the fundamental institutional framework for ESMA as generally condu-

cive to ESMA’s regulatory mandate, tasks and powers.

3.2.2 Accountability

Article 3 of the ESMA Regulation lays down the principle of accountability of the

ESAs and the ESRB towards the EP and the Council. ESMA is hence accountable

to the EP and the Council. Article 43 (5) (ESMA’s annual report on its activities)

and Article 50 (statement and report of ESMA’s Chairperson on request) of the

ESMA Regulation further specify the general principle of accountability. It covers

hence regular reporting and reporting in special occasions upon request. As to

regular reporting, ESMA’s annual report on its activities has to be transmitted

annually to the EP, Council, the Commission, the Court of Auditors and the

European Economic and Social Committee and made public, also.111 ESMA’s
accountability to the Union institutions to which these annual reports are transmit-

ted is culminating in this established regular reporting tool. Despite the accessible

structure of ESMA’s (latest) annual reports in general, the technical language, the

wide-spread use of abbreviations and their complex syntax structures make their

contents only to a limited extent accessible even to those in the European institu-

tions who are required to deal with the highly specialised matters of capital markets

law. The increasing inaccessibility of capital markets rules112 due to its growing

amount, complexity and permanent reform mode becomes evident in the (latest)

annual reports of ESMA. In addition to the general annual reports dealing with

ESMA’s overall achievements, ESMA has to report annually also on specific tasks

conferred on it such as the regulation and supervision of credit rating agencies in the

Union. In addition to the regular reporting, the accountability of ESMA’s Chair-
person is provided in Article 50 of the ESMA Regulation. The EP and the Council

might particularly invite the Chairperson or his alternate to make a statement before

the EP while fully respecting his independence. The accountability rules reflect

ESMA’s status within the institutional system of the Union and its political insti-

tutions in particular. Its accountability vis-�a-vis the EP and the Council in addition

to the specific design of its independence vis-�a-vis the Commission aim to enhance

ESMA’s democratic legitimation as an important player in the rule-making process.

The use of reporting tools marks the interplay between accountability and

111 These annual reports are available at www.esma.europa.eu.
112 See also Siekmann (2010b), p. 39.
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transparency.113 In the long run, the quality and accessibility of the written reports

in particular are decisive for their effectiveness. As to the transparency of ESMA’s
operations its website has to be considered an effective information tool. This is true

in particular regarding information on ESMA’s regulatory work such as details on

guidelines and technical standards.114 In addition to these main elements of

ESMA’s accountability regime,115 ESMA’s acts might be reviewed, also. The

ESMA Regulation provides not only a procedure to appeal to ESMA’s Board of

Appeal under Article 60 of the ESMA Regulation. ESMA is also accountable

towards courts. Judicial review and legal enforcement as forms of judicial account-

ability116 might be distinguished. Article 61 of the ESMARegulation provides rules

on possible actions before the CoJ contesting decisions of ESMA or the Board of

Appeal.117 A private enforcement tool is laid down in Article 69 of the ESMA

Regulation. It allows a claim for damages against ESMA in the case of

non-contractual liability requiring ESMA to make good any damage caused by it or

its staff in the performance of their duties.118 Such judicial accountability tools are

generally less important in the realm of ESMA’s regulatory activities. No appeal is

admissible against ESMA’s draft RTSs and ITSs and as to ESMA’s guidelines and
recommendations, serious arguments might be brought against an admissibility of an

action under Article 263 (1) of the TFEU.119 To conclude from that the accountability

regime of ESMAas explored in this chaptermight de jure be considered appropriate to

support ESMA’s legitimacy in its regulatory role, to balance inter-institutional rela-

tionships and allow corrections. De facto, the quality and accessibility of written

reports remain crucial for making this accountability tool effective and efficient.

4 ESMA: Performance as Regulator

The chapter now turns to some fundamentals of ESMA’s performance as regulator.

It has been suggested that the ESAs’ activities are likely to lead to a significant

intensification of delegated rule-making.120 In its Commission 2014 Report, the

Commission appreciates in general the performance of the ESAs confirming that

they have built functioning organisations, started to deliver on their mandates and

113 For more information on this, see e.g. Chalmers and Tomkins (2007), pp. 317 et seq.
114 Details are available at www.esma.europa.eu.
115 ESMA’s interaction e.g. with its stakeholders and the other ESAs might also be viewed through

the accountability lens.
116 For more information on the concept of accountability, see e.g. Chalmers and Tomkins

(2007), p. 313.
117 For more information on this, see Häde (2011), p. 665.
118 For more information on the liability of the German competent authority, the Bundesanstalt f€ur
Finanzdienstleistungsaufsicht (BaFin), see e.g. Walla (2012), pp. 117 et seq.
119 For more information on this, see Hitzer and Hauser (2015), p. 59.
120 For more information on this with further references, see Moloney (2010), p. 1345.
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developed their own profiles.121 It stresses the special performance of ESMA with a

view to its exclusive supervisory responsibility for credit rating agencies122 and

trade repositories.123,124 According to the relevant Commission Staff Working

Document the stakeholders have considered technical standards and the central

role of the ESAs in their development as successful allowing the Union to equip

itself with many high quality rules within a very short timeframe.125 In response to

the call of the stakeholders and ESAs for an increased involvement of the ESAs in

the preparation of Level 1 financial services legislation the Commission pointed to

the limits posed by European Union primary law.126 Since the start of operations of

the ESAs in January 2011, the Commission endorsed several sets of draft RTSs in

form of Commission Delegated Regulations supplementing various legal acts

e.g. amongst others regarding short selling and the prospectus.127 Current informa-

tion on the process and related documents as to RTSs and ITSs is regularly provided

on ESMA’s website.128 As to the ESAs’ guidelines and recommendations, the

Commission 2014 Report assesses them as flexible instruments for convergence

but with remaining uncertainty regarding their nature and scope.129 In the Com-

mission’s view the ESAs must use their powers only grounded on the relevant legal

basis which entails e.g. that the two objectives for issuing guidelines and

121 Report from the Commission to the European Parliament and the Council on the operation of

the European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014, p. 2.
122 For more information on this, see e.g. Deipenbrock (2014a).
123 ESMA became also responsible for supervising Trade Repositories active in the Union. Trade

Repositories collect and store post-trade information on derivative transactions aiming at provid-

ing transparency and at enabling regulators to better identify possible risks stemming from

derivative trading. For more information on this, see e.g. Annual Report of ESMA 2013, p. 31.
124 See Commission Staff Working Document, accompanying the Report from the Commission to

the European Parliament and the Council on the operation of the European Supervisory Authorities

(ESAs) and the European System of Financial Supervision (ESFS), SWD (2014) 261 final of

8 August 2014, p. 5.
125 See Commission Staff Working Document, accompanying the Report from the Commission to

the European Parliament and the Council on the operation of the European Supervisory Authorities

(ESAs) and the European System of Financial Supervision (ESFS), SWD (2014) 261 final of

8 August 2014, pp. 6 et seq.
126 Report from the Commission to the European Parliament and the Council on the operation of

the European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014, p. 5.
127 Report from the Commission to the European Parliament and the Council on the operation of

the European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014, Annex 1, p. 1.
128 Such information is available at www.esma.europa.eu.
129 In the Commission’s view, guidelines and recommendations should be subject to review under

Article 263 (1) of the TFEU to the extent they are intended to produce legal effects vis-�a-vis third
parties. See Report from the Commission to the European Parliament and the Council on the

operation of the European Supervisory Authorities (ESAs) and the European System of Financial

Supervision (ESFS), COM (2014) 509 final of 8 August 2014, pp. 5 et seq.
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recommendations under Article 16 (1) of the ESAs’ regulations are to be read

cumulatively.130 As stated above,131 the Commission has been criticized for

overburdening the ESAs with regulatory tasks. Whether and to what extent this

has been and is still true for ESMA might not be adequately assessed. The present

author would rather raise the issue whether and to what extent the creation of new

regulatory tasks of ESMA (and the other ESAs) by the Union legislator shall be

limited or ‘monitored’. With a view to the regulatory role of ESMA in 2015, in

particular the areas of work addressing the objective of a single rulebook are

pivotal, supplemented by those addressing the objective of convergence.132

ESMA’s single rulebook work in 2015 shall address, amongst others, the revision

of the Markets in Financial Instruments Directive (MiFID) and Market Abuse

Directive (MAD), legislation related to European investment funds and to trans-

parency and prospectus, and the implementation of the reform legislation on credit

rating agencies (CRA III).133,134 With a view to the objective of convergence

ESMA’s key deliverables shall cover preparing and issuing guidelines in various

areas in 2015, also.135 Both the reported and planned activities provide ample

evidence of the continuous increase in ESMA’s tasks. This has required and will

require the relevant adequate allocation of staffing and funding. ESMA itself faces

the challenge to perform as regulator and supervisor while at the same time required

to tackle the organisational and operational demands of its continuous institutional

growth and change. As to the focus of its regulatory agenda, ESMA has suggested

that its work on the single rulebook decreases in 2015, allowing it to reallocate its

resources to aiding its standardised application across the Union.136 This might

decrease ESMA’s work on RTSs and ITSs and possibly increase that on

e.g. guidelines. Whether such shift of the focus of ESMA’s regulatory work from

the single rulebook towards convergence will take place remains to be seen. But

even in the absence of new crisis scenarios the Commission’s political agenda in

particular regarding the CMU137 is likely to further shape ESMA’s regulatory work.
Concluding from the above, the net of RTSs, ITSs, guidelines and recommenda-

tions has contributed and will remarkably contribute to the complexity of European

capital markets regulation138 and its volume.

130 Report from the Commission to the European Parliament and the Council on the operation of

the European Supervisory Authorities (ESAs) and the European System of Financial Supervision

(ESFS), COM (2014) 509 final of 8 August 2014, p. 5.
131 See Sect. 3.2.1.
132 See ESMA’s 2015 Work Programme, ESMA/2014/1200 rev of 18 February 2015, pp. 7 et seq.
133 For more information on this, see e.g. Deipenbrock (2014a).
134 See ESMA’s 2015 Work Programme, ESMA/2014/1200 rev of 18 February 2015, p. 17.
135 See ESMA’s 2015 Work Programme, ESMA/2014/1200 rev of 18 February 2015, pp. 7 et seq.
136 See ESMA’s 2015 Work Programme, ESMA/2014/1200 rev of 18 February 2015, p. 7.
137 For more information on the pillars of a legal framework of the CMU already shaped by

European capital markets law, see e.g. Veil (2014), pp. 546 et seq. and 576.
138 See also e.g. Veil (2014), p. 600.
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5 Conclusion and Critical Outlook

The chapter aimed to analyse whether ESMA’s design and powers allowed it to

contribute adequately to the development of a high-quality single rulebook as an

essential element of an enhanced regulatory harmonisation and coherence in the

European capital markets. The chapter argued that ESMA’s institutional structure
allows it to act independently and in the sole Union interest only to a limited extent.

Independence of ESMA as regulator means mainly balancing the outside influences

on and the various interests within ESMA towards the Union interest. The most

pressing issue in this context which requires close monitoring remains ESMA’s
financial and human resources against the backdrop of the growing complexity and

amount of its regulatory tasks. In addition, ESMA’s accountability regime as

explored in this chapter might be considered de jure as appropriate to enhance

ESMA’s legitimacy regarding its regulatory role and allows balancing inter-

institutional relationships and corrections of the regulatory approach taken. De

facto, the quality and accessibility of the written reports of ESMA remain decisive

for their effectiveness as accountability tools. Despite these critical points the

present author considers the fundamental institutional framework for ESMA as

generally conducive to ESMA’s regulatory mandate, tasks and powers. The crucial

problem lies in the dynamics within this institutional framework and its interplay

with outside parallel developments the effects of which might be a less efficient and

effective European markets regulation. In response to the financial crisis 2007/

2008, the Union did not only overhaul the financial supervisory and regulatory

architecture by establishing the ESFS and ESMA. It widened also the scope of

European capital markets law139 and its legislative objectives by adding in partic-

ular financial stability as a new separate goal.140 The growing use of regulations141

instead of directives, the tendency towards maximum harmonisation142 and towards

centralizing regulation and supervision of capital markets in the Union143 are partly

parallel, partly overlapping developing lines. The accelerated centralization at

European level144 has not remedied the problems connected to better regulation

and European harmonisation.145 As argued in this chapter, the challenges have even

become bigger: volumization, complexification and a permanent reform mode of

European capital markets law. The complexity and opaqueness of the rule-making

139 For more information on the developing lines of European capital markets law in general, see

e.g. Wilhelmi (2014), in particular pp. 700 et seq. For ESMA’s view, see e.g. a speech of Steven

Maijoor on regulatory measures to prevent another crisis, ESMA/2014/1382 of 19 November

2014, pp. 3 et seq.
140 See e.g. Veil (2014), p. 547. See e.g. Wilhelmi (2014), p. 702.
141 See e.g. the European regulations on credit rating agencies.
142 See e.g. Veil (2013b), p. 71; Buck-Heeb (2014), p. 10.
143 See e.g. Veil (2014), pp. 545 et seq.
144 See Sect. 3.
145 See for an earlier assessment e.g. Moloney (2010), pp. 1320 et seq.
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powers affect the transparency of the regulatory process and the cooperation

between the Commission and ESMA. The design of the Lamfalussy II Process

has increased and will increase the technical depth of capital markets law pro-

visions at an accelerated pace. This and failures regarding a systematic and meth-

odologically appropriate approach to the law-making including flaws of legislative

drafting and translation have led and are likely to further lead to an over-complex

and too voluminous European capital markets law. ESMA is embedded in these

dynamics, taking rather centre stage. It has matured within the ESFS from the

organisational and operational view. Its institutional design, regulatory tasks and

powers have allowed ESMA to shape remarkably the centralization processes.

Recital 23 of the ESMA Regulation considers ESMA as an actor in close contact

with financial markets providing the relevant practical expert knowledge. ESMA’s
impact on rule-making in the realm of European capital markets law might not be

overstated. But the pivotal role of ESMA’s experts in the rule-making has down-

sides, also. Speed might prevail over thoroughness and lengthy, detailed, convo-

luted rules formulated in highly technical complex language from an expert tunnel

vision perspective—the opaque language of capital markets—might become pre-

dominant.146 Similar shortcomings in the drafting of rules might be observed

already at Level 1 of legislation of the Lamfalussy II Process, which aggravates

the problem. Over-complex, convoluted and inaccessible rules regularly fail the test

of efficiency and effectiveness. Inappropriate volumization and a permanent reform

mode of European capital markets provisions reinforce their opaqueness. ESMA is

challenged not to further contribute to these dysfunctional developments. A more

general, broader, long-term and systematic perspective on further shaping the legal

framework for European capital markets might easily be neglected. Such dysfunc-

tional developments have—amongst multiple other causes—also the effect that the

importance of capital markets services is inappropriately over-emphasized in rela-

tion to other areas of the internal market. The principle of the serving function of

capital markets services should essentially inform any capital markets regulation.

The dynamics in which ESMA is ‘embedded’ with a view to its role as regulator

require close monitoring. The chapter therefore concludes with a plea for a middle

course to be steered by the Union legislator and ESMA within its remit regarding

European capital markets regulation.
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Finanzmarktaufsicht - Band zur ZFR-Jahrestagung 2011. ZFR Zeitschrift f€ur Finanzmarktrecht

Spezial. LexisNexis, Wien, pp 27–53

Gruber M (2011) Voll- oder Mindestharmonisierung? In: Braum€uller P, Enn€ockl D, Gruber M,
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Finanzaufsichtsagenturen. Zeitschrift f€ur Bank- und Kapitalmarktrecht 12:8–12

Ter Kuile G, Wissink L, Bovenschen W (2015) Tailor-made accountability within the Single

Supervisory Mechanism. Common Mark Law Rev 52:155–189

Veil R (2013a) § 1 History. In: Veil R (ed) European capital markets law. Hart Publishing, Oxford/

Portland, pp 1–16

Veil R (2013b) § 6 Challenges for academic research and teaching. In: Veil R (ed) European

capital markets law. Hart Publishing, Oxford/Portland, pp 59–72
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Form and Function of the ESRB: A Critical

Analysis

Trude Myklebust

Abstract The establishment of the European Systemic Risk Board (ESRB) in 2010

must be seen against the backdrop of the preceding financial crisis. The crisis

revealed the financial supervisory authorities’ failure, in the run-up to the crisis,

to anticipate adverse macroprudential developments and prevent the accumulation

of excessive risks within the financial system. This triggered a heightened aware-

ness among regulatory and supervisory authorities regarding stability at a systemic

level and macroprudential developments. The creation of the ESRB resonates with

other initiatives in the aftermath of the crisis, among them the establishment of the

Financial Stability Board (based with Bank for International Settlements in Basel)

and, more recently, the conferral of macroprudential powers to the European

Central Bank under the Single Supervisory Mechanism. The ESRB is part of the

European System of Financial Supervision, the purpose of which is to ensure

supervision of the European Union’s financial system. This article begins with a

description of the institutional aspects of the ESRB, building on a study of its

founding documents and regulation. Special attention is given to the ESRB’s
mission and objectives, which are defined as contributing to the prevention or

mitigation of systemic risks to financial stability within the European Union. An

in-depth analysis of the concepts of systemic risk and financial stability is

conducted, because these concepts are crucial for determining the reach of the

ESRB’s authority and responsibility. In view of the magnitude of the tasks assigned

to the ESRB, this chapter considers whether the ESRB in its existing form is well

suited for the large and complex undertaking it is expected to perform. This

question is addressed with a critical analysis of the ESRB’s applicable measures

as well as its governance structure and decision-making processes. There is reason

to believe that organisational improvements will be necessary to obtain the envi-

saged effectiveness. The chapter concludes with some remarks about the legitimacy

and accountability of the ESRB.
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1 Introduction

The European Systemic Risk Board (ESRB) was established in December 2010 as a

direct consequence of the financial crisis that hit the global financial markets with

full force in 2007. The crisis, though attributable to many complex factors, revealed

the financial supervisory authorities’ failure, in the run-up to the crisis, to anticipate
adverse macroprudential developments and prevent the accumulation of excessive

risks within the financial system. This has triggered a heightened awareness among

regulatory and supervisory authorities regarding stability at a systemic level and

macroprudential developments—an awareness that has made these issues an impor-

tant part of the post-crisis regulatory agenda.

One of the responses to these challenges has been a reform of the European

system of financial supervision, including the creation of the ESRB. The ESRB’s
mandate is the macroprudential oversight of the European Union’s financial system,

and more specifically the prevention and mitigation of systemic risk to financial

stability. This chapter analyses important institutional features of the ESRB in order

to assess how institutional and organisational issues may affect its ability to achieve

its mission and objectives. The chapter also considers the implications for the

ESRB of other initiatives aimed at strengthening macro-prudential supervision in

Europe, among others the creation of the Single Supervisory Mechanism within the

Banking Union.

The ESRB is part of the European System of Financial Supervision (ESFS). The

ESFS also includes the European Banking Authority (EBA), the European Insur-

ance and Occupational Pensions Authority (EIOPA), the European Securities and

Markets Authority (ESMA), the Joint Committee of the European Supervisory

Authorities, and the member states’ competent supervisory authorities. As the

ESRB itself puts it, “The ESRB constitutes the ‘macro pillar’ of the European

System of Financial Supervision (ESFS), while the ‘micro pillar’—with its focus on

the stability of individual firms and institutions—is the responsibility of the ESAs,

i.e. the EBA, the EIOPA and the ESMA, their Joint Committee, and the competent

micro-prudential supervisory authorities in the EU Member States.”1

The creation of the ESRB represents an interesting novelty, because it is the first

EU institution established with systemic risk oversight as its single purpose.

However, the expansion of policy makers’ focus from microlevel to macrolevel

concerns and from individual institutions to systemic effects is not exclusive to the

ESRB. The creation of the ESRB resonates with other policy initiatives aimed at

enhancing systemic oversight. The macro perspective is shared among others by the

1 ESRB Annual Report 2012.
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G20 Financial Stability Board (FSB), established in 2009,2 and the US Financial

Stability Oversight Council, established in 2010.3 More recently, the European

Central Bank (ECB) has been conferred macroprudential powers under the Single

Supervisory Mechanism, which is part of the Banking Union.

The ESRB was established under the auspices of the ECB and does not have

separate legal personality4 or any binding powers. Key functions are risk monitor-

ing and risk assessment, and if necessary, the ESRB may issue warnings and

recommendations regarding remedial action on an act-or-explain basis.

Academic commentary has addressed different aspects of the ESRB. Ferran and

Alexander5 discuss the implications of the ESRB’s incorporation as a soft-law body

and the ambiguity of important concepts like macroprudential and systemic risk.
The potential tensions between the objectives of financial stability and financial

integration in Europe, which are not necessarily compatible, are addressed by

Baker.6 Andenas and Chiu discuss inter alia the dynamics between the EBA, the

ESRB, and the ECB, pointing out that they all have tasks related to monitoring

systemic risk and that this may affect how information aggregation and mapping is

carried out.7 Moloney8 touches upon several aspects, highlighting among others the

relationship with the ESMA. Alexander describes the newest developments within

macroprudential supervision following from the implementation of the Single

Supervisory Mechanism within the Banking Union.9 A comprehensive discussion

from the point of view of political economy is offered by Willke et al.,10 highlight-

ing, among other issues, challenges arising from the complexity of the task and

concerns related to both political legitimacy and limited constitutionality and

accountability. In addition to outlining potential problems stemming from what

he describes as an ambiguous structure and dependency on other institutions to

carry out the ESRB’s decisions, Avgouleas contends that its independence and

2As a successor to the Financial Stability Forum, founded in 1999.
3 Established 21 July 2010, pursuant to Section 111(e)(2) of the Dodd-Frank Wall Street Reform

and Consumer Protection Act.
4 It does, however, have a large and complex organisational structure, which will be described

below.
5 Ferran and Alexander (2010).
6 Baker (2014).
7 Andenas and Chiu (2014).
8Moloney (2014).
9 See Alexander (2016).
10Willke et al. (2013).
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credibility may be compromised by its closeness to the ECB’s policy priorities

regarding the Eurozone banking sector.11 Early criticisms of the proposed role of

the ESRB were made by Buiter12 and Sibert.13 Sibert stated that the ESRB would be

“too big, it is too homogeneous, it lacks independence, and its members are already

sufficiently employed.” Buiter criticised the proposed setup for being lopsided in

favour of central banks and the ECB in particular and also pointed to the potential

conflict between price stability and financial stability. He also argued that the setup

ignored the fiscal dimension by not including finance ministry representation on the

General Board and that the ESRB’s size would pose a problem for how useful it

could be. Though stemming from the time before the ESRB was established, the

issues addressed by Buiter and Sibert still have general interest.

This chapter incorporates the results of a review recently undertaken by the

Commission14 and touches upon a 2013 assessment of the macroprudential over-

sight in the EU and the role of the ESRB undertaken by the IMF Financial Sector

Assessment Program.15 The chapter extends existing academic analyses by

addressing recent European macroprudential developments, including the adoption

of the Single Supervisory Mechanism within the Banking Union.

The chapter begins with a description of the institutional aspects of the ESRB,

building on a study of its founding documents and regulatory frameworks. Special

attention is given to the ESRB’s mission and objectives, which are defined as

contributing to the prevention or mitigation of systemic risks to financial stability

within the European Union. An analysis of the core concepts of systemic risk and

financial stability is performed and is supplemented by a description of material the

ESRB has produced to concretise and operationalise these concepts. In view of the

magnitude of the tasks assigned to the ESRB, this chapter considers whether the

ESRB in its existing form is well suited for the large and complex undertaking it is

expected to perform. This question is addressed with an analysis of the ESRB’s
applicable measures and its governance structure and decision-making processes.

Because little time has passed since the establishment of the ESRB, one should be

careful not to arrive at overly definite conclusions at this point in time. There is,

however, reason to believe that organisational improvements will be necessary if the

ESRB is to achieve the effectiveness envisaged by European policy makers. Lastly,

some remarks are made relating to the legitimacy and accountability of the ESRB.

11Avgouleas (2012).
12 Buiter (2009) http://www.publications.parliament.uk/pa/cm200809/cmselect/cmtreasy/1088/

108806.htm.
13 Sibert (2010).
14 Report from the Commission to the European Parliament and the Council on the mission and

organisation of the European Systemic Risk Board (ESRB), Brussels 8.8.2014 COM (2014)

508 final.
15Macroprudential Oversight and the Role of the ESRB, IMF Country Report No. 13/70, Tech-

nical Note March 2013 International Monetary Fund.
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2 Background

When the financial crisis hit in 2007, it soon became clear that the level of financial

integration within Europe had reached a more advanced level than that of super-

visory integration.16 Up until this point, supervisory reform had relied on an evol-

utionary approach, in which the so-called Level 3 Committees17 were expected to

establish consistency in supervisory practices and procedures across member

states.18 Noting that the system had not been equipped to deal with the challenges

posed by the financial crisis, the Commission appointed a high-level group chaired

by Jacques de Larosière to consider how the European supervisory arrangements

could be strengthened both to better protect European citizens and to rebuild trust in

the financial system. The group was given a broad mandate; one of its tasks was to

consider how to strengthen European cooperation on financial stability oversight.

The de Larosière report19 looked thoroughly into the causes of the financial crisis

and suggested a host of remedying measures, in both the regulatory and supervisory

areas. It focused not only on the European level, but also on the global financial

system. Regarding supervisory issues, the report pointed to the divide between

micro- and macroprudential supervision and noted that they were clearly inter-

twined, in substance as well as in operational terms. The report described how the

centre of attention has traditionally been microprudential supervision, the objective

of which is to supervise and limit the distress of individual financial institutions,

thus protecting the customers of those institutions. As the report noted:

The fact that the financial system as a whole may be exposed to common risks is not always

fully taken into account. However, by preventing the failure of individual financial institutions,

micro-prudential supervision attempts to prevent (or at leastmitigate) the risk of contagion and

the subsequent negative externalities in terms of confidence in the overall financial system.

The report stated that the objective of macroprudential supervision is “to limit the

distress of the financial system as a whole in order to protect the overall economy from

significant losses in real output.” Itwas noted that although risks to thefinancial systemcan

arise in principle from the failure of one financial institution alone, the much more

important global systemic risk arises from a common exposure of many financial insti-

tutions to the same risk factors. The report emphasised that “macro-prudential analysis

therefore must pay particular attention to common or correlated shocks and to shocks to

those parts of the financial system that trigger contagious knock-on or feedback effects.”

The report contended that although the way the EU financial sector had been

supervised was not a primary cause of the crisis, there had been real and important

supervisory failures. Too little emphasis had been placed on the macroprudential side

16 See Andenas and Chiu (2014).
17 The Committee of European Banking Supervisors (CEBS), the Committee of European Insur-

ance and Occupational Pensions Regulators (CEIOPS), and The Committee of European Secur-

ities Regulators (CESR).
18Mandate for the High-Level Expert Group on financial supervision in the EU, November 2008.
19 The High-Level Group on Financial Supervision in the EU, Report dated 25 February 2009, Brussels.
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of supervision. The report maintained that to be effective, macroprudential super-

vision must encompass all sectors of finance, not simply banks, as well as the wider

macroeconomic context. This oversight should also take account of global issues.20

Based on its findings, the report recommended the establishment of a new entity

with responsibility for macroprudential supervision at the EU level. Regarding

institutional matters, the report suggested that the new body should be set up

under the auspices of the ECB and be chaired by the ECB president.

3 Legal Basis

The European Council and the Commission21 decided to use the de Larosière report

as a basis for going forward. In November 2010, the legal framework of the ESRB

was adopted. The relevant legislative act is Regulation (EU) No 1092/2010 of the

European Parliament and of the Council of 24 November 2010 on European Union

macro-prudential oversight of the financial system and establishing a European

Systemic Risk Board,22 (hereafter the ESRB Regulation). The basis for the regu-

lation is TFEU Article 114. The regulation is supplemented by Council Regulation

(EU) No 1096/2010 conferring specific tasks upon the European Central Bank

concerning the functioning of the European Systemic Risk Board23 (hereafter the

Council Regulation). Both entered into force on 16 December 2010.

The ESRB Regulation consists of four chapters. Chapter I contains general

provisions, including provisions on establishment, definitions, and mission and

objectives. Chapter II sets out the provisions on the organisation of the ESRB,

and Chapter III sets out the provisions on its tasks. Some final provisions, including

provisions on reporting, are to be found in Chapter IV.

The Council Regulation sets out the formal framework for the ECB’s contri-

bution to the ESRB. The ECB shall inter alia provide the ESRB with a secretariat

and information.

The ESRB itself has adopted several guidelines and formal frameworks for its

work. These will be described later in this chapter.

20 The de Larosière report was not alone in voicing such concerns. See, for instance, the Turner

Review of March 2009 (London UK Financial Services Authority) p. 83: “The lack of such a

perspective [system-wide macro-prudential perspective], and the failure to specify and to use

macro-prudential levers to offset systemic risks, were far more important to the origins of the crisis

than any specific failure in supervisory process relating to individual firms.”
21 Communication for the spring European Council of 4 March 2009—Driving European recov-

ery—Volume 1 [COM(2009) 114 final—Not published in the Official Journal].
22 OJ L 331, 15.12.2010, pp. 1–11.
23 OJ L 331, 15.12.2010, pp. 162–164.
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4 Mission and Objectives

The ESRB’s mission and objectives are stated in the ESRB Regulation Article 3;

The ESRB shall be responsible for the macro-prudential oversight of the financial system

within the Union in order to contribute to the prevention or mitigation of systemic risks to

financial stability in the Union that arise from developments within the financial system and

taking into account macroeconomic developments, so as to avoid periods of widespread

financial distress.

Financial system is defined in Article 2(b) as all financial institutions, markets,

products, and market infrastructures; hence, the ESRB’s oversight is not limited to

the banking sector.

Two key terms in the statement of mission and objectives are financial stability
and systemic risk. These concepts were also used before the financial crisis in the

legal context of regulating financial markets, but as pointed out by Ferran and

Alexander,24 macroprudential and systemic risk have not been well-established

terms in EU legislation. Article 2(c) defines systemic risk as a risk of disruption in

the financial system with the potential to have serious negative consequences for the

internal market and the real economy. It is not necessary to establish a threat to the

system as a whole; the ESRB should monitor and assess risks to financial stability

that can have an impact on the sectoral level as well as on the financial system as a

whole.25 In line with the definition of financial system in Article 2(b), the definition

of systemic risk in Article 2(c) states that all types of financial intermediaries,

markets and infrastructure may be potentially systemically important to some

degree. This acknowledges the complexity and interconnectedness of the

European financial system and what was learned from the developments leading

up to the financial crisis of 2007–2009. The subprime crisis illustrated that risks

removed from the bank’s balance sheets due to securitisation were to be found in the
portfolios of insurance companies and other institutional investors, which also turned

out to be systemically important. The financial risks were therefore not eliminated

but simply transferred to entities whose supervisors were insufficiently alert to the

risks. This was partly because the risks were outside the remits of the supervisors in

question and partly because supervisors relied on the assurance provided by

favourable ratings, but without questioning either the role of the rating companies

and the integrity of the rating system or the risk level in the system as a whole.26

A 2009 joint report from the International Monetary Fund, the Bank of Inter-

national Settlements, and the Financial Stability Board27 referred to in the ESRB

24 Ferran and Alexander (2010).
25 ESRB Regulation Rec. 30.
26 See discussion of the role of Credit Rating Agencies in Chapter 7 in Andenas and Chiu (2014).
27 Report 28 October 2009 “Guidance to Assess the Systemic Importance of Financial Institutions,

Markets and Instruments: Initial Considerations” Prepared by the International Monetary Fund,

Bank of International Settlements and the Secretariat of the Financial Stability Board and Presented

to the G-20 Finance Ministers and Central Bank Governors.
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RegulationRec. 9 provides guidance for assessing systemic risk. The report states that

the assessment of systemic risk is likely to vary depending on the economic environ-

ment. It will also be conditioned by the financial infrastructure and crisis management

arrangements and their capacity to deal with failures when they occur. Financial

institutions may be systemically important for local, national, or international finan-

cial systems and economies. According to the report, the key identifying criteria for

the systemic importance of markets and institutions are size (the volume of financial

services provided by the individual component of the financial system), substitut-

ability (the extent to which other components of the system can provide the same

services in the event of failure), and interconnectedness (linkages with other compo-

nents of the system). According to the ESRB Regulation Rec. 9, an assessment based

on these three criteria should be supplemented by a

reference to financial vulnerabilities and the capacity of the institutional framework to deal

with financial failures and should consider a wide range of additional factors such as, inter

alia, the complexity of specific structures and business models, the degree of financial

autonomy, intensity and scope of supervision, transparency of financial arrangements and

linkages that may affect the overall risk of institutions.

This broad approach resonates well with the ESRB Regulation Article 3(1),

which states that macroeconomic development shall also be taken into account.

The ESRB has in a 2013 Recommendation28 to macroprudential authorities

recommended to define and pursue intermediate objectives of macroprudential

policy for their respective national financial systems as a whole. These intermediate

policy objectives should include mitigation and prevention of excessive credit

growth and leverage, mitigation and prevention of excessive maturity mismatch

and market illiquidity, to limit direct and indirect exposure concentrations, to limit

the systemic impact of misaligned incentives with a view to reducing moral hazard,

and to strengthen the resilience of financial infrastructures.

The emphasis on both “prevention and mitigation” in Article 3(1) shows that the

ESRB’s responsibility will not cease if a systemic risk has occurred; instead, the
focus should then turn to mitigation of the risk. The definition of systemic risk in

Article 2(c) relates to a “disruption” with the “potential” to have negative conse-

quences—hence, the ESRB should take a precautionary view and not wait to act

until after the consequences of a disruption have manifested.

The ESRB’s area of responsibility is confined to macroprudential oversight.29

This echoes the recommendations made in the de Larosière report regarding the

division of responsibility within the new supervisory architecture. In its deliber-

ations, the report offered a number of arguments against handing the ECB any

28 Recommendation of the European Systemic Risk Board of 4 April 2013 on intermediate

objectives and instruments of macro-prudential policy (ESRB/2013/1).
29 ESRB Regulation Article 3(1).
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responsibility for microprudential matters, and these arguments related mainly to

the ECB’s primary areas of responsibility.30 The tasks of overseeing micro-

prudential matters were instead given to the other institutions in the ESFS.31

The geographical area of responsibility of the ESRB is set to be within “the

Union.” According to the agreement on the incorporation of the EU ESA Regu-

lations into the EEA Agreement recently entered into between EU and the EFTA

states, the ESRB’s effective area of responsibility will also include the entire EEA

area.32

Lastly, it should be mentioned that the ESRB Regulation in Rec. 31 establishes

that financial stability is a necessary prerequisite for further financial integration in

the internal market33 and that the ESRB shall thus contribute to the “smooth

functioning of the internal market” and thereby ensure a “sustainable contribution

of the financial sector to economic growth.”34

This account of the ESRB’s designated mission and objectives shows that the

ESRB has been trusted with a broad and forward-looking mandate, which repre-

sents a novelty because the sole focus of the institution is systemic risks and

financial stability. In the 2014 Review Report,35 the Commission found that the

vast majority of stakeholders taking part in the review shared the view that the

mandate was sufficiently broad and that all were satisfied with the forward-looking

and preventive nature of the ESRB’s mandate.

It seems particularly important that the definition of systemic risk acknowledges

that all kinds of financial intermediaries, markets, and infrastructure may be

systemically important to some degree. At the same time, one must assume that

this wide scope will necessarily pose challenges when the ESRB conducts the tasks

of gathering, analysing, and prioritising risk. This issue will be discussed further in

the section on tasks and applicable measures.

It was noted above that the ESRB Regulation stresses the significance of

financial stability for the further financial integration of the internal market. Com-

mentators such as Andenas and Chiu have pointed out a potential conflict between

objectives: “(...) the European authorities are likely to favour market and legal

integration as they are deeply ingrained in the workings of the authorities and hence

macro-prudential supervision may be viewed through the lens of these

30 See in particular on pp. 42–44.
31 The arguments in the de Larosière Report against giving microprudential responsibilities to the

ECB did not stop the more recent creation of the Single Supervisory Mechanism under the

authority of ECB, but the ECB activities relating to the SSM is organisationally divided from its

monetary policy operations and related functions. See account in Alexander (2016).
32 Until this arrangement is formally in place, the EEA states have relations with the ESRB on an

informal basis.
33 ESRB Regulation Rec. 31.
34 ESRB Regulation Article 3(1).
35 Report from the Commission to the European Parliament and the Council on the mission and

organisation of the European Systemic Risk Board (ESRB), Brussels 8.8.2014 COM (2014)

508 final.
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objectives.”36 A possible conflict, arising from the central banker dominance

following from its organisational features, between the objectives of financial

stability and price stability has also been highlighted.37

5 Organisation and Structure

Chapter II of the ESRB Regulation contains the organisational provisions for the

ESRB. The ESRB was established as a body without legal personality38 and does

not have the competence to make legally binding decisions.39 The governing bodies

are the General Board, the Steering Committee, the Secretariat, the Advisory

Scientific Committee (ASC) and the Advisory Technical Committee (ATC).40

The General Board shall take the decisions necessary to ensure the performance

of the tasks entrusted to the ESRB, pursuant to Article 3(2). The Steering Commit-

tee shall assist in the decision-making process of the ESRB by preparing the

meetings of the General Board, reviewing the documents to be discussed, and

monitoring the progress of the ESRB’s ongoing work. The Secretariat shall be

responsible for the day-to-day business of the ESRB. The Secretariat’s function is

provided by the ECB, in accordance with the Council Regulation. The Secretariat

shall provide high-quality analytical, statistical, administrative and logistical sup-

port to the ESRB. It shall also draw on technical advice from the ESAs, national

central banks, and national supervisors. The ASC and the ATC shall provide advice

and assistance on issues relevant to the work of the ESRB.

The ESRB General Board has laid down Rules of Procedure, detailing issues

comprised by the ESRB Regulation.41

The General Board, which has 67 members, is the decision-making body of the

ESRB.42 Members of the General Board fall into two categories: those with and

those without voting rights. The 38 voting members consist of the president and the

vice president of the ECB, the governors of the national central banks, a member of

the Commission, the chairpersons of the EBA, the EIOPA, and the ESMA, the chair

and the two vice chairs of the ASC, and the chair of the ATC.43 The members of the

General Board without voting rights consist of one high-level representative from

36Andenas and Chiu (2014), Chapter 16.2.
37 See discussion in Alexander (2016) and in Willke et al. (2013), pp. 201–204.
38 ESRB Regulation Rec. 15.
39 For a discussion of the reasons behind establishing the ESRB as a soft-law body, see Ferran and

Alexander (2010) and Moloney (2014), p. 1015.
40 ESRB Regulation Article 4.
41 Decision of the European Systemic Risk Board of 20 January 2011, adopting the Rules of

Procedure of the European Systemic Risk Board (ESRB/2011/1) OJ C 58, 24.2.2011, pp. 4–10.
42 ESRB Regulation Article 4(2).
43 ESRB Regulation Article 6(1).
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each member state’s national supervisory authority and the president of the Eco-

nomic and Financial Committee.44 The General Board meets at least four times a

year.45 Decisions are made on the basis of a simple majority, except when adopting

a recommendation or to make a warning or recommendation public, in which cases

a two-thirds majority is required. Each member with voting rights has one vote. In

the event of a tie, the ESRB chair has the deciding vote.46

The ESRB shall have a chair and two vice chairs.47 For the first 5 years, the chair

shall be the president of the ECB, and subsequently, the chair will be designated

using a procedure determined on the basis of a review in accordance with the

provisions set forth in Article 20. The first vice chair shall be elected by and from

the members of the General Council of the ECB in view of the need for a balanced

representation of member states overall and between those whose currency is the

euro and those whose currency is not the euro. The election period of the first vice

chair is 5 years, and the vice chair may be reelected once. The second vice chair

shall be the chair of the Joint Committee, that is, the committee comprising

representatives of the three ESAs (the ESMA, the EBA, and the EIOPA). Exter-

nally, the ESRB is represented by the chair.

The Steering Committee48 has 14 members: the chair and first vice chair of the

ESRB, the vice president of the ECB, a member of the Commission, the chair-

persons of the EBA, the EIOPA, and the ESMA, the president of the Economic and

Financial Committee, and the chairs of the ASC and the ATC.49 Also, four

members of the General Board who are also members of the General Council of

the ECB take part in the Steering Committee. They are elected from and by the

members of the General Board who are also members of the General Council of the

ECB “with regard to the need for a balanced representation of Member States

overall and between those whose currency is the Euro and those whose currency is

not the Euro.”

The ATC50 shall be composed of a representative of each national central bank

and a representative of the ECB, one representative per member state of the

competent national supervisory authorities, a representative of each of the three

ESAs (the EBA, the EIOPA, and the ESMA), two representatives of the Commis-

44 ESRB Regulation Article 6(2).
45 ESRB Regulation Article 9.
46 ESRB Regulation Article 10.
47 ESRB Regulation Article 5.
48 ESRB Regulation Article 11.
49Moloney (2014), p. 1012 points out that in practice, given the size of the General Board, the

Committee is the location of significant influence within the ESRB and better equipped to act

nimbly in crisis conditions.
50 ESRB Regulation Article 13.
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sion, a representative of the Economic and Financial Committee, and a represen-

tative of the ASC. The ATC shall provide advice and assistance to the ESRB at the

request of the ESRB chair,51 but no further instruction about the work of the ATC is

given in the ESRB Regulation. A mandate for the ATC that was laid down on

20 January 2011 details the way in which the ATC shall contribute to the ESRB’s
work.52 It is emphasised that the ATC will, among other responsibilities, provide

input on systemic risks through the participation of the chair of the ATC in the

Steering Committee and the General Board. According to the Commission’s
Review Report on the ESRB,53 the ATC is actively involved in establishing a

consistent macroprudential framework across the member states and has to this end

prepared two recommendations that have been adopted and published by the

General Board, which has resulted in member states establishing national

macroprudential authorities. The mandate states that the Committee may set up

long-term and temporary substructures that will provide specific technical support

for its work. There are several different subgroups; among others the Analysis

Working Group and the Instruments Working Group. Other subgroups work on

topics like stress testing and central counterparties.

The ASC54 is composed of the chair of the ATC and 15 experts. These experts

shall represent a wide range of skills and experiences and “shall be chosen on the basis

of their general competence and their diverse experience in academic fields or other

sectors, in particular in small and medium-sized enterprises or trade-unions, or as

providers or consumers of financial services.”55 They shall not be members of the

ESAs. The Steering Committee is responsible for nominating the members, and the

nominations are subject to approval by the General Board for a 4-year, renewable

mandate. The chair and the two vice chairs of the ASC are appointed by the General

Board following a proposal from the chair of the ESRB, and they shall each have a

high level of relevant expertise and knowledge, for example by virtue of their

academic background in the sectors of banking, securities markets, or insurance

and occupational pensions.56 The chairmanship of the ASC rotates between those

three persons. The role of the ASC is to provide advice and assistance to the ESRB at

the request of the ESRB chair. As of November 2014, the ASC had delivered five

reports on different subjects.

The ATC and the ASC have three joint working groups: the Expert Group on

Interconnectedness, the Expert Group on Shadow Banking, and the Expert Group

on Sovereign Exposures.

51 ESRB Regulation Article 4(5).
52 https://www.esrb.europa.eu/pub/pdf/ATC-mandate.pdf?c862edadf023a6fec36f993fdf02937f.
53 Report from the Commission to the European Parliament and the Council on the mission and

organisation of the European Systemic Risk Board (COM (2014) 508 final.
54 ESRB Regulation Article 12.
55 ESRB Regulation Article 12(1).
56 ESRB Regulation Article 12(2).
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When the ESRB was established, it was noted that the ECB, given its

expertise on macroprudential issues, could make a significant contribution to

the effective macroprudential oversight of the European Union’s financial sys-

tem. The Council therefore decided that the ECB should be responsible for

providing the ESRB with a secretariat.57 The Secretariat shall be responsible

for the day-to-day business of the ESRB, provide high-quality analytical, statis-

tical, administrative, and logistical support to the ESRB under the direction of

the chair and the Steering Committee, and draw on technical advice from the

ESAs, national central banks, and national supervisors.58 More detailed rules

regarding the tasks of the Secretariat are laid down in Council Regulation

(EU) No 1096/2010.

The successful and effective functioning of the ESRB relies on its reputation,

credibility and legitimacy.59 The ESRB Regulation has provisions on impartiality

and confidentiality directed towards persons who have a role in ESRB governing

bodies.60 Members of the General Board and the Steering Committee shall perform

their duties impartially and solely in the interest of the European Union as a whole.

They shall neither seek nor take instructions from the member states, EU insti-

tutions, or any other public or private body. All members of the General Board are

barred from having other functions in the financial industry. The ESRB Regulation

also restricts other bodies from trying to influence the ESRB. Neither the member

states, EU institutions, nor any other public or private body shall seek to influence

the members of the ESRB in the performance of their tasks.61

Members of the General Board and other persons who work or have worked for or

in connection with the ESRB have an obligation to observe professional secrecy.62 An

ESRBdecision from2011 contains provisions on public access to ESRB documents.63

The General Board has also adopted a code of conduct with more detailed

provisions, highlighting the need for persons with a role in the ESRB “to conduct

themselves in a way that safeguards and promotes the public’s trust in the ESRB.”64

Several things should be noted about the organisational setup of the ESRB.

Firstly, the governing bodies constitute a very large and intricate structure.65 This

57 Council Regulation Rec. 7 and 8.
58 ESRB Regulation Article 4(4).
59 Ferran and Alexander (2010) and Moloney (2014), p. 1015.
60Moloney (2014), p. 1015, 1016.
61 ESRB Regulation Article 7.
62 ESRB Regulation Article 8.
63 Decision of the European Systemic Risk Board of 3 June 2011 on public access to European

Systemic Risk Board documents (ESRB/2011/5), OJ C 176, 16.6.2011, pp. 3–6.
64 OJ C 140, 11.5.2011, pp. 18–19.
65 See Moloney (2014) who states on p. 1016 that governance difficulties existed from the outset,

given the size of the General Board and its difficulties in acting nimbly.
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reflects the desire to gather the necessary expertise at both the national and European

levels and comprising both central banks and supervisors.66 However, the structure

gives rise to complex and inefficient decision-making processes.67 Secondly, the

ESRB seemingly has a dual relationship with the ECB. On one hand, it leans heavily

on the ECB’s reputation, expertise, and personnel, in accordance with the moti-

vation for setting up the ESRB with the ECB as a host institution. On the other hand,

the ESRB Regulation also underlines the ESRB’s role as a separate body with its

own competencies and with members who have a duty to act impartially.

One of the conclusions in the Commission’s Review Report is that there is a need

to reform the present internal structure and streamline the decision-making pro-

cesses. Possible solutions highlighted in the report could be to reduce the size of the

General Board or delegating more powers to the Steering Committee, increasing the

frequency of the Steering Committee meetings, and reducing the formalism in the

drafting of ESRB recommendations.

When it comes to organisational identity, some stakeholders in the review suggest

amending the composition of theGeneral Board in order to rebalance the ESRB focus

across sectors, and some point to a certain banking bias. In the Review Report, the

Commission endorses the importance of maintaining a cross-sectoral dimension and

also acknowledges the need to enhance the ESRB’s organisational visibility and

autonomy.

How the aforementioned deliberations will play out in the Commission’s follow-
up on the Review Report remains to be seen. However, it may seem like an easier

task to reform the organisational structure and streamline the internal decision

making than to solve the conundrum of keeping the benefits of close proximity to

the ECB while enhancing the ESRB’s autonomy and visibility.

6 Tasks and Applicable Measures

The ESRB’s original tasks may be grouped into three main categories: gathering and

exchange of information, identifying and prioritising systemic risks, and issuing and

communicating recommendations andwarnings as well asmonitoring the responses to

these recommendations and warnings. In addition, the ESRB is mandated to cooperate

with a number of other bodies with roles in the European economic and supervisory

architecture. The tasks for which the ESRB is responsible are set out in the ESRB

Regulation Article 3(2). Further provisions are given in Chapter III of the ESRB

Regulation. This section will first focus on the ESRB’s original area of responsibility

before commenting upon the new tasks related to the capital rules for banks (CRD and

66 Report from the Commission to the European Parliament and the Council on the mission and

organization of the European Systemic RiskBoard (ESRB), Brussels 8.8.2014COM (2014) 508 final.
67Macroprudential Oversight and the Role of ESRB, Technical Note March 2013 International

Monetary Fund.
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CRR) that entered into force on 1 January 2014. The relationship with the

Single Supervisory Mechanism will be touched upon in Sect. 8.

Article 15 of the ESRB Regulation outlines provisions on the collection and

exchange of information. Firstly, the ESAs, the European System of Central Banks

(ESCB), the Commission, the national supervisory authorities, and national statis-

tics authorities all have an obligation to cooperate closely with the ESRB and to

provide it with all the information necessary for the fulfilment of its tasks.68 For the

ESAs, there are corresponding provisions about exchange of information in

Article 36 of their governing regulations.69 The importance of a reliable flow of

information is highlighted in the ESRB Regulation Rec. 14: “Pursuant to the

principle of sincere cooperation in accordance with Article 4(3) of the Treaty on

European Union, the parties to the ESFS should cooperate with trust and full mutual

respect, in particular to ensure that appropriate and reliable information flows

between them.”

Secondly, the ESRB may request information from the ESAs.70 Such informa-

tion shall as a rule be given in summary or aggregate form so that individual

financial institutions cannot be identified.71 Requests about information pertaining

to individual institutions follow special procedures. If the ESRB requests informa-

tion that is not in summary or aggregate form, the reasoned request shall explain

why data on the respective individual financial institution is deemed to be system-

ically relevant and necessary, considering the prevailing market situation.72 Before

requesting information on individual institutions, the ESRB shall consult the

relevant ESA in order to ensure that the request is justified and proportionate. If

the ESA does not agree that the request is justified and proportionate, it shall return

the request to the ESRB and ask for additional justification. After the ESRB has

provided the relevant ESA with such additional justification, the requested infor-

mation shall be transmitted to the ESRB.73 This provision does not seem to provide

clear guidance for addressing situations in which disagreement between the ESRB

and the ESA persists after additional justification has been given.

68 ESRB Regulation Article 15(2).
69 Regulation (EU) No 1093/2010 of the European Parliament and of the Council of 24 November

2010 establishing a European Supervisory Authority (European Banking Authority), OJ L

331, 15.12.2010, pp. 12–47, Regulation (EU) No 1094/2010 of the European Parliament and of

the Council of 24 November 2010 establishing a European Supervisory Authority (European

Insurance and Occupational Pensions Authority), OJ L 331, 15.12.2010, pp. 48–83, Regulation

(EU) No 1095/2010 of the European Parliament and of the Council of 24 November 2010

establishing a European Supervisory Authority (European Securities and Markets Authority), OJ

L 331, 15.12.2010, pp. 84–119.
70 ESRB Regulation Article 15(3).
71 Article 36(2) of Regulation (EU) No 1093/2010, of Regulation (EU) No 1094/2010, and of

Regulation (EU) No 1095/2010.
72 ESRB Regulation Article 15(6).
73 ESRB Regulation Article 15(7).
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If the requested information is unavailable or is not made available in a

timely manner, the ESRB may request the information from the ESCB, the

national supervisory authorities, or the national statistics authorities. If the infor-

mation remains unavailable, the ESRB may request it from the member state

concerned.74

Decisions relating to the collection of information in accordance with Article

15 of the ESRB Regulation shall be adopted by the General Board.75 In addition to

seeking information from the ESAs or other bodies as described above, the ESRB

shall seek the views of relevant private sector stakeholders where appropriate.76

There are also obligations on the ESRB’s side to give information; this is natural

given the emphasis that is placed on an appropriate flow of information within the

ESFS.77 The ESRB has a duty to provide the ESAs with the information on risks

necessary for the achievement of their tasks.78

In the Commission’s Review of ESRB stakeholders pointed out a need to

improve the processes for exchanging information between the ESRB and the

ESAs, noting that the lengthy and detailed approval process could affect the

timeliness and impact of its output. This seems like a relevant objection against

the existing processes for exchanging information, and it should be taken into

account by the Commission in the follow-up on the Review.

Based on the ESRB’s mission and objectives, the task of identifying and

prioritising systemic risk79 seems like a core element of the ESRB’s work. This

part of the ESRB’s mandate is fleshed out less fully in the ESRB Regulation than is

the area of collecting and exchanging information described above. However,

Article 3(2)(g) states that the ESRB shall develop, in collaboration with the

ESAs, a common set of quantitative and qualitative indicators (Risk Dashboard)

to identify and measure systemic risk. The ESRB published its first Risk Dashboard

in September 2012. According to the ESRB, the purpose of the Risk Dashboard is to

“provide the ESRB with the wherewithal to communicate with the surrounding

financial and institutional community on systemic risks, and to meet accountability

requirements vis-�a-vis the public.”80

The ESRB Risk Dashboard is “produced with the close involvement of the ECB

and in cooperation with the three ESAs, and is one of the inputs considered by the

General Board in its discussions on risks and vulnerabilities within the financial

system.”81 The dashboard is updated on a quarterly basis and focuses on six

different categories of risk from both a sectoral and system-wide perspective. The

74 ESRB Regulation Article 15(5).
75 Rules of Procedure Article 28.
76 ESRB Regulation Article 14.
77 Note ESRB Regulation Rec. 14.
78 ESRB Regulation Articles 15(1) and 3(2)(g).
79 ESRB Regulation Article 3(2)(b).
80 ESRB Annual Report 2012, p. 40.
81 Ibid.
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six categories of risk are interlinkages and imbalances, macro risks, credit risks,

funding and liquidity, market risks, and profitability and solvency.82

According to the ESRB, the Risk Dashboard should be viewed as an “informa-

tion tool to guide further analysis of systemic risks, rather than a fully fledged early

warning system.”83 It is published together with an “Overview Note,” which is

intended to provide a summary of the current risks and vulnerabilities. It is also

supplemented by two annexes, one on the methodology used to compile the

indicators and one that provides a description of each indicator and a short guide

on how to interpret them.

If the processes of gathering information and identifying and prioritising risks

reveal the existence of systemic risk, what measures are available to the ESRB? As

noted, the ESRB was established as a body without legal personality and with no

binding powers. This is reflected in how the ESRB’s applicable measures are

designed, as “warnings” and “recommendations”, ref. the ESRB Regulation Article

16. The ESRB cannot make decisions that establish enforceable duties on private or

public entities. It is clear, however, that entities to which the ESRB directs

recommendations are expected to respond appropriately. The measures the ESRB

may apply are subject to an “act or explain” mechanism,84 and this in combination

with the involvement of other bodies with binding powers in the event of

non-compliance leads to what Ferran and Alexander describe as “considerable

indirect reinforcement”.85

The criterion that justifies warnings from the ESRB is a case in which a

“significant risk” to the objectives stated in the ESRB Regulation Article 3(1) has

been identified. Where appropriate, the ESRB shall issue recommendations for

remedial action.86 Such remedial action may include legislative initiatives.87 Warn-

ings and recommendations may be of either a general or a specific nature. The

ESRB has been given room for manoeuvre regarding to whom the warnings and

recommendations shall be addressed, that is, “to the Union as a whole or to one or

more Member States, or to one or more of the ESAs, or to one or more of the

national supervisory authorities.”88 If a warning or a recommendation is addressed

to one or more of the national supervisory authorities, the member state or states

concerned shall also be informed thereof.

Recommendations shall include a specified timeline for the policy response and

may also be addressed to the Commission in respect of the relevant EU legislation.

Warnings or recommendations shall be transmitted to the Council and the

Commission at the same time as they are transmitted to the addressees. If the

warning or recommendation is transmitted to one or more national supervisory

82 Ibid.
83 Ibid.
84 The ESRB Regulation Rec. 20.
85 Ferran and Alexander (2010) See also Moloney (2014), p. 1014.
86 See Moloney (2014), p. 1016.
87 ESRB Regulation Article 16(1).
88 ESRB Regulation Article 16(2).
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authorities, they shall also be transmitted to the ESAs.89 Strict rules regarding

confidentiality shall be observed, unless it is decided to make the recommendation

public (see below).

The ESRB Regulation Article 16(4) makes provisions for the ESRB to establish

a colour-coded system corresponding to situations of different risk levels in order to

enhance the awareness of risk in the European Union. This system is not currently

in place.

Once a warning or recommendation is issued, the ESRB Regulation places

responsibility on both the ESRB and the addressees to follow up on the warning

or recommendations. The ESRB shall monitor the addressees’ follow-up in order to
ensure that they respond effectively.90 Addressees of recommendations should act

on them and communicate to the ESRB and to the Council the actions undertaken in

response to the recommendation. In case of inaction, they shall provide an adequate

justification (‘act or explain’ mechanism).91 For the ESAs, this obligation is

mirrored in Article 36(4) and (5) of their governing regulations, according to

which an ESA that does not act on a recommendation shall explain to the ESRB

and the Council its reasons for inaction.

If the ESRB decides that its recommendation has not been followed or that the

addressees have failed to provide adequate justification for their inaction, it should

inform the addressees, the Council, and, where relevant, the ESA concerned.92

Moloney describes this as increasing the “moral pressure” on the addressees.93 This

procedure will not pertain to warnings or recommendations issued to the European

Union as whole.

If the ESRB determines that an emergency situationmay arise, it shall follow the

procedural rules set forth in the ESRB Regulation Article 3(2)(e), which corre-

sponds with Article 18 in the Regulations pertaining to the ESAs.94 The ESRB shall

under such circumstances issue a confidential warning addressed to the Council and

provide the Council with an assessment of the situation, and can also issue a confi-

dential recommendation to the Council. For emergency situations, further courses

of action and the competencies of the Council and the ESAs are set out in the

ESA regulations, particularly Article 18 of these.

In addition to warnings and recommendations issued to addressees on a confi-

dential basis, the ESRB can also decide, on a case-by-case basis, to make warnings

or recommendations public.95 This option seems to have been put in place not

primarily as a means for the ESRB to quickly inform a large number of parties of a

89 ESRB Regulation Article 16(3).
90 ESRB Regulation Article 3(2)(f) and Rec. 20.
91 ESRB Regulation Article 17(1).
92 ESRB Regulation Article 17(2).
93Moloney (2014), p. 1014.
94 Regulation (EU) No 1093/2010, Regulation (EU) No 1094/2010, and Regulation (EU) No 1095/

2010.
95 ESRB Regulation Article 18(1).
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warning or recommendation, but as a means of persuading addressees to follow up

on ESRB decisions. As Rec. 21 of the Regulation notes, “Public disclosure can help

to foster compliance with the recommendations in certain circumstances.”96 Before

the General Board decides whether a warning or recommendation should be made

public, the Council must be informed sufficiently in advance to allow it to react. A

two-thirds majority of the General Board is always required for this type of

decision.97 The addressees shall be informed in advance and shall also be provided

with the right of making public their views and reasoning in response to the warning

or recommendation.

If the ESRB decides that a recommendation it has made public has not been met

by the act-or-explain requirement, the European Parliament may invite the chair of

the ESRB to present that decision, and the addressees may submit a request to

participate in an exchange of views.98

Besides ESRB’s original tasks described above, the ESRB can in accordance

with Article 3(2)(j) of the ESRB Regulation be given additional related tasks as

specified in EU legislation. This option has been used to confer to the ESRB tasks

and responsibilities under the EU prudential rules for banks that entered into force

on 1 January 2014. These rules, which are set out in the Capital Requirements

Directive (CRD)99 and Capital Requirements Regulation (CRR),100 give the

macroprudential authorities in the European Union a new set of policy instruments

to address financial stability risks more effectively.

The new rules foresee several roles for the ESRB, ranging from providing

guidance (for instance, on the countercyclical capital buffer) to issuing opinions

and recommendations on specific macroprudential measures notified by national

authorities.

To help operationalise this new framework, the ESRB has prepared the follow-

ing set of documents:101

• The ESRB Flagship Report102 provides an overview of the new macroprudential

policy framework in the European Union.

96 Ferran and Alexander (2010) refer to this as the power to “name and shame.”
97 ESRB Regulation Article 18.
98 ESRB Regulation Article 17(3).
99 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access

to the activity of credit institutions and the prudential supervision of credit institutions and

investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and

2006/49/EC, OJ L 176, 27.6.2013, pp. 338–436.
100 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013

on prudential requirements for credit institutions and investment firms and amending Regulation

(EU) No 648/2012, OJ L 176, 27.6.2013, pp. 1–337.
101 https://www.esrb.europa.eu/mppa/html/index.en.html.
102 https://www.esrb.europa.eu/pub/pdf/other/140303_flagship_report.pdf?

8f8da2fc90daf800ea1a1547beb81352.
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• The ESRB Handbook103 provides more detailed assistance to macroprudential

authorities on how to use the new instruments.

• A Decision, (ESRB/2015/4)104 sets out the process and coordination framework

for preparing ESRB opinions or issuing recommendations on macroprudential

measures, notified to the ESRB by relevant authorities, in line with the

CRD/CRR.

Under the CRD and CRR certain national measures are now required by law to

be notified to the ESRB, which, in turn, may have to issue opinions or recommen-

dations, depending on the case at hand. In some cases, the EBA is also required to

provide its views.105 Against this background, the ESRB publishes information

about macroprudential measures notified to the ESRB and relevant opinions and

recommendations issued by the ESRB.106

The review of ESRB’s tasks in this section, both the original ones and the new,

demonstrates the absence of powers on the ESRB’s hands to make binding deci-

sions. The soft-law quality of the ESRB’s applicable tools is one of the features of
the ESRB that has been thoroughly commented upon in the literature. For the

effective carrying out of its tasks, the ESRB will have to rely on its powers of

persuasion and indirect enforcement by other bodies. This is a challenging position,

but as pointed out by Ferran and Alexander,107 the ESRB may be in a stronger

position than other soft-law institutions, because it operates as an integral part of a

system in which legal obligations are imposed. The links to specific legal backup

may mean that the ESRB’s position is more robust than that of other international

bodies.

Notwithstanding the discussion of the effect of soft-law measures as compared

to binding measures, the material produced by the ESRB, whether in the form of

warnings or recommendations or the relatively new macroprudential policy actions,

will contribute to the discussion and development of analytical tools that further the

understanding of systemic risk as a phenomenon.

7 Reporting and Accountability

The reporting requirements for the ESRB are laid down in Article 19 of the

Regulation. Each year, the ESRB shall submit an annual report to the European

Parliament and the Council. The annual report shall be made available to the public

and contain the information that the General Board decides to make public in

103 https://www.esrb.europa.eu/pub/pdf/other/140303_esrb_handbook_mp.en.pdf.
104 https://www.esrb.europa.eu/pub/pdf/other/Decision_ESRB_2015_4.pdf.
105 ESRB, Macro-Prudential Commentaries, Issue No: 7 July 2014.
106 https://www.esrb.europa.eu/mppa/html/index.en.html.
107 Ferran and Alexander (2010).
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accordance with Article 18. The European Parliament, the Council, or the Com-

mission may also invite the ESRB to examine specific issues in the report.

At least annually, and more frequently in the event of widespread financial

distress, the chair of the ESRB shall be invited to an annual hearing in the

European Parliament. That hearing shall be conducted separately from the mone-

tary dialogue between the European Parliament and the president of the ECB. The

European Parliament may request the chair of the ESRB to attend a hearing of the

competent Committees of the European Parliament.

In addition to the annual report, the ESRB publishes other material on its

website, in the form of Commentaries, Occasional Papers, Recommendations,

Reports from the ASC, and the Risk Dashboard.

Apart from reporting requirements, the overarching question about institutional

legitimacy and accountability can be discussed on a much broader basis. Willke

et al. has summed up the criticisms put forward by others: “(...) regarding

macroprudential supervision, the unrepresentative central banker-dominated

ESRB’s capacity to make decisions regarding complex trade-offs between political

and economic objective is by no means politically legitimate.”108 Willke et al. also

discuss other features of the ESRB in light of institutional legitimacy, among them

excessive size and conflict between price stability and financial stability. Andenas

and Chiu point out that the ESRB’s reporting channels are confined to the EU level

and must seem remote to the public. They argue that the relative remoteness of the

three European Authorities and the ESRB protects the “independence of techno-

cratic judgement.”109

The discussion of institutional legitimacy and accountability raises important

questions that may become increasingly relevant as even more powers are con-

ferred to the ECB under the Single Supervisory Mechanism within the Banking

Union (see further discussion below).

8 Relations with the ESFS and Other Relevant Entities

To enable the ESRB to fulfil its tasks in a meaningful way, a close cooperation is

envisaged between it and other bodies with roles and responsibilities related to

financial supervision, both within and outside the European Union. This is a natural

consequence of the mandate to supervise risk on a systemic and aggregate level,

which requires in-depth knowledge of developments at the micro level110 and, as

the financial crisis demonstrated, not necessarily confined to the geographical area

of Europe. The de Larosière report stated that macroprudential oversight is not

meaningful unless it can somehow affect supervision at the micro level, whereas

108Willke et al. (2013), p. 203.
109 Andenas and Chiu (2014), p. 450.
110 ESRB Regulation Rec. 24.
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microprudential supervision cannot effectively safeguard financial stability without

adequately taking account of macrolevel developments. Such considerations are

emphasised in the governing framework of the ESRB, for instance in Article 1(4) of

the ESRB Regulation: “Pursuant to the principle of sincere cooperation in accor-

dance with Article 4(3) of the Treaty on European Union, the parties to the ESFS

shall cooperate with trust and full mutual respect, in particular to ensure that

appropriate and reliable information flows between them.”

Cooperation may take several forms, including exchange of information, desig-

nated platforms for communication, and mutual representation in governing bodies.

The governing regulations of the ESRB contain examples of all these forms of

cooperation.

At the EU level, the ESRB is first and foremost expected to cooperate closely

with all the other parts of the ESFS.111 The provisions on information and devel-

opment of the Risk Dashboard in collaboration with the ESAs as described in

Sect. 6 above must be seen in this context. Also, the ESAs are represented by

their chairpersons on the General Board of the ESRB. In the provisions on exchange

of information, in addition to the members of the ESFS, the ESCB, the Commis-

sion, and national statistics authorities are obliged to cooperate closely with the

ESRB and shall provide it with information. The ESRB shall also participate, where

appropriate, in the Joint Committee of the ESAs.112 In some instances, the Council

is assigned a role, inter alia in the follow-up of warnings and recommendations. The

Commission has one representative in the General Board, one in the Steering

Committee, and two in the ATC, and it is also a potential addressee for warnings

and recommendations.113

As pointed out above, systemic risks that can affect financial stability within the

European Union may not necessarily originate in this geographical area. Therefore,

cooperation with institutions outside the European Union that also oversee systemic

risk is important. The ESRB shall “coordinate its actions with those of international

financial organisations, particularly the IMF and the FSB as well as the relevant

bodies in third countries on matters related to macro-prudential oversight.”114

As described above, there are close links between the ESRB and the ECB. For

instance, the president of the ECB is also the president of the ESRB, both the

president and vice president of the ECB are members of the General Board of the

ESRB, and the Secretariat is provided by the ECB.

The establishment of the Banking Union, including the conferral of macro-

prudential supervisory powers to the ECB under the Single Supervisory Mecha-

nism, seems to raise a set of new questions in relation to the functioning of the

ESRB. After the implementation of the Single Supervisory Mechanism, macro-

prudential supervisory responsibilities are now not only borne within the ESFS by

111 ESRB Regulation Article 3(2)(g).
112 ESRB Regulation Article 3(2)(h).
113 ESRB Regulation Article 16(2).
114 ESRB Regulation Article 3(2)(i).
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the ESRB and the EBA, but are also directly lodged in the ECB. In addition,

National Competent Authorities have supervisory powers in their home state.

This is a development that should be closely followed, not least from the perspec-

tive of institutional legitimacy and accountability, given the ECB’s strong form of

independence. See the discussion by Kern Alexander in the chapter “The ECB and

Banking Supervision: Does Single Supervisory Mechanism Provide an Effective

Regulatory Framework?” of this volume. Andenas and Chiu argue that the ESRB

can become dominated by the ECB and central bank objectives. Such dominance

may exacerbate the already identified bank bias in macroprudential supervision,

which might be detrimental to the cross-sectoral oversight that the ESRB Regu-

lation clearly envisages.

9 Conclusion

This chapter has given an account of the most important institutional features and

characteristics of the ESRB with a view to making some assessments of the ability

of the ESRB to achieve its mission and objectives.

The ESRB is still only in its fifth year of operation, during which time the

financial markets have been affected by the aftermath of the financial crisis. It is

therefore difficult to form definite opinions about how well the preventive objective

envisaged for the ESRB will be fulfilled in the future. However, understanding the

governing frameworks and the institutional setup itself provides a foundation for

making some observations about the ESRB’s potential to perform its tasks

successfully.

It seems clear that we are dealing with an institution with a very ambitious

objective, a complex set of governing bodies with a large number of members and

extensive external relations. Both the internal organisation of the ESRB and its

decision-making processes have been found to be lengthy and inefficient. For the

effective carrying out of its tasks, the ESRB will have to rely on its powers of

persuasion and indirect enforcement by other bodies, because the ESRB itself has

not been furnished with powers to make binding decisions. Moreover, in managing

its external relations, the ESRB would likely benefit from having less cumbersome

organisational processes and structures. Some adjustment of the institutional setup

seems to be necessary to enhance organisational efficiency and decision-making

processes. Based on the results of the Commission’s Review in 2014, it is likely that

at least some changes will be adopted.

More fundamental criticisms of the ESRB have been made from various per-

spectives. Some have questioned the political legitimacy of a central bank–based

institution to be in charge of macroprudential supervision in view of the trade-offs

between political and economic objectives. In the same vein, it has been argued that

there may be an inherent conflict of interest between price stability and financial

stability. It has also been pointed out that insufficient attention has been given to the

relationship between financial stability and financial integration, which may not
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necessarily be mutually conducive. Lack of legal personality could hamper the

ESRB in maintaining an appropriate distance from the ECB. The creation of a

Banking Union has created yet another layer of macroprudential policies, now

involving the ECB directly in supervisory practices. Overall, there seems to be a

danger of unclear division of responsibilities for macroprudential tasks, creating a

mosaic of focal points and areas of responsibilities between different agencies and

institutions. Given the ECB’s increasing involvement at many levels and its strong

proximity with the ESRB, there is reason to monitor closely the ESRB’s ability to

maintain both its cross-sectoral focus and an appropriate relationship to the ECB.

On a more general note, in order to safeguard the appropriate use of the new

macroprudential powers vested in European institutions, more work is needed to

clarify the scope and reach of important concepts like systemic risk, macro-

prudential supervision, and financial stability. The establishment of the ESRB can

play an important role in this respect by creating a platform for discussion and

development of documents that can help clarify these important concepts.

Acknowledgment I am grateful to Professors Gudula Deipenbrock and Mads Andenas for com-

ments on earlier drafts. Any errors are mine.
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Examining Inter-Agency Relations, Agency
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Abstract Institutional reforms carried out at the EU level in the aftermath of the

global financial crisis were purposed towards preserving the stability and well-

functioning of financial markets in the EU. The European System of Financial

Supervision was first created, followed by the Single Supervisory Mechanism

supported by the Single Resolution Mechanism. The proliferation of European

level regulatory and supervisory authorities has recalibrated the exercise of public

authority over financial markets, and significant power has shifted from national to

European level agencies.

The creation of EU level agencies is supported by avenues of formal account-

ability in political, stakeholder and judicial accountability, resulting in some com-

plex designs in power structures. The chapter argues that such complex designs may

affect the autonomy and technocratic efficacy of institutions. However, there is

potential in leveraging upon one aspect the complexity offers- inter-agency coor-

dination, in order to promote learning for technocratic effectiveness as well as to

cultivate a form of accountability that ameliorates the perception of excessive

power.

The chapter will focus on the inter-relationships between the three European

sectoral agencies, especially in the Joint Committee and Board of Appeal to

illustrate the achievements of inter-agency coordination and accountability. The

chapter will go on to explore new challenges that arise with the introduction of the

SSM and SRM into the EU financial regulatory architecture. We will argue that

promoting inter-agency coordination in specific areas may have the potential to

address some of these challenges. The broader notion of inter-agency accountabil-

ity can also spawn future lines of discourse and research into improving the

credibility and legitimacy of the exercise of power by EU level agencies.
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1 Introduction

Institutional reforms carried out at the EU level in the aftermath of the global

financial crisis were purposed towards preserving the stability and well-functioning

of financial markets in the EU, while not compromising on the integration of the

internal market.1 The European System of Financial Supervision (ESFS) was first

created in 2010,2 followed by the Single Supervisory Mechanism3 (SSM)

supported by the Single Resolution Mechanism (SRM) in 2014. The ESFS com-

prises of three agencies, the European Banking Authority (EBA), the European

Securities and Markets Authority (ESMA), the European Insurance and Occupa-

tional Pensions Authority (EIOPA), a Joint Committee of the three authorities and

the European Systemic Risk Board (ESRB), a dedicated outfit to monitoring

systemic risk which is situated under the umbrella of the European Central Bank

(ECB). The proliferation of European level regulatory and supervisory authorities

has recalibrated the exercise of public authority over financial markets, and signif-

icant power has shifted from national to European level agencies.4 National

legislators and agencies have largely become administrators of EU regulation

although the UK has chosen to engage in gold-plating forms of divergence in

some aspects.5

The shift in financial regulatory power to the EU is not accepted without unease.

Hence, the powers vested in the institutions comprising the ESFS and the account-

ability mechanisms have been subject to rather complex designs.6 The EU financial

regulatory architecture features a complex design of multiple institutions with

different responsibilities located in delicately negotiated power and accountability

structures that have to be consistent with Treaty foundations and the Meroni
doctrine. Complex design continues to be a feature in the institution of the Single

Supervisory and Single Resolution Mechanisms.

Complex design reflects the political compromises achieved in sketching the

contours of power and accountability relating to the institutions in the ESFS, the

1 de Larosière et al. (2009).
2 See the EBA, ESMA, EIOPA and ESRB Regulations, infra.
3 See the Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on

the European Central Bank concerning policies relating to the prudential supervision of credit

institutions (‘SSM Regulation’).
4Moloney (2010).
5 See discussion in Andenas and Chiu (2013).
6 Iglesias-Rodriguez (2014).
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SSM and SRM, but the question is whether technocratic effectiveness may be

traded off against complex design. This chapter takes stock of the complexities in

the institutional architecture for regulating financial services in the EU and argues

there is a need to mediate the needs of technocratic effectiveness and respecting the

rationales for the complex designs that have come about. We argue that exploring

the space for inter-agency learning and coordination provides a way for balancing

both objectives. This chapter thus finds the silver lining in the complex designs and

makes broad level suggestions to provide perspective. However, it is acknowledged

that such a perspective is a starting point and more detailed work can emanate from

this research, especially in empirical work, to fully realise the potential of the

perspective suggested here.

When the ESFS was first institutionalised in 2010, inter-agency coordination

was arguably legislated to be part of the institutional architecture in order to

achieve the technocratic effectiveness and efficiency of joined-up thinking with-

out amounting to creating a centralised and monolithic financial regulation

agency at the EU level. Such inter-agency coordination between the three

European agencies is found in the Joint Committee, the Board of Appeal that

reviews any complaint regarding a decision imposed by one of the agencies, and

the agencies’ coordinated work in assisting the ESRB. The chapter notes that

inter-agency coordination has flourished among the European agencies in par-

ticular and critically explores the advantages of such coordination in terms of the

development of the agencies’ identities, technocratic expertise and inter-agency

accountability.

This chapter argues that inter-agency coordination and accountability have

highlighted perhaps the unintended benefits of the sectoral institutional architecture

for regulating financial services in the EU. This albeit complex architecture has

provided opportunities for the EU level agencies to boost their effectiveness and

technocratic leadership, and offers further research possibilities into inter-agency

accountability and improving the legitimacy of EU agencies as part of the ‘admin-

istrative polity’. Inter-agency accountability can give rise to the development of

novel indicators for accountability, and such accountability could also be made

more transparent in order to engage the public in a more informed discourse on the

credibility and legitimacy of the exercise of power by EU level agencies. Inter-

agency accountability is also an under-explored area that should be studied to see if

non-conventional mechanisms of accountability could improve perceptions of

legitimacy in EU level institutions, and contribute towards determining the perfor-

mance of EU level institutions.

The inter-agency model in the ESFS offers useful insights for the subsequent

stage of reform in financial regulatory architecture in the EU represented by the

advent of the SSM and SRM. There are a number of unresolved issues in the power

and accountability structures in the SSM and SRM architecture, and this article will

argue that beneficial insights can be gained from the ESFS model to develop

solutions for these concerns.
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Section 2 discusses the institutional architecture of the ESFS and how its power

structures and accountability mechanisms have successfully constrained power and

provided for extensive multiple accountability channels for the new institutions.

It however raises the concern that more institutional autonomy may be needed

for institutional effectiveness on the part of the EU level agencies. Section 3

then discusses how inter-agency coordination and accountability provide channels

for boosting agency autonomy and technocratic leadership. Section 3 also engages

in a literature review of the concept of inter-agency accountability and its promising

aspects. Section 4 turns to the SSM and SRM as the subsequent stage of institutional

architectural reform in regulating EU financial services and offers some observa-

tions regarding concerns for the coherence and technocratic effectiveness of the

new institutions. This section argues that insights from the three agencies’ inter-
agency coordination and accountability can contribute towards consolidating the

coherence of responsibilities and the achievement of technocratic effectiveness

in an appropriate structure of powers in the SSM and SRM designs. Section 5

concludes.

2 The Institutional Architecture in the European System

for Financial Supervision (ESFS): The First Stage

of Institutional Reform

Since the late 1990s legal integration has been identified to be key to market

integration in financial services,7 and a stealthy form of institutionalisation at the

EU level8 for regulating financial services has emerged alongside regulatory con-

vergence. The global financial crisis of 2008–2009 provided an opportunity for the

EU to review the state of financial regulation and reforms that may be needed to

address the issues surfaced in the crisis. The European Commission established a

high-level group of experts chaired by Jacques de Larosière to recommend a

blueprint for financial supervision in the EU. The de Larosière report recommended

extensive legal harmonisation and institutionalisation of a European System of

Financial Supervision9 (ESFS) in order to meet the needs of financial stability

and market integration.10

7 Commission, ‘Financial Services Action Plan: Implementing the Framework for Financial

Markets’ (Communication) COM (1999) 232; Alexandre Lamfalussy and others, ‘Final Report
of the Committee of Wise Men on the Regulation of European Securities Markets’ (Brussels,
15 February 2001). http://ec.europa.eu/internal_market/securities/docs/lamfalussy/wisemen/final-

report-wise-men_en.pdf.
8 Chiu (2008).
9 See account and analysis by Wymeersch (2011).
10 Andenas and Chiu (2013).
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The ESFS comprises three pan-European financial regulators (the EBA,11

ESMA12 and EIOPA13), a Joint Committee of the European Supervisory Author-

ities and national regulators, and a pan-European macro-prudential supervisor (the

ESRB14) formed under the auspices of the European Central Bank.

However, hot on the heels of the creation of the ESFS, the acute problems of

weak European banks in the periphery linked to weak sovereigns was threatening to

overcome the EU with another series of banking crises, in euro-area countries such

as Portugal, Ireland, Greece, Spain, Cyprus and even non-euro-area countries such

as Bulgaria. The second wave of institutionalisation has therefore taken place to

install the European Central Bank as the single micro-prudential supervisor for key

banks in the euro-area and banks in voluntarily participating countries outside of the

euro area. This is for the purpose of severing the links between weak sovereigns and

national banks,15 so that confidence can be shored up against the relevant national

banks that can be nursed and regulated back to health. The Single Supervisory

Mechanism16 (SSM) is supported by the Single Resolution Mechanism (SRM) for

the banks overseen in the SSM. The SRM has been developed alongside regulatory

convergence in recovery and resolution frameworks for financial institutions.17 In

sum, the regulatory architecture for financial services has undergone major over-

haul since the onset of the global financial crisis 2008–2009. The first stage of the

overhaul (at that time not seen as a first stage) came in the form of the ESFS in 2010,

and the second stage of the overhaul relating to the SSM in place from November

2014. In view of the borderless nature of financial services and markets and the

significant pan-European effects of financial fallouts,18 increased policy-making at

the EU level is an inevitable development and the observed ‘transference of powers
to the EU’ is a trajectory set to continue. Nevertheless, EU financial regulation is

11 European Parliament and Council Regulation (EU) 1093/2010 of 24 November 2010

establishing a European Supervisory Authority (European Banking Authority), amending Deci-

sion No 716/2009/EC and repealing Commission Decision 2009/78/EC [2010] OJ L331/12 (EBA

Regulation 2010).
12 European Parliament and Council Regulation (EU) 1095/2010 of 24 November 2010

establishing a European Supervisory Authority (European Securities and Markets Authority),

amending Decision No 716/2009/EC and repealing Commission Decision 2009/77/EC [2010]

OJ L331/84 (ESMA Regulation 2010).
13 European Parliament and Council Regulation (EU) 1094/2010 of 24 November 2010

establishing a European Supervisory Authority (European Insurance and Occupational Pensions

Authority), amending Decision No 716/2009/EC and repealing Commission Decision 2009/79/EC

[2010] OJ L331/48 (EIOPA Regulation 2010).
14 European Parliament and Council Regulation (EU) 1092/2010 of 24 November 2010 on

European Union macro-prudential oversight of the financial system and establishing a European

Systemic Risk Board [2010] OJ L331/1 (ESRB Regulation 2010).
15 “Eurozone Agrees Common Bank Supervisor”, Financial Times (13 Dec 2012).

Alexander (2013).
16 SSM Regulation, above.
17 SRM Regulation, infra.
18 See discussion in Ferranini and Chiarella (2013).
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based on an ‘intervention-based’ model where much of day-to-day supervision is

left to national regulators who are subject to European level purview.19 Although

institutional reform at the EU level for regulating financial services is the accepted

policy direction, reforms are inevitably viewed with some fear and suspicion as

regulating financial services is a matter of political salience20 and of interest to EU

political institutions, Member State governments and national regulators, the indus-

try and various stakeholder groups. For example, the British attack on ESMA’s
power to adopt emergency measures under the EU Short-selling regulation21 partly

reflects its interests in protecting the hedge fund industry which is sizeable in the

UK financial services sector. Institutional reforms have thus been born out of much

debate, controversy and compromises reflected in the designs relating to institu-

tional power and accountability.

2.1 An Outline of the Framework of the ESFS

In the face of urgent need for reform in the immediate aftermath of the global

financial crisis, the first stage of institutional reforms was based on formalising

institutional structures that had already existed in a quasi-independent form. These

structures were the ‘Level Three’ Committees i.e. the Committee of European

Banking Supervisors (CEBS), the Committee of European Securities Regulators

(CESR) and the Committee of European Insurance and Occupational Pensions

Supervisors (CEIOPS) formed pursuant to the Lamfalussy recommendations of

2001 to foster supervisory and regulatory convergence in the implementation of

harmonised legal standards.22 Level Three committees forged technical guidelines

to assist in the consistent implementation of harmonised legal standards and to

achieve consistency in supervisory techniques and styles. The Committees’ tech-
nical guidelines were not binding, but the Committees’ work provided a soft

framework for regulatory convergence on the books as well as in practice.23

Further, the Committees fostered comity and respect for peer pressure through

mechanisms such as CESR’s consolidated ‘Questions and Answers’ and informal

mediation processes facilitated by CESR for national regulators. The formalisation

of structures already in existence seemed less politically controversial (as the

19 Schammo (2012).
20 Koop (2011).
21United Kingdom v Parliament and Council, Case 270/12, supported in Jacques Pelkmans and

Mara Simoncini, ‘Mellowing Meroni: How ESMA Can Help Build the Single Market’ CEPS
Commentary, 18 February 2014.
22 For example, see CESR, ‘Which supervisory tools for the EU securities markets?’ (25 October

2004) Preliminary Progress Report No 04-333f. http://www.esma.europa.eu/system/files/04_333f.

pdf. Accessed 18 December 2012 (‘Himalaya Report’), 5.
23 Chiu (2008), chs 2–5.
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Committees have had an evolutionary history based on their inter-governmental

nature) and represented a reform step that was imminently achievable and efficient.

The graduation of the three sectoral Level Three committees to independent

agencies is a logical step to take in institutionalising EU financial regulation,

although the sectoral approach to regulation has, especially in the US context,

been criticised for its limitations, incompatibility with developments in the financial

sector and perhaps incoherence.24 The EBA, ESMA and EIOPA are tasked with

certain overall responsibilities for EU financial regulation, but they oversee national

regulators and are not directly involved with regulated entities, who are still subject

to national regulators. The three agencies have the continuing mandate of market

integration and legal convergence, and protective objectives, such as systemic

stability and consumer protection. The Regulations establishing the EBA, ESMA

and EIOPA have mirror provisions on the roles, functions and powers of these

bodies.25 In terms of furthering the market integration objective, these bodies have

the power to recommend technical standards for uniform implementation of EU

Directives in financial regulation and to issue binding guidelines on supervisory

practices and standards.26

The three agencies are responsible for achieving market integration through

supervisory convergence, based on common guidelines,27 and the monitoring of

coherence in supervisory action. The three agencies, in forging supervisory con-

vergence, have the power to facilitate the settling of disagreements between

national regulators, or where conciliation fails, to impose a decision to resolve

the disagreement.28 They are also responsible for establishing colleges of supervi-

sors for joint supervision and stress testing of financial institutions,29 forging a

common supervisory culture30 and conducting peer reviews of national regulators

for convergence in supervisory measures.31

The three agencies have the mandate to take the lead on setting policies and

standards in consumer financial protection32 and ensuring the consistent application

of financial guarantee schemes.33 They are also tasked to deal with systemic risk

24 See Markham (2003), Norton (2005) and Jackson (1999).
25 See analysis in Moloney (2011).
26 EBA,ESMAandEIOPARegulations, arts 8, 10, 15–16. However, the power tomake such delegated

legislation is revocable by the European Council and Parliament (see arts 12 and 13) and is subject to

reviewby theCommission (art 11).The substantive technical standardsmay also be vetted and objected

to by the Commission (art 14), providing layers of checks and balances to the exercise of such

legislative power. The status of successfully passed standards and guidelines are however binding on

Member States and non-compliance would amount to a breach of Union law (art 17).
27 EBA, ESMA and EIOPA Regulations, art 16.
28 EBA, ESMA and EIOPA Regulations, arts 18, 19.
29 EBA, ESMA and EIOPA Regulations, art 21.
30 EBA, ESMA and EIOPA Regulations, art 29.
31 EBA, ESMA and EIOPA Regulations, art 30.
32 EBA, ESMA and EIOPA Regulations, art 9.
33 EBA, ESMA and EIOPA Regulations, art 26.
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mitigation,34 provide support for the work of the ESRB and facilitate coordinated

crisis management by national regulators.

The sectoral approach is arguably insufficient for dealing with pan-European

perspectives and cross-border issues. Pan-European solutions to banks which have

extensive cross-border operations proved to be challenging in the crisis as national

governments and regulators engaged in self-interested actions, some to a greater

degree than others.35 Hence there is a need for the institution of a European level

architecture that is able to engage with pan-European perspectives and develop

capacity to deal with problems of that scale. In the absence of a single financial

services regulator and/or supervisor for the EU, the creation of the ESFS includes a

Joint Committee of the three sectoral agencies that could provide joined-up per-

spectives in the financial sector. Further the Joint Committee and the three agencies

would support the work of the European Systemic Risk Board (ESRB). The ESRB

is the pan-European body that is tasked with macro-prudential oversight.36 It is a

body with a governing Board37 independent of the European Central Bank but

nevertheless nested within the European Central Bank. The ESRB has the power to

collect and request information from the three European authorities mentioned

above, from national central banks and from regulators38 in order to carry out its

analytical responsibilities to determine whether systemic risk warnings should be

sounded. The ESRB’s role is to issue warnings and/or recommendations to the EU

as a whole or to individual Member States or national regulators39 but these

warnings and recommendations are not strictly binding. A number of commenta-

tors40 have noted that although the power of the ESRB is limited to such ‘soft law’
warnings, these measures are unlikely to be ignored. Indeed they are likely to

facilitate a form of economic governance that may be adapted to suit both boom

and crisis times.

It is noteworthy that institutional reform did not go along the lines of creating

one centralised financial regulator and/or supervisor for EU financial markets.

Wymeersch41 opines that the creation of one single financial services regulator

and/or supervisor would have entailed difficult political discussions about the

structure, governance and location of the single integrated body. In fact, the

34 EBA, ESMA and EIOPA Regulations, arts 22, 23, 32.
35 For example, the German and British unilateral actions in freezing Icelandic banks’ assets in
their jurisdictions upon failure of those banks; the unilateral unlimited deposit guarantee offered

by Ireland to save its banks, the national lines taken in the resolution of Fortis bank. Post-crisis

pan-European solutions in the resolution of Dexia, Cyprus banks, Bankia and Banco Espirito Santo

of Portugal have however been dovetailed into coordinated European resolutions. See Pisani-Ferry

and Sapir (2010).
36 ESRB Regulation, art 3.
37 ESRB Regulation, art 6.
38 ESRB Regulation, art 15.
39 ESRB Regulation, art 16.
40 Ferran and Alexander (2010).
41Wymeersch (2010).
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creation of such a body may require Treaty change as it is unlikely that such a body

could be founded upon the narrow Meroni doctrine.42 The ESFS is arguably the

subject of painstaking design to ensure adequate constraints of power within the

confines of the Meroni doctrine and multiple accountability channels. These aims

have arguably been achieved in the institutional architecture of the ESFS, but this

section raises the questions of whether institutional effectiveness and autonomy

have been traded off. This section argues that the power and accountability struc-

tures have succeeded in bounding the ESFS within certain constraints, but may pose

handicaps to institutional effectiveness.

2.2 Critically Exploring the Complex Designs in Power
and Accountability in the ESFS and Technocratic
Effectiveness of the Institutions

In view of the pan-European powers and responsibilities vested in the three

agencies, a complex design of power and accountability structures has come

about to ensure that the three agencies fall within appropriate parameters of

political constraints. Commentators are of mixed opinions whether the three agen-

cies should be regarded as ‘powerful’ agencies. One school of opinion views the

three agencies as limited and constrained in power as (a) the agencies do not have

law-making power as such; they assist the Commission in providing first drafts of

supporting technical standards to primary legislation, (b) they largely do not have

direct relationships with regulated entities, except in the case of credit rating

agencies and central counterparties under the purview of ESMA; (c) they rely on

national regulators to implement and enforce regulatory rules and in the collection

of information43 and (d) even in emergency situations where they wish to exercise

the power to address a specific decision to a regulated entity, the approval of

the European Council needs to be sought. Other commentators however view the

three agencies as immensely powerful as they have quasi-regulatory powers

distinguishing them from the other established types of agencies in the EU that

are advisory in nature or implementers of policy without own discretion.44 In

particular the three agencies are powerful as supranational supervisors of national

regulators in terms of imposing implementing standards for regulation, supervisory

convergence, settlement of disputes and mandating information conveyance.

42Meroni v High Authority [1957–58] ECR 133 (Case9/56) which provides that EU institutions

can only delegate well-defined executive powers but not broad discretionary powers. This has

lasting implications for the creation of EU agencies, and the Commission’s White Paper on

European Governance (2001) arguably reinforces the need for technocratic expert-led independent

European agencies with specific powers to implement policies made by the Commission and take

individual decisions pursuant to those policies but not to have broad regulatory powers.
43 Fahey (2011) and Kost de Sevres and Sasso (2011).
44 Schammo (2011) and Iglesias-Rodriguez (2014).
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ESMA uniquely enjoys direct regulatory powers over credit rating agencies

although specific powers and enforcement actions are set out in such a way as to

meet the Meroni constraints against delegating broad discretionary powers.

The diverging perspectives on the three agencies’ powers possibly reflect a

general uncertainty towards their position in the regulatory space. Such uncertainty

has arguably arisen due to the complex arrangements over decision-making. The

complexity is due to the need to keep within the Meroni parameters while effec-

tively empowering the agencies to carry out tasks appropriate for their technocratic

expertise. Thus on the one hand, the agencies are regarded as ‘powerful’ in light of

the loss of regulatory discretion on the part of national regulators in terms of policy

and law-making and supervisory practices. On the other hand, the agencies may not

be regarded as ‘powerful’ because many of their key responsibilities are not

undertaken independently, such as developing regulatory standards and addressing

emergency decisions. Both perspectives of the agencies are valid if the agencies are

looked at as bound up with the EU political institutions, particularly the Commis-

sion.45 The agencies could be viewed as extensions of ever-increasingly EU

political power while not being autonomously powerful themselves.

The complexity in the design of power structures is due to a pre-occupation with

keeping within the Meroni parameters, and with ensuring that accountability

mechanisms are constructed comprehensively in order to dispel fears and suspi-

cions against the three new agencies. In this process, the independence of the

agencies which is an important attribute towards effectiveness seems relatively

neglected.46 The independence of these technocratic and expert-led agencies is a

key attribute believed by the European Parliament47 to be important for sound

financial regulation in the EU, un-entangled from political interests and regulatory

capture. In general, commentators support the independence of agencies as

agencification is intended to achieve the purposes of de-politicisation and the

forging of technocratic and objective solutions to regulatory issues.48 The roles of

the three agencies could indeed provide a mediating platform between political and

national interests given their inter-governmental background, and yet forge an

objective and expert-led position on the final shape of policy and regulation.49

45 Noted in DG for Internal Policies, Parliament’s Review of the ESFS (2013) as many stake-

holders’ views.
46 Although the agencies are tasked to act independently, EBA, ESMA and EIOPA Regulations,

Art 1, and national regulator representatives, the Chairperson of the governing body, the Board of

Supervisors and the Executive Director of the administrative organ, the Management Board, are

tasked to exercise their judgment independently of political and national interests, Arts 42, 46,

49 and 51, the Regulations feature overwhelmingly substantive provisions on control and account-

ability that may affect independence.
47 DG for Internal Policies, Parliament’s Review of the ESFS (2013); Iglesias-Rodriguez (2014).
48 Busuioc and Groenleer (2014) and Geradin (2004).
49 One notes Everson’s critique of this position as technocratisation could be a way to evade

addressing the political nature of some issues and hence mute the voices concerned with political

implications, see Michelle Everson, ‘A Technology of Expertise: EU Financial Services Agencies’
(June 2012, LSE Research Paper).
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This chapter notes Everson’s concerns50 for excessive de-politicisation of policy-

making in financial regulation by framing these issues as subject to technocratic

regulation, but is more optimistic about the three agencies’ roles. This chapter is of
the view that the three agencies can act as suitable platforms to mediate the

technocratic aspects of financial regulation and the more politically-charged

aspects. The UK and Germany’s responses to the Icelandic bank failures in 2009

for example, have demonstrated the precedence of politically-charged actions over

technocratically efficient solutions. Hence, there may be a case for arguing the

contrary to Everson’s concerns—that there is a need to de-politicise policy-making

in financial services regulation.

The path towards achieving greater de-politicisation and technocratisation of

financial regulation involves the recalibration of the political hold over financial

regulation itself. The design of the three agencies’ power and accountability

structures thus reflects this challenge, and has resulted in the institution of signif-

icant controls on the three agencies’ exercise of powers. We are of the view policy-

makers have become too pre-occupied with designing appropriate controls to the

extent of insufficient consideration for the importance of the independence of the

three agencies for the purposes of their technocratic effectiveness. This section will

argue that although the three agencies are subject to extensive channels of political

and stakeholder accountability in their exercise of powers, designed to please the

relevant constituents who are concerned with the powers vested in the agencies,

these mechanisms could pose handicaps to supporting the development of techno-

cratic and objective work on their part. Some of these mechanisms are more in the

nature of ‘control’ mechanisms directly cutting down the level of autonomy the

agencies could enjoy.

In terms of control, certain EU political institutions have rights of control over

the agencies’ decisions, such as Commission’s final say on draft technical stan-

dards51 and implementing technical standards52 submitted by the three agencies as

part of their work in developing the single rulebook, the Council’s power to revoke
a decision addressed by the three agencies to Member State regulators,53 the

Council’s power to determine whether an emergency situation has arisen for the

three agencies to take particular decisions addressed to specific financial institu-

tions,54 and the Commission’s oversight of the three agencies’ budgets55 and staff

employment policies.56 The Commission has the power to review the delegated

50 It is noted that Everson warns against de-politicisation of issues in the EU by technocratisation

of these as regulatory areas. She is sceptical of the effectiveness of such an approach and is

concerned for the marginalisation of democratic voice in policy-making, see Michelle Everson, ‘A
Technology of Expertise: EU Financial Services Agencies’ (June 2012, LSE Research Paper).
51 EBA, ESMA and EIOPA Regulations, art 10.
52 Above, art 15.
53 Above, art 38.
54 Above, art 18.
55 Above, arts 63–65.
56 Above, art 68.
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power to the three agencies in drafting technical standards and may recommend

extension of such delegation. The Council or Parliament may exercise the power to

revoke such delegation.57 The power of EU political institutions to instruct the three

agencies to undertake certain tasks is also a form of control over the agencies’
powers. For example, the Parliament, Council or Commission could ask the agen-

cies for advisory opinions on any matter of their competence,58 the Commission

could issue an opinion on a Member State’s breach of Union law and ask the

agencies to address decisions directly to financial institutions concerned,59 and the

ESRB could ask the agencies for information to assist in its systemic risk

oversight.60

In terms of political accountability, the three agencies are subject to ex ante
forms of accountability such as Commission representation on the governing body,

the Board of Supervisors, albeit in non-voting capacity. The governing body is

dominated by Member State regulators alongside non-voting representatives from

the Commission, ECB, ESRB and the other ESAs.61 Further, the European Parlia-

ment has the power to veto the appointment of the Chairperson of the Board of

Supervisors,62 and its approval is required for the appointment of the Executive

Director63 of the Management Board, which is the administrative organ of the

agencies supporting the work of the Board of Supervisors.

The three agencies are also subject to extensive reporting accountability to the

EU political institutions in respect of certain decisions. Although such reporting

may be carried out after the decision is taken, it is unclear if such reporting is ex post
for information only or whether intervention may indeed be carried out by the

political institutions. For example, where the three agencies consider that there is a

need to restrict or prohibit certain types of financial activity, such as short-selling to

preserve the financial stability of the EU, the Commission needs to be informed in

order ‘to facilitate the adoption of any such prohibition or restriction’.64 It is not
clear if the Commission has the final say but it would seem that the Commission’s
acquiescence is a pre-condition to such a decision made by the agencies, and the

legislative wording suggests of Commission control rather than ex post account-
ability to the Commission. The three agencies also need to inform the Commission,

Council and Parliament of the informal guidelines and recommendations they issue

to Member State regulators,65 report on market developments, risks, trends and

57Above, art 11, 12.
58 Above, art 34.
59 Above, art 17.
60 Above, art 36. The agencies are tasked with the general role of developing systemic risk

indicators and stress testing regimes in order to assist the ESRB in its systemic risk oversight,

see arts 22–23.
61 Above, art 40.
62 Above, art 48.
63 Above, art 51.
64 Above, art 9.
65 Above, art 16.
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vulnerabilities twice a year to the Commission, Parliament and Council,66 submit

annual work programmes67 and annual reports68 to the Commission, Parliament

and Council. The Parliament or Council could also invite the Chairpersons of the

agencies to appear in person to answer any questions.69

The control and accountability channels designed for the three agencies are

rather extensive in nature, and the agencies really only have their own discretion

in the areas of supervisory convergence,70 settlement of disagreements between

national regulators,71 and to certain extent, work undertaken in the Joint Commit-

tee.72 Although the Commission is represented at Joint Committee meetings, it is

less certain how much influence and control such a representative has, and it is

noted that the Joint Committee establishes it own sub-committees and decision-

making procedures. Iglesias-Rodriguez73 considers the main accountability mech-

anisms for the three agencies to lie in political accountability and control. Political

accountability and control meet the immediate need of supporting the legitimacy of

the three agencies. However, the longer term effects on the autonomy and techno-

cratic leadership of the agencies need to be considered.74

The power, control and accountability structures discussed so far are premised

on a need to usher in the institution of financial regulation in the EU within

politically acceptable parameters for the EU political institutions and Member

States. We are of the view that the autonomy, independence and technocratic

leadership of the agencies, although formally endorsed, is a relatively more

neglected attribute, and could be undermined by the extensive control and account-

ability mechanisms. Commentators argue that accountability is not contrary to

independence,75 as independence gives rise to accountability for legitimacy pur-

poses, and the lack of independence makes accountability an irrelevant issue. In the

context of the three agencies however, the features of control discussed above are

relatively extensive and should give rise to concerns as to the extent of indepen-

dence really enjoyed by the agencies. The above has also discussed the nebulous

nature of ex ante forms of political accountability which could act as ‘controls’. It
may be argued that such control is necessary as falling withinMeroni parameters, as

66 Above, arts 23 and 33.
67 Above, art 43.
68 Above, art 44.
69 Above, art 50.
70 Above, arts 21, 29–31.
71 Above, arts 19–20. Even then such needs to be reported to Parliament in annual reports, but

annual reporting is routinely received by the Parliament in relation to so many agencies in the EU

that Curtin argues that such a form of accountability does not particularly attract scrutiny, see

Curtin (2005).
72 Above, arts 54–56.
73 Iglesias-Rodriguez (2014), Chapter 6.
74 Above at p. 241.
75 Busuioc and Groenleer (2014).
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the agencies cannot have law-making powers and are not in a position to determine

breach of Union law. However, one queries why implementing technical standards

that involve no strategic decision cannot be decided independently by the agencies,

why the agencies should be subject to a threat of revocation in their standard-setting

roles and why annual work programmes have to receive ex ante approval from

political institutions? In other words, the article doubts that the extent of control, or

control in the form of ex ante accountability, gives proportionate importance to the

autonomy, independence and technocratic leadership of the agencies.

The three agencies are also subject to accountability in terms of the reviewability

of their decisions. Any natural or legal person including national regulators to

whom a binding agency decision is addressed may appeal to the Board of Appeal

constituted jointly by the three agencies.76 The three agencies would appoint, from

a Commission shortlist, four representatives each (two members and two alternates)

from their Management Boards to sit on the Board of Appeal alongside other

experts openly recruited.77 The Board of Appeal would consist of 6 members and

6 alternates and every member is expected to act impartially and independently in

deciding any appeal, with interested members refraining from sitting on the

appeal.78 The Board of Appeal is required to provide resolution in an expeditious

manner79 and is also required to make its procedures and its reasoned decisions

publicly.80 The Board’s decisions are subject to appeal to the European Court of

Justice and access to the Court is also available under Art 263 of the Treaty of the

European Union where an Authority’s decision cannot be appealed81 to the Board

of Appeal.82

The three agencies are also subject to stakeholder accountability. The agencies

are mandated to set up Stakeholder Groups of 30 individuals each,83 represented by

the industry, users of financial services, employees’ representatives, consumers and

at least five top-ranking academics in the field. These stakeholder groups are

consulted upon in the processes leading up to drafting technical standards,

implementing technical standards, and guidelines and recommendations, providing

a form of input legitimacy to the agencies’ responsibilities. Iglesias-Rodriguez84

however notes that stakeholder groups tend to be industry-dominated and not

76 EBA, ESMA and EIOPA Regulations, art 60.
77 Above, art 58.
78 Above, art 58, 59.
79Within 2 months of lodging an appeal.
80 EBA, ESMA and EIOPA Regulations, art 60.
81 Above, art 61.
82 However, Pieter Van Cleynenbreugel, ‘Judicial Protection against EU Financial Supervisory

Authorities in the Wake of Regulatory Reform’ (2012) at http://ssrn.com/abstract¼2194172

criticises that the judicial accountability is too narrow as being confined to persons directly

affected by agency decisions and that the grounds in Art 263 may not encompass all possible

grievances against the agencies.
83 EBA, ESMA and EIOPA Regulations, art 37.
84 Iglesias-Rodriguez (2014), Chapter 7.
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well-represented by consumer groups. At the moment no signs of regulatory

capture have emerged in relation to industry participation in the agencies’ deliber-
ations and in fact the Parliament review of the ESAs suggests that the ESAs have

been taking care to refrain from being overly engaged with stakeholders.85

Where the ESRB is concerned, although its powers are non-binding in nature, it

is subject to extensive input legitimacy mechanisms in terms of its accountability

structure. Its General Board will be assisted by a Steering Committee86 made up of

an even spread of representatives from the ESRB, the European Central Bank, the

ESMA, EBA and EIOPA, the European Commission, the Economic and Financial

Committee of the European Council, and the two advisory committees of the

ESRB. The ESRB’s work will be assisted by an Advisory Scientific Committee87

which comprises of experts from across a wide range of fields and skills and the

Advisory Technical Committee88 which consists of representatives from national

central banks and EU-level representation. The representation feeding into the

ESRB’s decision-making includes EU-level political interests, national interests

as well as technocratic expertise. The design for representation internalises any

potential contests between EU-level and national objectives, as well as political and

technocratic objectives under the ESRB. However, this complex representation

structure does itself promise that effective mediation of contests of interests.

In sum, the ESFS may appear to be an institutional set-up that is powerful and

autonomous, but is actually underpinned by extensive inter-governmentalism and

controls by EU political institutions. The challenge for the ESFS is arguably to

establish its identity and credibility in EU financial services regulation, and such a

challenge may become more acute with the advent of the SSM that brings about a

differentiated form of supervision for certain euro-area banks.

This chapter argues that the very complexity of design in the ESFS could be used

to overcome the weakness discussed above. The ESFS could leverage upon its inter-

agency features to boost its autonomy, independence and credibility in becoming a

technocratic, expert-led system for EU financial services regulation. The advantage

of not being a single financial services regulatory institution is that the sectoral

boundaries separating the agencies promote non-homogenous approaches while

inter-agency coordination and interactions foster crucial joined-up thinking. Inter-

agency coordination can be fostered for holistic perspectives in financial regulation,

and develop the technocratic competence and credibility of individual institutions,

overcoming the limitations that agencies face in view of controls over power. Over

time, a sustained pattern of inter-agency coordination can even develop forms of

inter-agency accountability that could be important in underlining the agencies’
legitimacy. The development of inter-agency accountability can even go towards

reducing the need for extensive political controls over agencies.

85 DG for Internal Policies, Parliament’s Review of the ESFS (2013).
86 ESRB Regulation, art 11.
87 ESRB Regulation, art 12.
88 ESRB Regulation, art 13.
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Section 3 will now go on to explore the inter-agency coordination of the three

agencies in the Joint Committee and the Board of Appeal. We will discuss how

inter-agency learning and coordination is developing in the ESFS and how such can

help secure agency technocratic credibility and improve agency autonomy and

independence at the same time. The potential for development of inter-agency

accountability will also be highlighted.

3 Inter-Agency Learning, Coordination, Accountability

and Achievements

This section argues that the three agencies EBA, ESMA and EIOPA have not

merely succumbed to the limitations in their power structures and accountability

mechanisms in carrying out their mandates. They have taken steps to develop those

areas of their responsibilities where they may act relatively more independently,

such as in consumer protection,89 and are developing their technocratic credibility

as autonomous agencies in EU financial regulation.90 In particular, we argue that

the three agencies are augmenting their fields of independence by developing

expertise in areas under the purview of the joint committee. Inter-agency coordi-

nation has arguably provided a platform for increased learning, accountability and

fostering of independence of the agencies as technocratic expert-led outfits. This is

a form of inter-dependence that reinforces the three agencies’ scope of work and the
development of their technocratic expertise. Such inter-dependence boosts the

autonomy, independence and technocratic leadership of each agency, and also

has the potential of enhancing accountability through inter-agency transparency

and coordination. This section explores the dynamics and achievements of such

inter-agency learning and accountability.

3.1 Joint Committee

The Joint Committee of the three agencies is to comprise of the Chairpersons of

each agency and the Executive Directors of each agency, a representative from the

Commission and ESRB respectively would be observers at the meetings.91 The

89As commended by the European Commission’s review of the ESFS, see European Commission,

Report from the Commission to the European Parliament and the Council on the operation of the
European Supervisory Authorities (ESAs) and the European System of Financial Supervision
(ESFS) (7 Aug 2014).
90 Observed by stakeholders in DG for Internal Policies, Parliament’s Review of the ESFS (2013),
and also commended in European Commission, Report from the Commission to the European
Parliament and the Council on the operation of the European Supervisory Authorities (ESAs) and
the European System of Financial Supervision (ESFS) (7 Aug 2014).
91 EBA, ESMA and EIOPA Regulations, art 55.
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Joint Committee is established to ensure cooperation and cross-sectoral consistency

in policy areas such as financial conglomerates, accounting and auditing, micro-

prudential analyses of cross-sectoral developments, risks and vulnerabilities for

financial stability, retail investment products, measures combating money launder-

ing, and information exchange with the ESRB and developing the relationship

between the ESRB and the agencies.92 In particular, the Joint Committee may

establish sub-committees dedicated to technocratic leadership in the above areas,

but a mandatory sub-committee on Financial Conglomerates must be established.93

The Joint Committee is also the forum for joint decisions and positions to be

adopted among the three agencies.94

This section argues that the Joint Committee has developed to be a platform for

the three agencies to develop inter-agency coordination and learning that further

enhances each agency’s autonomy, independence and technocratic leadership.

Further, inter-agency interactions promote transparency between the agencies.

Although such transparency is not necessarily publicly visible, such interactions

can promote enhanced accountability for each agency’s technocratic development

and performance. This section will mention a few examples gathered from the

publicly available documents of the Joint Committee, although a comprehensive

trawl and analysis of all Joint Committee documents has not been conducted for the

purposes of this chapter.

First, the Joint Committee has established a procedure of decision-making that

involves consensus of the three Chairpersons.95 Disagreements would result in

reconsiderations of issues which would then be subject to decision-making again.

This procedure fosters inter-agency transparency, sharing, learning and negotiation

and can contribute towards enhancing the technocratic development in each

agency. The coordination and interaction between the agencies pursuant to Joint

Committee work has led to greater cross-sectoral training that could enhance each

agency’s technocratic expertise.96

Next, the three agencies have established increased numbers of sub-committees

under the purview of the Joint Committee, suggesting that they are increasingly

taking a stake in providing technocratic leadership in policy development, and

not merely doing the minimal to cooperate in the matters set out in their institut-

ing legislations. Besides the mandatory Financial Conglomerates sub-committee,

the Joint Committee established a sub-committee on Cross-sectoral Developments,

Risks and Vulnerabilities, a sub-committee onMoney Laundering, a sub-committee

92Above, art 54.
93 Above, art 57.
94 Above, art 56.
95 Decision of the Joint Committee of the European Banking Authority, European Insurance and

Occupational Pensions Authority, and European Securities and Markets Authority adopting the

Rules of Procedure of the Joint Committee of the European Supervisory Authorities

(21 June 2011).
96 Joint Committee Work Programme 2013, 2014, infra.
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on Consumer Protection and Financial Innovation, which has formed three

sub-groups to deal specifically with cross-selling and complaints-handling,97 prod-

uct governance and oversight and draft technical standards for packaged retail

investor products (PRIPs).98 The sub-committee on Financial Conglomerates has

championed99 for wider supervisory remit over groups of financial institutions that

may pose cross-sectoral and systemic risks, positioning its technocratic leadership

on one of the Joint Committee’s fundamental remits. It has also developed stan-

dards for supervisory convergence in the oversight of financial conglomerates.100

The sub-committee on Cross-sectoral Developments, Risks and Vulnerabilities is

responsible for delivering the bi-annual report on cross-sectoral market develop-

ments, risks and vulnerabilities in the EU which the three agencies are tasked to

prepare for the Commission, Parliament and Council. The Joint Committee notes its

increasing expertise as a risk intelligence gatherer and monitor, and the usefulness

of the reports feeding into the Council’s ECOFIN Financial Stability Table.101

It is also observed that significant strides have been taken by the Joint Committee

in consumer protection, and these establish the technocratic expertise of all three

agencies in developing EU-wide standards in leading consumer protection agendas

and policies. The Parliamentary review102 of the agencies has pointed out that the

EBA is relatively weaker than ESMA in developing consumer protection thinking,

but the work in the Joint Committee has facilitated inter-agency learning in this

regard. The Joint Consumer day in 2014103 allows inter-agency cross-fertilisation

of ideas and exchange with stakeholders too. EIOPA has also significantly benefited

from ESMA’s leadership in consumer protection thinking and policy develop-

ment.104 ESMA’s and EIOPA’s annual reports in 2013105 for example reflect a

largely similar position on focusing on improving consumer protection in retail

financial services. Further, the EBA and ESMA have also learnt from EIOPA in

97 See Joint Committee, Joint Committee Consultation Paper on Guidelines for Cross-Selling
Practices (22 Dec 2014) at http://www.esma.europa.eu/system/files/jc_cp_2014_05_consulta

tion_paper_on_cross_selling.pdf.
98 Joint Committee Work Programme 2013, at http://www.esma.europa.eu/sk/system/files/jc-

2013-002.pdf.
99EBA, EIOPA and ESMA’s Response to the European Commission’s Call for Advice on the
Fundamental Review of the Financial Conglomerates Directive (2012) at http://www.esma.

europa.eu/sk/system/files/jc_2012_88.pdf.
100 Joint Committee, Joint Guidelines on the Convergence of Supervisory Practices Relating to the

Consistency of Supervisory Coordination Arrangements for Financial Conglomerates (22 Dec

2014) at http://www.esma.europa.eu/system/files/jc_gl_2014_01_joint_guidelines_on_coordina

tion_arrangements_for_financial_conglomerates.pdf.
101 Joint Committee Work Programme 2014, at http://www.esma.europa.eu/sk/system/files/jc-

2014-051_2014_work_programme_of_the_joint_committee_of_the_esas.pdf.
102 DG for Internal Policies, Parliament’s Review of the ESFS (2013).
103 Joint ESAs consumer protection day 4 June 2014.
104 Discussed in relation to consumer protection day, above.
105 ESMA Annual Report 2013, EIOPA Annual Report 2013.
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developing a common consumer complaint-handling policy106 which is relevant

across the sectors due to cross-selling activities in the financial sector.

The three agencies are also taking technocratic leadership on new issues that

have arisen in the regulatory sphere that are cross-sectoral in nature although not

specifically mandated in the instituting legislations, such as in reviewing mecha-

nistic reliance on credit ratings,107 and the review of benchmark setting and

regulation of the relevant processes.108 In particular, in the review of mechanistic

reliance on credit ratings, the three agencies have laid down in a single comparable

document references in rules and guidelines under their respective purview which

could be a form of mechanistic reliance on credit ratings. This tabling and com-

parative approach forces each agency to consider objectively the purpose and

consequences of the relevant rules and guidelines in order to determine the best

way forward. The agencies have noted learning from ESMA in the process, as

ESMA provides for discretion to be exercised on the part of the regulated entities to

consider the impact of rating changes and therefore does not mandate a mechanistic

approach.109

Although these developments are rather specific in nature, one notes that the

Joint Committee has pursued technocratic leadership eagerly within its express

remit and beyond, where new issues arise. Such inter-agency coordination has fed

into the technocratic development of each agency, such as the EBA and EIOPA in

consumer protection, ESMA in financial stability oversight, overall strengthening

the autonomy and effectiveness of each agency.110 Further, inter-agency coordina-

tion compels transparency, sharing and learning amongst agencies and such can add

to inter-agency accountability which supports the autonomy and technocratic

effectiveness of the agencies. Inter-agency accountability would serve a different

purpose from the political and stakeholder channels of accountability that serve the

purposes of ‘perception legitimacy’. Inter-agency accountability can be a promising

development in improving agency effectiveness in terms of autonomous and

objective decision-making in technocratic expertise that is depoliticised and

neutral.

106 Joint Committee, Final Report on Guidelines for Complaints-handling for the Securities
(ESMA) and Banking (EBA) sectors, and CP (Nov 2013).
107 Joint Consultation Paper on Mechanistic References to Credit Ratings (Nov 2013), Final
Report (Feb 2014).
108 Joint Committee, Letter on Possible Framework for the Regulation of the Production and Use
of Indices Serving as Benchmarks in Financial and other Contracts (Nov 2013).
109 Joint Consultation Paper on Mechanistic References to Credit Ratings Final Report
(Feb 2014).
110 Inter-agency learning is still nevertheless in an early stage as the Parliamentary review notes

that the EBA and EIOPA are inundated with their respective draft technical standards work in

micro-prudential regulation and Solvency II respectively and EBA’s stress testing developments

have also pre-occupied the EBA significantly. See DG for Internal Policies, Parliament’s Review
of the ESFS (2013).
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3.2 Inter-Agency Learning and the Board of Appeal

The Board of Appeal is also a forum for inter-agency learning to take place, and this

chapter shows that several decisions that have been issued by the Board to date

provide many constructive points of feedback and learning for the three agencies.

Inter-agency coordination on the Board provides opportunities for scrutiny into

agency processes and practices and constitutes a form of inter-agency accountabil-

ity which is also available for public scrutiny. The author is not aware of any appeal

to the CJEU against the Board of Appeal’s decisions yet, but any such appeal would
also provide learning opportunities not only for the agencies but also for inter-

agency coordination and accountability.

The first decision this chapter discusses concerns the complaint made by SV

Capital O€u against the EBA.111 In this case, SV Capital had been assigned a claim

by Instmark O€u which raised a matter to the EBA regarding the suitability of

persons directing the Estonian branches of Finnish Bank Nordea in Estonia. The

original claimant operated a current account at a Nordea branch in Estonia which

was frozen due to money laundering concerns. The Estonian court subsequently

decided that the action taken by Nordea was illegal and that the declarations made

by two governors of the Nordea branch regarding the non-existence of certain

documents between Instmark and Nordea were untrue. SV Capital raised a concern

to the Estonian financial regulator that the two governors of the Nordea branch

ought to be removed if their credibility had been doubted in court. The Estonian

authority directed SV Capital to the Finnish home authority with supervisory

powers and jurisdiction over the Nordea branch. The Finnish home authority

rejected SV Capital’s complaint. SV Capital brought the matter to the EBA to

allege that the Finnish authority had breached Union law by not removing

unsuitable persons from directing the Nordea branch in Estonia. The EBA’s
response was not to take the matter further as it regarded itself as having no

jurisdiction to intervene in matters of corporate governance other than in the parent

credit institution. On appeal to the Board of Appeal, the Board considered that the

EBA had interpreted its remit too narrowly and that the EBA could intervene in

matters regarding the corporate governance of key branches such as the Estonian

branch of Nordea, in relation to key function holders that could include persons

directing the branches. The matter was remitted to the EBA. However, the EBA

ultimately decided not to investigate into the matter as a breach of Union law as it

considered the Finnish regulator’s explanation that the two persons concerned were
not key function holders in the branch to be adequate. SV Capital raised an appeal

to the Board regarding the EBA’s decision, alleging that the EBA refused to

investigate the matter due to its fears of damaging relations with national regulators,

that it was not pursuing its responsibilities robustly, and that the EBA should always

prefer to investigate than otherwise. The Board of Appeal reviewed the EBA’s
decision and was of the view that the decision not to investigate was based on a

111Decision of the Board of Appeal in SV Capital O€u v EBA (Frankfurt, 24 June 2013).
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reasoned reliance on the Finnish home authority’s assessment of the importance or

otherwise of the two persons to the Estonian branch.112 The conclusion made that

those two were not key function holders was one that could be upheld by the EBA

and the Board did not find blind reliance or a less than robust culture at the EBA

dealing with national regulators.

The two appeals brought by SV Capital against the EBA provided opportunities

for high level scrutiny of the EBA’s understanding of its remit, its relations with

national regulators and the division of regulatory responsibilities between them.

The first case demonstrated the EBA’s tentativeness in assuming a wide remit and

this may highlight the hesitation experienced in the first steps of a new agency. The

conclusion made by the Board of Appeal in interpreting the EBA’s remit in

overseeing corporate governance matters is important in consolidating the identity

of the EBA and its understanding of its scope of responsibilities and powers.

Further, the Board of Appeals’ scrutiny into the EBA’s rationale for its decision

not to investigate and its decision-making processes helps the EBA in consolidating

its independent decision-making capacity, neither to be captured by national regu-

lators nor to be compelled by the industry.

Next, we turn to an appeal113 in relation to ESMA’s decision not to register a

Ukrainian credit rating agency incorporated in the UK as an authorised credit

ratings provider that could disseminate ratings in the EU. Global Private Ratings

Company ‘Standard Rating’ Ltd (GPRC) was suspected by the UK Financial

Services Authority to be undertaking credit rating activities without authorisation

in 2013 and ESMA was duly informed. ESMA then wrote to GPRC to require

registration or cessation of activities. GPRC submitted an application to ESMA

after a few correspondences and provided an application that was notified as

‘complete’ by ESMA. However, GPRC was denied registration after ESMA’s
compliance team took the view that GPRC was not in compliance with the

substantive requirements of the Annex to the Credit Rating Agencies Regulation.

GPRC contested 12 grounds of ESMA’s decision. The Board of Appeal held that

only one ground of ESMA’s decision was not well-founded. Based on the appel-

lant’s failure to convince the Board that much of ESMA’s grounds of decision were
not well-founded, the Board dismissed GPRC’s appeal.

Although the Board of Appeal upheld ESMA’s decision not to register GPRC,

the criticism made by GPRC against ESMA’s grounds of decision highlighted the

challenges for ESMA as a new regulatory body and the lessons that ESMA needed

to learn. A number of ESMA’s requirements for registration were in a qualitative

manner that allowed ESMA to decide in its discretion whether an applicant satisfied

the substantive requirements in question. Hence the GPRC alleged that such

requirements were unclear or opaque and did not provide adequate guidance on

what was expected. For example, the applicant had to demonstrate that the

112 Decision of the Board of Appeal in SV Capital O€u v EBA (Frankfurt, 14 July 2014).
113 Decision of the Board of Appeal in Global Private Rating Company ‘Standard Rating’ Ltd v
ESMA (Frankfurt, 10 January 2014).

Power and Accountability in the EU Financial Regulatory Architecture:. . . 87



applicant had adequate systems, resources and confidentiality safeguards. GPRC

did not in ESMA’s view demonstrate that it has adequate IT systems. GPRC

contended that IT systems were being finalised and were constantly evolving

anyway and that ESMA did not engage in adequate dialogue with GPRC to make

an informed determination. The Board held that GPRC had the onus to satisfy

ESMA of such adequacy and this was not done. The article is of the view that the

Board’s conclusion is sound but this example highlights the need for ESMA to learn

from its experience of being scrutinised as it steps into the role of directly regulating

credit rating agencies, and there is perhaps need to develop more precise guidelines

and criteria to bridge the expectations between regulator and regulated, even if the

empowering legislation is in favour of the regulator exercising a widely worded

form of discretion. Overall we are of the view that ESMA rightly exercised the

discretion not to register GPRC as its objective to safeguard the credibility of

ratings issued in the EU would likely be compromised if it approved of an applicant

while not being sufficiently satisfied that the latter was demonstrating a robust

set-up, governance and work procedures. We agree that the onus lies on the

applicant to satisfy ESMA of its eligibility under the published legislative stan-

dards, albeit widely worded, although this is no excuse for ESMA not to develop

clarity in its criteria and to make transparent its decision-making processes.

The Board also stated that ‘the registration of a credit rating agency is a new

process, and recognises that the procedures will to an extent take time fully to work

out.’114 The decision of the Board is measured and provides a constructive learning

opportunity for ESMA to consider whether it can do more to provide guidance in

terms of how its discretion may be exercised, so that any perceived opacity in terms

of ESMA’s expectations in the eyes of the regulated community may be addressed.

The two decisions discussed above have provided a good measure of insight into

the inter-agency scrutiny, learning and feedback that could be carried out at the

level of the Board of Appeal. Such decisions also go some way towards supporting

the consolidation of agency identity, understanding of scope of responsibilities and

powers, development of robust and credible practices and reinforcing agency

autonomy and effectiveness generally. This section has so far argued that the

Joint Committee and Board of Appeal have provided the platforms for inter-agency

learning and accountability to become an avenue for the consolidation of autonomy

and effectiveness on the part of the three agencies. The next section reviews the

literature and general arguments for inter-agency learning and accountability.

3.3 Inter-Agency Coordination and Accountability Generally

Seidman and Gilmour, scholars of public administration, have likened inter-agency

coordination to ‘the twentieth-century equivalent of the medieval search for the

114 Para 188, above.
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philosopher’s stone’ that would answer all the problems of public administra-

tion’.115 Inter-agency coordination is necessary for government and the adminis-

trative state, but is fraught with challenges from the political, organisational and

behavioural points of view.

The rise of the administrative state is often viewed as a necessary form of

‘regulatory capitalism’,116 but the institution of agencies with specific remits may

create a cluster of over-specialised administrative bodies with myopic visions and

insular cultures, lacking in joined-up thinking. Li and Chan117 suggest that inter-

agency coordination could promote information sharing, increased capacity and

joined-up thinking to deal with unexpected contingencies and large-scale problems,

as well as mutual reinforcement of each agency’s responsibilities. They advocate

this form of public administration in solving China’s vast problem of urban

pollution. Freeman and Rossi118 also argue that inter-agency coordination holds

much promise for pooling of resources and overall better and more transaction-cost

efficient decision-making. Ongoing inter-agency coordination may promote the

construction of a better information matrix, mutual trust between agencies and

greater willingness to cooperate. Each agency can then pull its weight and develop

more effective solutions especially in unexpected emergency situations.119 This

could be especially relevant for the ESFS entities in their roles to safeguard

financial stability in the EU.

Although fears and suspicions could be directed at inter-agency coordination as

being potentially a form of agency collusion and consolidation of administrative

power over regulated entities, the individual identities and purposes of agencies

may counteract those tendencies, and instead produce an effect of inter-agency

accountability. Freeman and Rossi,120 as well as Di Noia and Gargantini121 suggest

that inter-agency accountability, a form of horizontal accountability, is useful for

promoting better technocratic solutions as agencies may be less likely to succumb

to regulatory capture, insular culture or regulatory arbitrage by the regulated

entities.

Erkkilä122 also argues that networked entities are in relationships of mutual

accountability vis a vis each other as their technocratic nature allows them to act

as peers in monitoring each other’s discharge of responsibilities. Due to the

115 Siedman and Gilmour (1986), pp. 219ff.
116 Levi-Faur (2005); Majone (2007); Geradin (2004).
117 Li and Chan (2009).
118 Freeman and Rossi (2012).
119 Kapucu and Garayev (2011).
120 Freeman and Rossi (2012).
121 Iglesias-Rodriguez (2013).
122 Erkkilä (2007).
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technocratic nature of agencies,123 inter-agency accountability may also be more

effective in scrutinising the quality of professional performance of the agency than

popular channels of accountability.

Although inter-agency accountability is not as well-studied as popular channels

of accountability such as political, judicial and stakeholder accountability, it is

important to explore this channel of accountability as it serves a complementary

and important purpose to popular channels of accountability. Dubnick et al.124

argue that multiple channels of accountability for agencies is important as they are

located in networks, and function like organic systems that seek to respond to the

needs in the regulatory space.

In the EU context, particularly in new institutional architecture such as the

ESFS, the SSM and SRM, it is important to explore how the design of such

architecture meets the needs of credibility, effectiveness and legitimacy. This

chapter has observed that due to concerns for appropriate restraint of power and

popular accountability, the ESFS has been subject to complex design. But such

complex design poses potential handicaps to the technocratic development of the

ESFS. The necessity of those constraints are acknowledged as being in line with

Treaty parameters and the Meroni doctrine, but the inter-agency nature of the

institutional architecture can be exploited to enhance the technocratic leadership

and effectiveness, as well as the accountability of the ESFS entities. It is submitted

that further empirical research should be carried out on the nature of inter-agency

accountability so that indicators can be developed for the maturation of this area of

study. Such indicators can provide a roadmap forward for the development of more

formal mechanisms in inter-agency accountability in order to enhance the purposes

served by this form of accountability in ensuring agency effectiveness and output

legitimacy.

The chapter now turns to the second stage of institutional development in the

EU’s financial regulation framework, the SSM and SRM. The SSM and SRM are

also complex designs that reflect the compromises made allocating the power in

micro-prudential supervision and the crisis resolution of key banks in the euro-area.

These complex designs raise issues regarding how the balance of technocratic

effectiveness and power structures can be achieved. Section 4 will argue that the

inter-agency model in the ESFS provides useful insights for the SSM and SRM.

These perspectives may be a starting point but can be used to develop future

institutional design changes to secure an optimal balance in technocratic effective-

ness and power structures.

123Wonka and Rittberger (2011).
124 Dubnick and Frederickson (2010).
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4 The SSM, SRM and Lessons That Can Be Learnt

with Respect to Inter-Agency Coordination

The SSM and SRM may be regarded as the second stage in reforming financial

regulatory architecture in the EU. The continued weakness of many European

banks post the global financial crisis affected market confidence and economic

recovery in the EU, and the SSM was introduced to sever the links between weak

sovereigns and national banks with poor balance sheets, in order to provide a more

credible system of supervision and backstop for those banks.125 Troeger126 however

argues that this is a poor reason for the SSM as it would only focus the SSM’s
attention on the most weakly disciplined banks to rectify their problems. In other

words, he views the institution of the SSM as created not for reasons of coherence in

regulatory ideology or architecture but for fire-fighting the excesses due to poor

national oversight. It remains to be seen if the priorities of the SSM may affect the

inter-relationships between the SSM and the ESFS.

The SSM is a network comprising the ECB and national regulators. Certain

responsibilities and tasks are conferred on the ECB, and national regulators are to

act as the ECB’s assistants and delegates. The ECB is empowered in the SSM to

undertake microprudential supervision of banks that are not ‘less significant’127 in
the euro area and banks of countries that have entered into close cooperation with

the SSM.128 Such supervisory tasks include authorisation of credit institutions,

ensuring compliance with micro-prudential legislation, stress testing and supervi-

sory review, and to oversee recovery plans and carry out early intervention. To this

end the ECBmay adopt guidelines and recommendations issued by the EBA or may

issue its own to the end that is necessary for its responsibilities, subject to public

consultation before the adoption of any such guidelines or recommendations.129

However, as the ECB will not have responsibility over all banks in the euro area,

national regulators remain responsible for those banks, subject to a reporting duty to

the ECB.130

125 Ferranini and Chiarella (2013).
126 Troeger (2013).
127 Ie banks with assets totalling 30 billion euros or more, or ratio of total assets over the GDP of

the relevant Member State exceeds 20%, unless the total value of its assets is below 5 billion

euros, an institution regarded by the national regulator as significant, an institution regarded by the

ECB on its own initiative as significant, any institution receiving public financial assistance, and at

least the three key banks in every euro area jurisdiction or member state in close cooperation. SSM

Regulation, art 6.
128 SSM Regulation, art 7.
129 SSM Regulation, art 4.
130 This seems to be a balanced form of necessary centralisation according to what may be most

efficient and proportionate, see Colliard (2014); SSM Regulation, art 6.
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The SSM is to be independent of the ECB’s monetary function.131 It is to be

governed by a Board of Supervisors132 comprising a Chair and Vice-Chair, four

ECB representatives and a representative of each national regulator in the Member

States subject to the SSM. The Chairperson is to be appointed by open selection

with Parliament and Council duly informed, while the Vice-Chair is to be appointed

from the Board. The appointments are not particularly subject to political control, in

line with the fierce boundaries of independence hitherto maintained by the ECB.

Due to Treaty constraints however, the Board of Supervisors is not able to adopt

decisions for the SSM as such or the institution of the SSM may require Treaty

change. Hence, the Board will send draft decisions to be adopted by the Governing

Council of the ECB which would be deemed to have accepted if no objection is

raised in a maximum of 10 days.133

The introduction of the ECB’s leadership in the SSM as part of the financial

regulation fabric at the EU may result in a marked power imbalance between the

ESFS institutions and the ECB. Such institutional ‘imbalance’ has been observed

and raised by a number of commentators.134 In contrast to the three agencies in the

ESFS, the ECB has been an established and independent institution in the EU and

the fear is that the maturing ESFS institutions may be adversely affected, especially

the EBA. A number of commentators are concerned that the SSM will introduce a

form of differentiated integration135 in euro area banking regulation and undermine

the EBA’s work in this area.136 Although the SSM is a member of and subject to the

EBA, the ECB has the power to adopt its own supervisory guidelines and recom-

mendations, and in carrying out national supervision, it would be applying nation-

ally transposed versions of the Capital Requirements Directive IV which could

reinforce certain national peculiarities. The leadership of the ECB in the SSM may

result in the bifurcation of regulatory approaches for the euro area and the non-euro

area. Such bifurcation or differentiation is not exactly ideal as cross-border banking

in the EU is not so starkly divided along those lines, and the regulation of banks

with pan-European footprint would benefit from joined-up thinking, the need for

which formed the basis for the de Larosière recommendations for instituting the

ESFS in the first place. The potential of the ECB to undermine the regulatory

convergence role of the EBA would arguably be due to its relatively more

established and powerful profile, the internalisation of an array of supervisory

131 SSM Regulation, arts 19 and 25.
132 SSM Regulation, art 26.
133 SSM Regulation, art 26. Ferran and Babis argues that this is adverse to non-euro area Member

States in close cooperation as those Member States would not have a representative in the

Governing Council, see Ferran and Babis (2013).
134 Some queries have been raised in Wolfers and Voland (2014).
135Masciandaro et al. (2009) suggests that central bank leadership in microprudential supervision

generally fragments regulatory architecture in financial regulation.
136 Ferran and Babis (2013).
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arrangements that could become insular vis a vis the ESFS, and the relatively lesser

demands in accountability that reinforce its power.

The SSM is subject to no discernible ex ante political controls as even the

appointment of the Chairperson of the Board of Supervisors is not subject to

political control. The SSM is accountable to the Council and Parliament137 via

annual reporting and the Chairperson may be asked to appear before the euro group

in the Council or committees of the Parliament. The annual reports are also to be

laid before national parliaments138 of the Member States subject to the SSM, and

national parliaments may request for the ECB’s written explanations on matters

raised by them. The ECB is also subject to accountability to regulated entities to

whom it addresses its decisions. It has established an Administrative Board of

Review139 to deal with requests to review its decisions, to comprise of five

independent banking and finance experts appointed by the ECB. The Board’s
decisions also need to be adopted by the Governing Council in the same way

mentioned above. The largely ex post reporting accountability for the SSM high-

lights the extent of ECB independence and discretion in the discharge of its tasks,

very distinct from the institutions in the ESFS. The incentives for the ECB to

engage in inter-agency accountability are arguably low as inter-agency account-

ability may be seen as an impediment to the wide berth of discretion enjoyed in its

power and accountability structures.

There are certain junctures of inter-relationships between the SSM and ESFS. In

the discharge of its responsibilities, the SSM is required under its instituting

legislation to work with the institutions in the ESFS140 to consider how financial

regulation may be effectively administered in the EU as a whole, put in place a

system of coordination and delegation with participating Member State regula-

tors141 and conclude memoranda of understanding with non-participating Member

State regulators and with all Member States’ securities regulators.142 The ECB

would also be a participating member of the EBA.143 In order to address the

concerns of Member States that are not subject to the SSM, readjusted voting rights

137 SSM Regulation, art 20.
138 SSM Regulation, art 21.
139 SSM Regulation, art 24.
140 SSM Regulation, art 3.
141 SSM Regulation, art 6.
142 SSM Regulation, art 3. It is uncertain yet how such coordination would work out but the

European Commission is decisively of the view that ‘The establishment of a Banking Union, and

notably of the Single Supervisory Mechanism (SSM) and the Single Resolution Mechanism

(SRM) as its key components, will impact the functioning of the ESFS, but does not call into

question its existence and necessity.’ See p. 4, European Commission, Report from the Commis-
sion to the European Parliament and the Council on the operation of the European Supervisory
Authorities (ESAs) and the European System of Financial Supervision (ESFS) (7 Aug 2014).
143 Above.
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for these Member States144 (i.e. to have these Member States’ votes count in a

separate class) have been introduced in the structure of decision-making in the

EBA. However, we predict that institutional imbalance between the SSM and the

ESFS could entail the following consequences: (a) the lack of synergies in micro-

prudential regulation may ensue if the coordination between the ECB and the EBA

does not take off, and the EBA could reassert its identity and authority by focusing

more on areas that do not overlap with micro-prudential regulation, such as conduct

regulation and the areas of inter-agency coordination in the Joint Committee; or

(b) the EBA could compel the ECB to fall in line with its standards for convergence

where it has the mandate to ensure such convergence, eg supervisory convergence,

stress-testing and recovery and resolution plans,145 but it remains to be seen if

boundary issues between the ECB and EBA may impede the effectiveness of either

agency’s discharge of responsibilities. Further, it is questioned if the ESRB may be

relegated in view of the SSM, as the ECB has certain specific macro-prudential

powers146 in respect of requiring extra capital buffers to be put in place, although

the CRD IV147 designates the ESRB as the body that recommends whether any

counter-cyclical buffer for any Member State should be introduced.

In sum, the imbalance between power and accountability structures of the SSM

and the ESFS institutions may result in uncertain prospects for the achievement of

technocratic effectiveness by all institutions concerned. Commentators do question

the necessary superiority of central banks in micro-prudential supervision,148 and

the ECB’s role in the episode regarding the rescue of Cyprus’ banks in 2013 was

not a particularly applauded one.149 This chapter suggests that some lessons can be

learnt from the ESFS in order to secure some of the advantages in relation to

enhancement to technocratic effectiveness, accountability and legitimacy as

discussed earlier. In particular, the SSM could be subject to more overt inter-

agency learning and coordination with the ESFS. For example, where there may

be boundary contests between the SSM and EBA such as in micro-prudential

standard setting, the express institution of inter-agency coordination and learning

in those respects may provide opportunities for joined-up thinking in both the

setting of micro-prudential regulatory and supervisory standards. We are not

advocating that joined-up thinking necessarily means uniform thinking or

one-size-fits-all standards across the EU. Such joined-up thinking is necessary so

144 Regulation (EU) No 1022/2013 of the European Parliament and of the Council of 22 October

2013 amending Regulation (EU) No 1093/2010 establishing a European Supervisory Authority

(European Banking Authority) as regards the conferral of specific tasks on the European Central

Bank pursuant to Council Regulation (EU) No 1024/2013, amendment to art 44 of the EBA

Regulation.
145 Guarracino (2014).
146 SSM Regulation, art 5.
147 CRD IV Directive, arts 125–126.
148Masciandaro and Nieto (2013).
149 ‘Cyprus plans capital controls and bank restructuring as ECB sets ultimatum - as it happened’,
The Guardian (21 March 2013).
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that issues of convergence or uniformity, or differentiation, where it is warranted,

are considered holistically and coherently. Such formal inter-agency coordination

could mitigate the risk of inefficient bifurcation in the regulatory regimes for euro-

area and non euro-area banks.

It may however be argued that a new form of inter-agency coordination and

accountability that checks on the ECB’s powers in the SSM is instituted in the form

of the Single Resolution Mechanism (SRM). A number of commentators have at the

early discussions regarding the institution of the SSM voiced concerns regarding

the lack of a supporting single resolution mechanism which is necessary to com-

plete the picture for effective centralised micro-prudential supervision.150 Ferran

argues that the SRM together with the SSM is necessary to make the integrated

market in banks work and to prevent re-nationisation of banks in the EU.151 The

SRM was finalised in July 2014.152

The SRM establishes a single resolution mechanism for banks subject to the

SSM. The SRM is to be directed by a Board (SRB), which is an independent agency

with separate legal personality independent of the ECB,153 and will be responsible

for drafting resolution plans, adopting early intervention measures imposed under

the SSM, adopting resolution decisions and carrying out the administration of

resolution.154 The Board will comprise a Chair, Vice-Chair, and four other full-

time members to be appointed by the Parliament based on a shortlist recommended

by the Commission, and the representatives of the national resolution authorities of

participating Member States.155 A representative each of the ECB and Commission

may attend at the plenary156 and executive sessions of the Board as permanent

observers.157 The Parliament’s role in appointment may constitute a form of input

control of the constitution of the Board that countervails the relatively autonomous

ECB in its SSM leadership.

The SRM is structured in such a way as to offer opportunities for inter-agency

coordination and accountability with the SSM. The discussion below explores the

junctures of possible inter-agency coordination and learning. However at the

150 Alexander (2013).
151 Ferran (2014).
152 Regulation (EU) No 806/2014 of the European Parliament and of the Council of 15 July 2014

establishing uniform rules and a uniform procedure for the resolution of credit institutions and

certain investment firms in the framework of a Single Resolution Mechanism and a Single

Resolution Fund and amending Regulation (EU) No 1093/2010 (“SRM Regulation”).
153 SRM Regulation, art 42.
154 SRM Regulation, art 7.
155 SRM Regulation, arts 43, 53.
156 The plenary sessions are annual in nature and deal with important issues such as adoption of

work programme and budget, SRM Regulation, arts 46–48. The executive sessions are relevant to

the Chair, Vice-Chair and four full-time members only and deal with the executive management of

the Board’s tasks including preparatory work for the plenary sessions, SRM Regulation, arts

51–52.
157 SRM Regulation, art 43.
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moment, these are framed as divisions of responsibilities and it is unclear how inter-

agency coordination may take place. This chapter suggests that the overt framing of

inter-agency coordination can mitigate boundary issues and promote more techno-

cratic effectiveness through inter-agency learning and coordination. More informal

guidelines can be agreed upon between the SSM and SRM in due course to foster

inter-agency coordination and the ESFS should be also more overtly drawn into the

inter-agency coordination and learning relationships.

The interface between the SSM and SRM is as follows. The SRM is responsible

for drawing up resolution plans in dialogue with the ECB and national regula-

tors,158 and determining whether a bank faces impediments to its resolvability.159

The SSM is responsible for implementing the resolution plans adopted by the SRB

or removing impediments to resolvability according to the SRB’s instructions. As
the SSM becomes an implementer of the SRM’s decisions on resolution plans, this

provides a check on the SSM’s micro-prudential supervisory role and feedback

from the SRM could provide learning opportunities for the SSM. However,

depending on the power dynamics between the SSM and the SRM, it remains to

be seen if the SRM is able to take technocratic leadership on its tasks and not be

overwhelmed by ECB expertise, and whether the SSM and SRM would engage in

such feedback and dialogue. Further, the SRM is tasked to monitor early interven-

tion measures taken by the SSM, which need to be informed to the SRM. The SSM

has leadership in managing the run-up to any bank crisis in the form of early

intervention but the SRM and Commission would monitor the early intervention

measures to ensure that there would be a seamless transition to resolution if that

becomes necessary.160 It remains open to observation how such coordination would

work out.161 The dividing line between early intervention and crisis resolution is a

shifting one and there is ample opportunity for the SSM and SRM to coordinate on

this and share information. These interfaces provide opportunities for inter-agency

coordination and learning and this article suggests that such opportunities can be

framed into more overt inter-agency frameworks instead of being regarded as

boundaries of responsibility division. Such overt frameworks may go some way

towards mitigating institutional imbalance between the ECB in the SSM and the

SRM, and could allow inter-agency learning and coordination to strengthen each

agency’s technocratic expertise and effectiveness.

However, can it be argued that the SRM is nevertheless weak as an institution as

it is tightly subject to political control and accountability, and so does not provide

institutional balance to the powerful ECB in the SSM? There is a danger that the

ECB could still dominate the SRM’s role as the ECB plays the part of determining

(upon consultation with the Board) if an entity is failing or likely to fail and in need

158 SRM Regulation, art 8.
159 SRM Regulation, art 10.
160 SRM Regulation, art 13.
161 Remarks by Rosa Lastra on Charles Goodhart and M Sevagiano, ‘The Determination of Bank

Recovery’ at the ‘Law and Monetary Policy’ Conference, University of Sheffield, 10 Sep 2014.
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of resolution.162 However, the SRM still determines if a resolution decision should

be proposed according to the objectives and principles governing resolution.163

Further the SRM needs to submit a resolution decision to be adopted jointly by the

Commission164 within 24 h of notification by the SRM, and by the Council165

within 12 h of notification by the Commission. The decision-making mechanism for

the crucial resolution decision involves extensive political control. This is possibly

warranted as resolution of national banks are matters of key national interest in

many bank-based economies in the EU. The political control over the SRM could

provide an indirect political check on the ECB’s dominance in financial stability

oversight in general. In that vein, the SRB’s power to determine that the Single

Resolution Fund needs to be called upon to financially assist any ailing bank is

checked by the Commission which has powers to assess the appropriateness of

State aid.166 The political control and accountability structures for the SRM could

even act as countervailing forces against ECB dominance at the juncture of the

inter-relationships between the SSM and SRM. Hence, the article supports more

overt framing of the SRM-SSM inter-agency coordination to mitigate institutional

imbalance introduced by the SSM.

The SRM also interacts with the ESFS in terms of its coordination with the EBA.

The SRM has the power to notify the EBA of any institutions it views as

unresolvable,167 and so the EBA is brought into the dialogue. Further, the EBA

remains responsible for drafting the technical standards, implementing technical

standards and guidelines for the Recovery and Resolution Directive that applies to

all SSM and non-SSM Member States. Thus, there is potential for inter-agency

coordination and accountability between the SRM and EBA. This article suggests

more overt framing of inter-agency coordination between the SRM, SSM and the

EBA so that a multiple-agency architecture can arise for specific areas of coordi-

nation. This not only helps to check ECB dominance in the SSM, but would also

help consolidate the SRM’s and EBA’s burgeoning identities and technocratic

leadership.

That said, we are mindful that the dynamics of the new inter-relationships

remain uncertain. A differentiation may occur between the SRM-SSM which are

responsible for the euro-area financial institutions and the ESFS which may focus

on the non-euro area if marginalised by the SSM-SRM domination in the case of

euro-area financial institutions. Such differentiation would arguably be lamentable

as certain advantages may be foregone—the benefits of joined-up thinking in EU

financial regulation and the mutual strengthening of the relatively new institutions

in the financial regulation architecture. The article is concerned about the prospect

162 SRM Regulation, art 18(1)(a).
163 SRM Regulation, arts 14, 15.
164 SRM Regulation, art 18.
165 Above.
166 SRM Regulation, art 19.
167 SRM Regulation, art 10.
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of agency-led differentiation in EU financial regulation for the euro area and

non-euro area, and argues that the suggestions made above regarding how inter-

agency coordination may work between the ESFS, SSM and SRM could go some

way towards mitigating the prospect of such differentiation.

In sum, the second stage of institutional reform in the financial regulatory

architecture in the EU has brought about more complexity in the multiple-agency

structure. Such complexity, as discussed in the context of the ESFS, could work

towards boosting agency independence, effectiveness and inter-agency account-

ability. However, the ESFS has an overall coherent structure, identical mandates

and comprise of entities at similar stages of development and maturity. The new

complexity brought about by the SSM and SRM may introduce confusion in power

dynamics in terms of institutional imbalance and lack of clarity in the boundaries of

responsibilities. Further, synergies in joined-up thinking in EU financial regulation

may be lost if institutional dynamics veer towards a differentiation between

SSM-SRM led oversight for euro-area financial institutions and the ESFS for the

rest. This chapter suggests that insights from inter-agency coordination may pro-

vide a roadmap towards promoting better institutional balance, inter-agency learn-

ing and the consolidation of burgeoning agencies’ responsibilities, identities and

competence. Such would also mitigate against the trajectory towards differentiated

integration between financial regulation in the euro and non-euro areas. Inter-

agency learning and coordination could also in due course enhance inter-agency

accountability and the overall accountability and legitimacy of the EU financial

regulatory architecture.

5 Final Observations and Conclusions

This chapter first addresses the multiple-agency regulatory architecture in the ESFS

which comprises of an oft-criticised sectoral approach. It argues that in the context

of the EU, the three agencies and the Joint Committee and ESRB could provide a

viable and sound approach to EU financial regulation as inter-agency learning and

coordination, as well as accountability could help enhance each of the ESFS

institutions’ growth, maturity and development in technocratic leadership, and

could be perceived to be more legitimate and effective than a centralised and

monolithic entity. The concepts of inter-agency coordination and accountability

are explored and observations are provided of how they work in the Joint Commit-

tee and Board of Appeal. The experiences of the Joint Committee and Board of

Appeal provide useful lessons for inter-agency learning and accountability and

further empirical research on these concepts could be useful for developing a

concept of legitimacy for EU agencies.

The chapter then examines potential ramifications for the inter-agency architec-

ture in EU financial regulation with the introduction of the SSM and SRM. The

inter-agency framework has become more complex and there are concerns regard-

ing the SSM becoming differentiated and monolithic, undermining the rest of the
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ESFS especially the EBA and ESRB. This is largely due to the dominance of an

already powerful and autonomous ECB in the SSM, and the ECB would hardly

need to consolidate its identity and leadership through greater inter-agency coordi-

nation and accountability with the rest of the ESFS. Would the SSM and EBA be

able to coordinate in terms of supervisory convergence in micro-prudential super-

vision? Would the SRM and SSM be able to work with each other in the shift from

early intervention to crisis resolution; and with the EBA in a single rulebook for

recovery and resolution? The SSM is placed in a position where opportunities to

coordinate with the SRM and EBA occur, but such interfaces are not framed as

opportunities for inter-agency earning and coordination but as divisions of respon-

sibility at present. We advocate more overt framing of inter-agency coordination

and learning between the SSM, SRM and EBA in order to achieve better institu-

tional balance and secure greater consolidation of the burgeoning institutions’
technocratic leadership and identities. The promotion of inter-agency accountabil-

ity could greatly enhance the new and more complex financial regulatory architec-

ture, and perhaps prevent inefficient forms of differentiated financial regulation

from occurring between the euro area and non-euro area. Further, in light of the

comparatively more powerful ECB in the matrix, the Parliament review’s call to
boost the three agencies’ Chairpersons’ peer status vis a vis the Commission may be

useful.168

A multiple-agency approach at the EUmay seem complex and anachronistic, but

this chapter has pointed out the potential for making inter-agency coordination and

accountability work. These observations may help in the outworking of the SSM

and SRM and in the wider context of EU agencies, their effectiveness and

legitimacy.
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The Regulatory Powers of the European

Supervisory Authorities: Constitutional,

Political and Functional Considerations

Georgina Tsagas

Abstract After 4 years into the operation of the architectural framework of the

European System of Financial Supervisors introduced by the de Larosière Report in

2009, the Commission’s report published in 2014 paints a picture of an operational

framework, suggesting some areas for improvement. The focus of the present

analysis is on the advanced rule-making powers that the European Supervisory

Authorities have been equipped with compared to their predecessors. An examina-

tion of the European Supervisory Authorities’ legal basis, their governance struc-

tures and the process via which the authorities exercise their regulatory powers,

sheds some light on the distinction between the constitutional limitations, political

concerns and functional objectives that shape the regulatory role of the European

Supervisory Authorities. The analysis aims to contribute to the discussion on the

overall assessment of the European Supervisory Authorities’ rulemaking powers

and gives consideration to the topic of which institutional elements of the author-

ities may require an overhaul and why.
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1 Introduction

The European System of Financial Supervisors (ESFS) comprises of three

European Supervisory Authorities (ESAs), the European Banking Authority

(EBA),1 the European Securities and Markets Authority (ESMA)2 and the

European Insurance and Occupational Pensions Authority (EIOPA).3 To comple-

ment these authorities, a European Systemic Risk Board (ESRB), under the respon-

sibility of the European Central Bank, was also established.4 EBA, ESMA and

EIOPA are responsible for the micro-prudential supervision, whereas the ESRB is

responsible for the macro-prudential supervision of financial institutions and prod-

ucts respectively. The three ESAs were established by legislation in December 2010

and have been fully operational since January 2011. Each ESA is a Union body with

legal personality5 and is accountable to the European Parliament and the Council.6

The ESAs replaced the Level 3 Committees which were comprised of the Committee

of European Banking Supervisors (CEBS), the Committee of European Insurance

and Occupational Pensions Supervisors (CEIOPS) and the Committee of European

Securities Regulators (CESR). With respect to Level 1 initiatives, the previous level

3 Committees provided their views on technical aspects of the policies and regula-

tions for consideration by the Commission and with regard to level 2 initiatives the

Committees were invited to submit their advice. The ESAs continue to perform the

advisory functions of the level 3 Committees and it is mandatory to provide advice in

the cases expressly mentioned in the level 1 initiatives.7 The ESAs have assumed

additional key competences, which include: (a) observing a legally binding

mediation role to solve disputes between national supervisors, (b) adopting binding

supervisory standards, (c) adopting binding technical decisions applicable to

individual institutions, and (d) being in charge of the oversight and coordination

of colleges of supervisors.8 The Regulation specifically provides that the ESAs

1Regulation No 1093/2010 of 24 November 2010 establishing a European Supervisory Authority

(European Banking Authority), amending Decision No 716/2009/EC and repealing Commission

Decision 2009/78/EC, henceforth EBA Regulation.
2 Regulation No 1095/2010 of 24 November 2010 establishing a European Supervisory Authority

(European Securities and Markets Authority), amending Decision No 716/2009/EC and repealing

Commission Decision 2009/77/EC, OJEC, L.311/84 of 15 December 2010, henceforth ESMA

Regulation.
3 Regulation No 1094/2010 of 24 November 2010 establishing a European Supervisory Authority

(European Insurance and Occupational Pensions Authority), amending Decision No 716/2009/EC

and repealing Commission Decision 2009/79/EC, henceforth EIOPA Regulation.
4 Regulation No 1092/2010 of 24 November 2010 on European macro-prudential oversight of the

financial system and establishing a European Systemic Risk Board, henceforth ESRB Regulation.
5 EBA, ESMA and EIOPA Regulations, Article 5.
6 EBA, ESMA and EIOPA Regulations, Article 3.
7 See Wymeersch (2011), p. 456.
8 De Larosière Report (2009), p. 57.
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are authorised to, among others,9 devise and propose technical standards, which are
put to the Commission for endorsement,10 as well as issue guidelines for interpreta-
tion and conduct peer reviews with which the national supervisory authorities will

make every effort to comply in their decision-making.11

The present chapter focuses on the advanced rule-making powers that the ESAs

have been equipped with compared to their predecessors. The analysis aims to

contribute to the discussion on the overall assessment of the ESAs’ regulatory role

and its possible development. The previous corresponding EU Committees respon-

sible for financial market services had only consultative competences and were

equipped with the tasks of issuing guidelines, recommendations and standards for

applying European rules in the form of non-binding ‘soft-law’. As the Level

3 Committees were not empowered to introduce or issue binding measures or

decisions respectively, it was left to the national supervisory authorities to ensure

compliance with the regulations. The ESAs have the power to recommend binding

technical standards for uniform application of EU Directives in the field of financial

regulation, issue guidelines on supervisory practices and issue standards for

national supervisors and firms to adopt on a ‘comply or explain’ basis. In creating

a single EU rule book by developing draft technical standards, the ESAs are

nevertheless still dependant on receiving the European Commission’s endorsement

of the standards submitted.

The transfer of Member States’ competence and discretion in regulating national

institutions to a European System is central to the discussion of the role of the ESAs

as quasi-legislators within the context of EU financial regulation. Moloney finds

that the institutional design of the ESAs is flawed, explaining that the Treaty

provisions have led to a compromise between Commission control and the

authority’s independence, resulting in an under ambitious design for the ESAs’
quasi-rule-making role.12 Stuart Popham, Senior Partner at Clifford Chance, stated

in the House of Commons Treasury Committee’s Opinion on proposals for

European financial supervision, that the fact that the ESAs constitute a quasi-

regulator without the direct power to make rules and without the direct power to

9Additional competences include the capacity to: facilitate and coordinate actions of national

supervisory authorities in the event of emergencies (See EBA, ESMA and EIOPA Regulations,

Article 18), take binding decisions in the event of disagreements between national supervisory

authorities (See EBA, ESMA and EIOPA Regulations Article 19), promote and monitor the

functioning of colleges of supervisors (See EBA, ESMA and EIOPA Regulations, Article 21),

build a common supervisory culture and consistent supervisory practices within the European

Union (See EBA, ESMA and EIOPA Regulations, Article 29), provide an assessment of market

developments and give advice and deliver opinions to the Commission and the European Parlia-

ment (See EBA, ESMA and EIOPA Regulations, Article 8, Article 32 and Article 34) and give

recommendations to national authorities in the event of failure to comply with European obliga-

tions and, if these designations are not followed, to issue specific instructions to the relevant

financial institutions (See EBA, ESMA and EIOPA Regulations, Article 17).
10 EBA, ESMA and EIOPA Regulations, Articles 10 and Article 15.
11 EBA, ESMA and EIOPA Regulations, Article 18.
12 See Moloney (2011) Part (1), p. 41.
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exercise discretion, makes it difficult to ascertain what they can actually do.13

Fahey with reference to the EBA, highlights the fact that the authority lacks the

desired powers to deal with post financial crisis issues which in itself indicates the

existence of a gap between ‘what is politically and economically desirable and what

is constitutionally possible’.14 The constitutional limitations of transferring regula-

tory powers to the ESAs remain somewhat unclear. The Treaty on the European

Community (EC Treaty) does not provide for the creation of EU agencies. The

Treaty of Lisbon implicitly makes reference to the existence of agencies of the

Union by making provision for the Court of Justice of the European Union (CJEU)

to review the legality of acts of bodies, offices or agencies of the Union.15 At the

same time, despite a distinction having been made between policy making and

technical decision making, this distinction is not based on a clear articulation of

administrative rule-making and is difficult to respect in regulatory practice.16

The new structure of the ESAs, aims, among others, to guarantee independence

from the Commission and Member States respectively. The Larosière Report

highlighted the need for the ESFS to be independent from possible political and

industry influences, from both the EU and Member States, by providing supervisors

with clear mandates and tasks, as well as sufficient resources and powers.17 In order

to strengthen legitimacy and as a counterpart for independence, the Larosière

Report stressed the need to ensure proper accountability to the political authorities

at the EU and national levels.18 Whether however this has in fact been the case, can

only be understood by assessing how the architectural framework of the European

System of Financial Supervision works in practice. The founding regulations of

each of the three ESAs required the Commission to undertake a review and to

publish a general report by early 2014 on the experience acquired as a result of the

operation of the ESAs and the procedures laid down in the founding regulations.

The Commission’s report was published on 8.8.2014 and reviews the ESAs’ work,
outlining major achievements, as well as areas for improvement.19 Four years into

the operation of the architectural framework of the ESFS, the Commission’s 2014
Report paints a picture of an operational framework. In terms of the ESAs’ overall

13 HC 1088 (11 November 2009) House of Commons, Treasury Committee. The Committee’s
Opinion on proposals for European financial supervision. Sixteenth Report of Session 2008–09,

pp. 25–26 quoting Stuart Popham. London: The Stationery Office Limited. Available via UK

PARLIAMENT. http://www.publications.parliament.uk/pa/cm200809/cmselect/cmtreasy/1088/

1088.pdf. Accessed 05 November 2015.
14 See Fahey (2011), p. 582.
15 Article 263 TFEU.
16 Chiti (2015), p. 3.
17 The De Larosière Report, The High-Level Group of Financial Supervision in the EU, chaired by

Jacques de Larosière, Brussels 25 Feburary 2009, p. 47.
18 The De Larosière Report (2009), p. 47.
19 COM (2014) 509 final ‘Report from the Commission to the European Parliament and the

Council on the operation of the European Supervisory Authorities (ESAs) and the European

System of Financial Supervision (ESFS)’.
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effectiveness and efficiency the report finds that the ESAs have quickly established

well-functioning organisations aimed at contributing to restoring confidence in the

financial sector and that the scope of the mandate of the ESAs is sufficiently broad

with some room for targeted possible extensions in certain fields.20 The Commis-

sion report finds that the work undertaken by the ESAs on the development of the

single rule book has so far contributed significantly towards enhanced regulatory

harmonisation and coherence and has improved mutual understanding between

supervisors and allowed the EU to equip itself with a significant amount of high

quality rules within a relatively short timeframe.21 Nevertheless, the Report also

identifies areas in need of improvement, specifically in relation to the ESAs’
regulatory role and governance structures.

The present analysis aims to contribute to the discussion on the assessment of the

ESAs’ rulemaking powers and gives consideration to the topic of which institu-

tional elements of the authorities may require an overhaul and why. The problems

identified are not to be understood as minor imperfections of the ESAs establishing

regulations, but rather reflect a more profound problem of institutional design.22

The claim the chapter makes is that the role and the objectives of the ESAs need to

be further clarified. The proposed reforms aim to guarantee that a better balance is

struck between the ESA and the Commission in the exercise of their regulatory

powers respectively, as well as help with the creation of an effective accountability

mechanism were conflicts to arise. A further clarification of the ESAs’ legal basis
and their role would also help address the tension which exists between driving

towards the reinforcement of their discretionary rule-making powers and

obstructing the effective exercise of such powers and presenting them as purely

technical.23 The chapter will delve deeper into the constitutional control to which

the ESAs’ rule-making powers are assumed to be subject to and also address the

political and functional considerations surrounding their powers.

The chapter is organised as follows. Section 2 addresses the EU Financial

Integration Project and the role of the ESAs’ therein. Section 3 provides an

overview of the legal basis for the creation of the ESAs and Section 4 discusses

the regulatory powers of the ESAs with reference to the constitutional limitations to

which their powers are subject to, the political concerns which surround their rule-

making status and the functional objectives which the ESAs may need to meet.

Section 5 addresses the procedure followed by the ESAs in exercising their quasi-

rulemaking powers and the balance of powers between different parties involved in

the rule-making process. Finally, Section 6 concludes and gives consideration to the

topic of which institutional elements of the authorities may require an overhaul

and why.

20 COM (2014) 509 final, p. 4.
21 COM (2014) 509 final, p. 5.
22 Chiti (2015), p. 3.
23 Chiti (2015), p. 2.
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2 EU Financial Market Integration Project in Context

The financial market integration project is dependent on the efficient and healthy

operation of the EU Member States’ financial markets. On a theoretical level,

capital markets can provide for ‘the exchange of information among actors’, ‘the
monitoring of behaviour’ and ‘the sanctioning of defection from cooperative

endeavour’.24 The integration of financial markets has remained a priority all

throughout the entirety of the process of European integration, on the basis that a

variety of empirical studies link financial integration to financial development.25 On

a theoretical level, the integration of financial markets can be achieved when

securities with identical cash flows command the same price, otherwise known as

‘the law of one price’. This implies that the same interest rate will be paid when

issuing bonds in different regions and the same capital to be paid when raising

equity in different markets.26 Barriers to such integration include differences in

currencies, differences in taxes and subsidies, differences in regulation and enforce-

ment and asymmetric information between potential foreign entrants to the market

and domestic incumbents.27 The creation of the single market in the EU meant

therefore that there was a need to, among others, set in place a plan that would

combat ‘the differences in regulation and enforcement’.28

The regulation and supervision of financial markets had to specifically address

the substantive matter of ‘what to regulate’, as well as the procedural matter of ‘by
whom’ and ‘how’ the sector would be regulated.29 The terms ‘regulation’ and

‘supervision’ are often used interchangeably. However, as Wymeersch highlights,

a distinction between the terms should be made, explaining that regulation refers to

‘rulemaking, setting guidelines and normative interventions aimed at ensuring the

same regulatory environment’, whilst supervision refers to ‘the day-to-day action of
supervisors-who are also often regulators –aiming to ensure that financial firms

apply the rules laid down by the regulators. . .’.30 According to Wymeersch the

distinction also corresponds to the practical needs of markets and their supervision,

namely that the proximity of the supervisor and the knowledge of the local market

necessitates that the decentralisation of supervision remains the norm of the

European supervisory model, whilst regulation remains to a significant extent

centralised as European rulemaking pre-empts national rules.31

24 See Hall and Soskice (2001), p. 10.
25 See Jappelli and Pagano (2008), p. 4.
26 See Jappelli and Pagano (2008), p. 4.
27 See Jappelli and Pagano (2008), p. 5.
28 See Jappelli and Pagano (2008), p. 5.
29 See Lastra (2003), p. 49.
30 See Wymeersch (2011), p. 446.
31 SeeWymeersch (2011), p. 448 and see TheHouse of Lords, The future of EUfinancial regulation and

supervision, Chapter 2: Regulation and Supervision in the European Union (Session 2008–09), on the

distinction of regulation and supervision. Available via PARLIAMENT. http://www.parliament.the-

stationery-office.co.uk/pa/ld200809/ldselect/ldeucom/106/10605.htm. Accessed 05 November 2015.
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There is a clash between three objectives at EU level, namely a clash between

financial integration, financial stability and national supervisory autonomy, which

objectives, as Lorenzo Bini Smaghi advocates, cannot be achieved simulta-

neously.32 Lord Turner (2009) in his Review makes a distinction between the

different objectives pursued, by stating that:

Sounder arrangements require either increased national powers, implying a less open single

market, or a greater degree of European integration. A mix of both seems appropriate: the

extent to which more national powers are required will depend on how effective ‘more

Europe’ options can be.33

In many cases retaining a balance between the divergent objectives of national

autonomy and European centralisation lends itself to unwanted negative conse-

quences. Notwithstanding the general principle of the supremacy of Union law over

national law,34 regulation and supervision remain to a large extent a national matter,

which, as Wymeersch points out, only moves to the European level once EU rules

have been adopted.35 The degree of centralisation or decentralisation in the alloca-

tion of competencies for financial supervision and regulation in Europe is deter-

mined by the requirements of the principle of subsidiarity.36 The principle of

subsidiarity restricts community action only to what is strictly necessary for

European needs.37 According to the principle of subsidiarity the EU does not take

action, with the exception of the areas that fall within its exclusive competence,

unless it is more effective than action taken at the national level.38 Conditions of

compliance with the subsidiarity principle are obscure however. Subsidiarity, as

explained by Craig and De Burca (2008):

32 See Bini Smaghi (2009).
33 See the Turner Review (March 2009) A regulatory response to the global banking crisis, p. 101.

Available via FSA. http://www.fsa.gov.uk/pubs/other/turner_review.pdf. Accessed 05 November

2015 and Andenas and Chiu (2013), p. 335 who argue that that legal integration may not

adequately address the needs of financial stability and that the aim of ensuring financial stability

through this process could in fact facilitate diverging practices on the part of Member States

causing tension with the promotion of legal integration in EU financial regulation. The authors

specifically critique the Commission’s aim to promote regulatory harmonisation as a means to

accomplish the creation of a single market leading to financial stability in the EU, see European

Commission, European Financial Stability and Integration Report 2011 (April 2012), Executive

Summary. Available via EUROPA.http://ec.europa.eu/finance/financial-analysis/docs/efsir/

20120426-efsir_en.pdf. Accessed 05 November 2015.
34 Costa v Ente Nazionale per L’Energia Elettrica (ENEL), ECJ Case 6/64, [1964] ECR

585, [1964] CMLR 425; Also refer to the Treaty of Lisbon in Declaration No. 17 which states

that: ‘[. . .] in accordance with well settled case law of the CJEU, the Treaties and the law adopted

by the Union on the basis of the Treaties have primacy over the law of MS, under the conditions

laid down by the said case law.’
35 See Wymeersch (2011), p. 444.
36 See Lastra (2003), p. 54.
37 Article 5(3) TFEU.
38 See Papadopoulos (2010), pp. 47–59 for an analysis of the permissible limits of harmonisation

and issues of subsidiarity.
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. . . embraces three separate, albeit related ideas: the Community is to take action only if the

objectives of that action cannot be sufficiently achieved by the Member States; the

Community can better achieve the action because of the scale of effects; if the Community

does take action this should not go beyond what is necessary to achieve the Treaty

objectives.39

The principle of subsidiarity aims to ensure that decisions are made as closely as

possible to the needs of citizens and that checks are made in order to establish

whether action at Union level is justified.40

The European Union (EU) was prompted, since the 1970s, to develop a

programme that harmonises, besides others, the corporate and securities laws of

Member States.41 In the 1990s the introduction of the Financial Services Action

Plan (FSAP) sparked a process of intense legislative activity.42 The FSAP consisted

of a set of 42 measures intended to harmonise the financial services markets within

the EU. It determined the way in which the laws would be adopted in terms of their

mode, e.g. minimum standards or maximum harmonisation, and also determined

the content of the laws that would be adopted in terms of the interests the laws

would first and foremost serve and protect.

In 2001 the Committee of Wise Men, chaired by Alexander Lamfalussy identi-

fied several shortcomings in the legislative process and in order to address these

shortcomings introduced a plan for the adoption and implementation of financial

services legislation.43 The Lamfalussy Report distinguished four levels of regula-

tion. ‘Level 1’ contained framework principles, specific to each Directive and

Regulation, decided by normal EU legislative procedures provided for in Article

294 of the Treaty for the Functioning of the European Union (TFEU), i.e. by a

proposal by the Commission to the Council of Ministers/European Parliament for

co-decision. ‘Level 2’ rules were rules adopted by a decision of the Commission, in

agreement with an EU Securities Committee and an EU Securities Regulators

Committee, which assist the Commission in determining how to implement the

details of the Level 1 framework. ‘Level 3’ rules promoted the enhanced cooper-

ation and networking among national EU securities regulators in order to ensure

consistent and equivalent transposition of Level 1 and 2 legislation by adopting

common non-binding implementing standards. ‘Level 4’ rules refer to the action by

39 Craig and De Burca (2008), p. 103.
40 See Lastra (2003), p. 54 who further explains that the principle of subsidiarity also relates to the

enforcement of powers which belong to Member States and the principle of proportionality,

namely not going beyond what is needed to attain the Union objectives, one of which is the

completion of the single market.
41 Tridimas (2011), p. 792 in Craig and De Burca.
42 Financial Services—Implementing the Framework for financial markets: Action Plan. Commis-

sion Communication of 11.05.1999 COM (1999) 232.
43 The Lamfalussy Report, Final Report of the Committee of wise men on the regulation of

European securities markets, Brussels, 15 February 2001. Available via EUROPA. http://ec.europa.

eu/internal_market/securities/docs/lamfalussy/wisemen/final-report-wise-men_en.pdf. Accessed

05 November 2015.
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the Commission to enforce Community law, underpinned by enhanced cooperation

between the Member States, their regulators, and the private sector on the basis of

article 258 of the TFEU.44 The Level 3 Committees, which comprised of the CEBS,

the CEIOPS and the CESR, were equipped with the role of advising the Commis-

sion on the rules to be proposed or adopted by it. Level 3 committees specifically

aimed at achieving coordinated implementation of EU law, regulatory convergence

and supervisory convergence.45 Level 3 regulation embedded common approaches

developed jointly by national regulators into non-binding guidelines, recommen-

dations or standards which were agreed upon in the level 3 committees.46 The

Commission points out in its review of the application of the Lamfalussy Process in

2004 that although Level 3 regulation had the objective of coordinating Member

States’ implementation efforts, applying that in practice at the time needed to be

articulated more clearly.47

As Wymeersch identifies, although the above system worked well for several

years, the call for more integrated and stronger rulemaking made it eventually

increasingly inefficient.48 The Lamfalussy Report (2004), perhaps in prediction that

the system may need further development, made provisions for a full review of the

system stipulating in advance that:

. . .if the full review were to confirm in 2004. . .that the approach did not have any prospect

of success, it might be appropriate to consider a Treaty change, including the creation of a

single EU regulatory authority for financial services generally in the Community.49

The financial crisis emerging in the autumn of 2008 came as a wakeup call for

more coordination between EU Member States, more robust rulemaking and the

need for developing further the creation of a level-playing-field in the European

Union. The financial crisis made specifically evident that the EU could not advance

in its objectives of financial market integration without a robust system of financial

regulation and supervision. In October 2008 a Committee of Experts chaired by

Jacques de Larosière was given the task of advising on the future of European

financial supervision and regulation.50 The Larosière Report published in February

2009, which provided the Group’s assessment of the evidence brought forward by

the financial crisis, identified, among others, a series of weaknesses in the former

EU system of financial supervision and regulation. Specifically, it identified: (1) the

lack of adequate macro-prudential supervision, (2) ineffective early warning

44 See The Lamfalussy Report (2001), p. 19.
45 Commission Staff Working Document: The Application of the Lamfalussy Process to EU

Securities Markets Legislation, SEC (2004) 1459 (Nov. 15, 2004).
46Wymeersch (2011), pp. 448–449.
47 Commission Staff Working Document, SEC (2004) 1459 (Nov. 15, 2004).
48Wymeersch (2011), p. 449.
49 The Lamfalussy Report (2001), p. 41.
50 High Level Group on Financial Supervision in the EU chaired by Jacques de Larosière, hence-

forth the De Larosière Report, Brussels, 25 February 2009. Available via EUROPA. http://ec.

europa.eu/finance/general-policy/docs/de_larosiere_report_en.pdf. Accessed 05 November 2015.
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mechanisms, (3) problems of competences, (4) failures to challenge practices on a

cross-border basis, (5) lack of frankness and cooperation between supervisors,

(6) lack of consistent supervisory powers across Member States, (7) lack of

resources in the level 3 committees, and (8) no means for supervisors to take

common decisions.51

In an assessment of the former micro-prudential supervision of the EU financial

sector and of the cooperation between the Level 3 Committees of CESR, CEBS and

CEIOPS specifically, the Group considered that the structure and the role bestowed
on the existing committees was not sufficient to ensure financial stability in the EU

and all its Member States.52 The Group made proposals to replace the European

Union’s Level 3 Committees supervisory architecture, with a ESFS comprising of

the three ESAs. An integrated network of financial supervisors with a defined

number of tasks that could be better preformed at EU level was seen as an effective

means of supervising an increasingly integrated and consolidated EU financial

market.53 The ESFS set out to overcome a series of identified deficiencies and to

provide a system that is in line with the objective of a stable and single Union

financial market for financial services, linking national supervisors within a strong

Union network.54 Preserving financial stability was assumed to be one of the

objectives that the new architectural framework aimed to ensure. It remains open

to debate however, whether this objective is complementary to or at odds with the

authorities’ main objective, which is that of financial market integration through

regulatory harmonisation.

3 Legal Basis for the Creation of the ESAs

The legal basis upon which the ESAs were established is Article 114 of the TFEU.55

Recital 17 of the founding regulations provides that:

The purpose and tasks of the Authority – assisting competent national supervisory author-

ities in the consistent interpretation and application of Union rules and contributing to

financial stability necessary for financial integration – are closely linked to the objectives of

the Union acquis concerning the internal market for financial services. The Authority

should therefore be established on the basis of Article 114 TFEU.

Article 114 of the TFEU is generally used as the main legal basis for internal market

harmonisation or approximation of laws. Article 114 paragraph 1 of the TFEU

provides (in part) that:

The European Parliament and the Council shall, acting in accordance with the ordinary

legislative procedure and after consulting the Economic and Social Committee, adopt the

51 See the De Larosière Report (2009), pp. 39–42.
52 See the De Larosière Report (2009), p. 46.
53 See the De Larosière Report (2009), p. 47.
54 EBA, ESMA and EIOPA Regulations, Recital 8.
55 Referred to as article 114 TFEU (ex Article 95 EC).
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measures for the approximation of the provisions laid down by law, regulation or admin-

istrative action in Member States which have as their object the establishment and func-

tioning of the internal market.

For the legislator to invoke the application of Article 114 TFEU it is necessary

for the harmonisation or approximation to have as a ‘genuine’ objective the

improvement of the conditions of the ‘establishment and functioning’ of the

internal market.56 According to the Mobile Phone Roaming case, recourse to article

114 TFEU is permitted if the differences between national rules are such that they

obstruct the fundamental freedoms and thus have a direct effect on the functioning

of the internal market and also, if there is an aim of preventing the emergence of

obstacles to trade resulting from the divergent development of national laws,

provided that the emergence of such obstacles is likely and that the measure in

question is designed to prevent them.57 The ENISA decision of the CJEU58 outlined

the scope of Article 114 TFEU as a legal basis for the creation of Community

agencies by stating that, ‘Article 114 TFEU can be used as a legal basis only where

it is actually and objectively apparent from the legal act that its purpose is to

improve the conditions for the establishment and functioning of the internal mar-

ket.’59 Citing the Case C-66/04 United Kingdom v Parliament and Council, the

CJEU in the ENISA decision further highlighted that:

. . . by using the expression ‘measures for the approximation’ in Article 95 EC the authors of

the Treaty intended to confer on the Community legislature a discretion, depending on the

general context and the specific circumstances of the matter to be harmonised, as regards

the method of approximation most appropriate for achieving the desired result, in particular

in fields with complex technical features.60

The ENISA decision also provides that the tasks conferred on an EU agency

‘must be closely linked to the subject-matter of the acts approximating the laws,

regulations and administrative provisions of the Member States.’61 Fahey explains

however that the reasoning of the CJEU in ENISA is not that helpful, as it is

56 Case C-376/98 Germany v Parliament and Council (Tobacco Advertising) [2000] ECR I-8419,

para. 84 (Tobacco Advertising No 1) and Fahey (2011), p. 587 who explains that the decision

remains isolated as an instance of the CJEU striking down legislation rooted in Article TFEU

whereby the CJEU held that Article 114 TFEU did not constitute a ‘generalised’ competence

clause by the legislature and held that the Directive did not have as its genuine objective the

internal market, but rather public health.
57 See Case C-58/08 The Queen on the application of Vodafone Ltd & others v Secretary of State

for Business, Enterprise and Regulatory Reform & others (Mobile Phone Roaming) [2010] I-ECR

0000, paras 32–33.
58 Case C-217/04 United Kingdom v Parliament and Council (ENISA) [2006] ECR I-3771,

concerning the Regulation establishing the European Network and Information Security Agency

(ENISA).
59 Case C-217/04, para. 42 (citing Case C-66/04 United Kingdom v Parliament and Council [2005]

ECR I-0000).
60 Case C-217/04, para. 43 (citing Case C-66/04 United Kingdom v Parliament and Council [2005]

ECR I-0000, para. 54).
61 Case C-217/04, para. 45.
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particularly broad with regard to the threshold to invoke Article 114 TFEU and

would authorise many infrastructural designs.62

Recital 8 of the founding regulations establishing the ESAs, provides that the

former Committees had reached their limits in terms of providing solutions to a

variety of needs that the Union was faced with, one of which was the need to

combat the existence of different interpretations given to the same legal text within

the Union.63 One of the aims of the ESAs was therefore to create a more coherent

framework on the interpretation of those rules, with the enhanced, compared to their

predecessors, regulatory powers that the founding regulations equipped them with.

From a reading of the founding regulations of the ESAs however, a tension appears

to exist between the role of the ESAs within the financial market integration project

and the role that the ESAs have been given as a response to the financial crisis, as

future guarantors of financial stability within the Union. The Regulations

establishing the ESAs make clear that strengthening the financial integration

project is not their sole objective, with their tasks not being limited solely to the

creation of the single rulebook;64 the ESAs are also responsible for maintaining and

promoting the orderly functioning and integrity of financial markets and the

stability of the whole or part of the financial system in the Union.65

The House of Commons has pointed out that there were potentially fundamental

problems with the legal basis of Article 114 TFEU on which the ESRB and the

ESAs were founded, as there is a divergence between the objectives of financial

integration and financial stability.66 The lack of clarity with reference to the

objectives which the ESAs aim to meet is most evident from a reading of Recital

10 of the ESAs’ Founding Regulations, and from a comparison of Article 1(5)

(a) and (b), and Article 9(5) of the ESAs’ Founding Regulations. Article 1(5)(a) and
(b) outline the ESAs’ objective of, among others, improving the functioning of the

internal market, including in particular a sound, effective and consistent level of

regulation and supervision and ensuring the integrity, transparency, efficiency and

orderly functioning of financial markets, whilst Article 9(5) empowers the ESAs to

intervene in cases where financial activities threaten the orderly functioning and

integrity of financial markets or the stability of the whole or part of the financial

system in the Union in certain cases laid down in the legislative acts referred to.

The problematic relationship between financial stability and financial integration

has been pointed out recently by the Advocate General (AG) in his Opinion on the

case C-270/12 UK v Council and Parliament. Opposed to the UK’s claim, the

Council and the Commission argued that Article 28 of the Short Selling Regulation

constitutes a harmonising measure under EU law and thus Article 114 TFEU

62 See Fahey (2011), p. 591.
63 EBA, ESMA and EIOPA Regulations Recital 8 (v).
64 EBA, ESMA and EIOPA Regulations Recital 5.
65 See EBA, ESMA and EIOPA Regulations Recital 12 and Fahey (2011), p. 586.
66 See House of Commons Treasury-Sixteenth Report Session (2008–09) pp. 15–16, para. 29–31

and Andoura and Timmerman (2008) who question the validity of Article 114 TFEU as a legal

basis for the EBA.
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constitutes an appropriate legal basis for the authority’s powers.67 In agreement

with the particular claim brought forward by the UK, the AG found that Article

114 TFEU is not an appropriate legal basis for the powers granted to ESMA under

Article 28 of the Short Selling Regulation, on the basis that they do not amount to a

harmonising measure under EU internal market law, but are more reflective of EU

level emergency powers, which should be based on Article 352 TFEU that requires

unanimity between Member States instead.68 The legal basis used for the creation

of the ESAs should be distinguished from the legal basis used for empowering the

ESAs to exercise a particular set of powers. This useful distinction was emphasised

by the AG in his Opinion on the case of C-270/12 UK v Council and Parliament.69

Regarding the powers conferred on the ESMA under Article 28 of the Short Selling

Regulation specifically, he argued that, in order to assess whether the conferral of

such powers on an agency falls within the scope of Article 114 TFEU, it is

necessary to examine whether or not the decisions of the agency concerned either

contribute or amount to internal market harmonisation under EU law.70 The AG

found that the particular powers do not, ‘because the conferral of decision making

powers under that article on ESMA, in substitution for the assessments of the

competent national authorities, cannot be considered to be a measure ‘for the

approximation of the provisions laid down by law, regulation or administrative

action in Member States which have as their object the establishment and func-

tioning of the internal market’ within the meaning of Article 114 TFEU.’71 The AG
emphasised that:

. . .in considering whether Article 114 TFEU is a correct legal basis for a given EUmeasure,

the Court must verify whether the measure whose validity is in issue in fact pursues the

genuine objectives of improving the conditions for the establishment and functioning of the

internal market as stated by the EU legislature.72 Moreover, the potential for the emergence

of future obstacles to trade resulting from disparities in Member State law is not enough.

The emergence of such obstacles must be likely and the measure in question must be

designed to prevent them.73

67 Opinion ofAG Jääskinen in Case C-270/12 (UnitedKingdomofGreat Britain andNorthern Ireland v

European Parliament and Council of the European Union v Council and Parliament), para. 5, delivered

on 12 September 2013. Available via CURIA. http://curia.europa.eu/juris/document/document.jsf?text

¼&docid¼140965&pageIndex¼0&doclang¼EN&mode¼req&dir¼&occ¼first&part¼1&cid¼1274

54. Accessed 5 November 2015.
68 Opinion of AG Jääskinen in Case C-270/12, para. 37.
69 Opinion of AG Jääskinen in Case C-270/12, para. 27.
70 Opinion of AG Jääskinen in Case C-270/12, para. 36.
71 Opinion of AG Jääskinen in Case C-270/12, para. 37.
72 Opinion of AG Jääskinen in Case C-270/12, para. 46 (citing Case C-376/98 Germany v

Parliament and Council [2000] ECR I-8419 (Tobacco Advertising), par. 85 and case law cited).
73 Opinion of AG Jääskinen in Case C-270/12, para. 47 (citing Case C-376/98 Germany v

Parliament and Council [2000] ECR I-8419, (Tobacco Advertising), para. 86 and citing Case

C-58/08 Vodafone and Others [2010] ECR I-4999, para. 33).
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Although it is useful to point out that the legal basis upon which the ESAs are

established should be distinguished from the legal basis empowering them to

exercise a particular set of powers, the ambiguity surrounding the latter remains.

The following section will delve deeper into the ESAs’ rule making powers by

examining the constitutional, political and functional considerations surrounding

their regulatory role.

4 The Regulatory Powers of the ESAs

The substantive mandates for the areas in which level 3 rule making or action can be

developed are included in the specific Level 1 and Level 2 EU instruments, whilst

the legal basis upon which the ESAs are established, as well as the process of

secondary rulemaking by the Commission, is outlined in the founding regulations

of the ESAs.74 The Lisbon Treaty introduced a hierarchy among secondary legis-

lation by drawing a distinction between legislative acts, delegated acts and

implementing acts in Articles 289, 290 and 291 of the TFEU respectively. Moloney

refers to these provisions as a pragmatic constitutional fix, which ‘attempts to

resolve the difficulties created by the Meroni doctrine, while also responding to

sensitive institutional interests’.75 Article 290 TFEU provides that only the Com-

mission has the power to adopt delegated acts, which is subject to the legislator’s
scrutiny under Article 290(2). The ESAs are empowered to adopt two different

types of rules, namely draft technical standards and soft law measures in the form of

guidelines and recommendations. Draft technical standards can be distinguished

between regulatory technical standards, which upon endorsement of the Commis-

sion, qualify as delegated acts referred to in Article 290 TFEU and implementing
technical standards, which qualify as implementing acts referred to in Article

291 TFEU. For draft technical standards in the areas within the scope of the powers

delegated to the Commission under EU financial services law in accordance with

Article 290 TFEU, the ESAs can submit their drafts to the Commission, which may:

endorse them as delegated acts, reject them or adopt them with amendments after

coordinating with the ESA.76 In the case of non-endorsement or amendment of draft

regulatory technical standards, the Commission shall inform the Authority, the

European Parliament and the Council, stating its reasons.77 Draft implementing

technical standards are developed in the areas where financial services law provides

the Commission with powers to issue uniform conditions for implementation of EU

law in accordance with Article 291 TFEU. Both types of draft technical stan-

dards should be technical, should not imply strategic decisions or policy choices

74 See Wymeersch (2011), pp. 456–457.
75 See Moloney (2010), p. 1347.
76 EBA, ESMA and EIOPA Regulations, Article 10.
77 EBA, ESMA and EIOPA Regulations, Article 14(1).
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and their content should be delimited by the legislative acts on which they are based

in the case of regulatory technical standards78 or their content should be to deter-

mine the conditions of application of those acts in the case of implementing

technical standards.79

The procedure for the adoption of both regulatory technical standards and

implementing technical standards is based upon an open public consultation on

the draft regulatory technical standards and a request for advice from the relevant

stakeholder group, followed by a cost/benefit analysis.80 Soft law measures in the

form of guidelines and recommendations are adopted via a similar process of

consultation. In relation to guidelines and recommendations however the ESA

has discretion over whether or not to conduct the consultation and the stakeholder

group participation.81

The following section will start by taking a closer look at up to date case law on

the constitutional limitations on the ESAs’ rule-making powers, with an aim of

establishing the extent to which the delegation of rule-making powers is available

to EU agencies.

4.1 Case Law Overview: Constitutional Limitations

An examination of a series of CJEU cases, with the Meroni decision specifically

being often cited as the authority on the limitations imposed, is thought to shed

some light on how the non-delegation doctrine has developed to date. The restric-

tion imposed on the authorities’ rule-making powers derives from the principle that

EU institutions are prohibited from delegating discretionary powers conferred on

them by the Treaty to EU agencies.82 The Meroni principle establishes that a

delegating authority cannot confer on the authority receiving the delegation powers

different powers from which it has itself received under the Treaty, that the

delegation of powers can only involve clearly defined executive powers and not

broad discretionary powers and that the delegating authority has to take an express

decision transferring those powers. However, it is important to note that, as Chamon

explains, the CJEU itself has never applied its ruling of the Meroni case to an

agency83 and that despite wide reference being made to the Meroni doctrine to

answer the question of the limits imposed to a possible delegation of powers to

78 EBA, ESMA and EIOPA Regulations, Article 10(1).
79 EBA, ESMA and EIOPA Regulations, Article 15(1).
80 EBA, ESMA and EIOPA Regulations, Article 10(1) and 15(1) respectively.
81 See Chiti (2013), p. 103.
82 See Meroni e Co., Industrie Metallurgiche, SpA v. High Authority. Case 9 and 10/56. ECR

11–48, 53–86. ECJ 1958.
83 Chamon (2011), p. 1056.
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agencies, few reflect on the judgment in detail in relation to agencies.84 It is worth

reflecting on the specifics of the Meroni case, in order to objectively assess whether

any aspects of the case may still be relevant to current day EU agencies.

In the Meroni case, the applicant company Meroni contested the decision of the

High authority which was adopted in application of Decisions Nos 22/54 of

26 March 1954 and 14/55 of 26 March 1955 establishing machinery for the

equalization of ferrous scrap imported from third countries. The implementation

of the system defined in Decision No 14/55 was entrusted to the so-called Brussels

Agencies and the High authority had delegated powers for the financial operation of

the ferrous scrap regime to these bodies under Belgian private law. The applicant

challenged the decision, among others, on the basis that the delegation of powers

which General Decision No 14/55 granted to the Brussels agencies was illegal. The

complaint concerned the manner in which the powers were delegated, as well as the

actual principle of delegation. In the former case, the applicant specifically

complained that the High Authority had delegated to the Brussels agencies powers

conferred on it by the Treaty, without subjecting their exercise to the conditions

which the Treaty would have required if those powers had been exercised directly

by it.85 In the latter case the applicant complained that the High Authority had

delegated powers to agencies ill-qualified to exercise them.86

The CJEU found that Decision No 14/55 did in fact grant a true delegation of

powers to the Brussels agencies.87 With reference to the manner in which the

authority was delegated, the CJEU found that the delegation resulting from Deci-

sion No 14/55 was an infringement of the Treaty, on the basis that the decision of

the Brussels agencies was not made subject to the rules to which the decisions of the

High Authority were subject to under the Treaty.88 Regarding the complaint that the

High Authority had delegated to the Brussels agencies powers which the agencies

were ill-qualified to exercise, the claimant argued that Article 8 of the European

Coal and Steel Community (ECSC) Treaty required the High Authority ‘to ensure

that the objectives set out in this Treaty are attained in accordance with the

provisions thereof’ meaning that the Treaty did not provide the power for the

High Authority to delegate its powers.89 The CJEU did not exclude the possibility

of entrusting certain tasks to bodies established under private law, but did however

proceed to identify the manner in which such tasks can be entrusted.90 The CJEU

found that Article 53 of the ECSC Treaty, which provides for the power of the High

Authority to authorize or make the financial arrangements necessary, gave the High

Authority the right to entrust certain powers to bodies, which should however be

84 Chamon (2011), p. 1058.
85Meroni case, p. 146.
86Meroni case, p. 146.
87Meroni case, p. 149.
88Meroni case, p. 150.
89Meroni case, p. 151.
90Meroni case, p. 151.
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subject to conditions to be determined by the High Authority.91 Such delegations of

powers were considered legitimate only if the High Authority recognized them ‘to
be necessary for the performance of the tasks set out in Article 3 and compatible

with this Treaty, and in particular with Article 65’ of the ECSC Treaty.92 The CJEU

made particular reference to the objectives set out in Article 3 of the ECSC Treaty,

making the point however that it was uncertain whether all the objectives could be

simultaneously pursued in their entirety in all circumstances and that reconciliation

of the objectives implied the exercise of real discretion on the High Authority’s
part.93 The CJEU concluded that:

The objectives set out in Article 3 are binding not only on the High Authority, but on the

‘institutions of the Community. . . within the limits of their respective powers, in the

common interest’. From that provision there can be seen in the balance of powers which

is characteristic of the institutional structure of the Community a fundamental guarantee

granted by the Treaty in particular to the undertakings and associations of undertakings to

which it applies. To delegate a discretionary power, by entrusting it to bodies other than

those which the Treaty has established to effect and supervise the exercise of such power

each within the limits of its own authority, would render that guarantee ineffective.94

Despite the Meroni decision being often cited as the key authority on the

limitations imposed on the ESAs’ rule-making powers, a careful consideration of

its elements shows that its relevance to today’s agencies should be called into

question.95 The problem in applying the Meroni doctrine to current day EU

agencies arises first and foremost from the fact that there are key differences

regarding the conditions surrounding the Brussels agencies as compared to the

current day EU agencies. More specifically, the Meroni decision concerned agen-

cies which were established under private law and not public law, as are the current

day EU agencies and also the operation of the agencies in Meroni was assessed

under the ECSC Treaty, whereas the current agencies operate under the EU

Treaties.96 Despite these important differences, the doctrine is applied to current

day agencies. Academic insight however, according to Chamon, has not been

particularly helpful in shedding light on how and why the doctrine should be

91Meroni case, p. 151.
92Meroni case, p. 151.
93Meroni case, pp. 151–152.
94Meroni case, p. 152 and Case 25/70 Einfuhr- und Vorratsstelle f€ur Getreide und Futtermittel v

K€oster, Berodt & Co [1970] ECR 1161 whereby an alteration of the ‘balance of powers’ as
between the EU institutions was referred to as the ‘institutional imbalance’ between EU institu-

tions, which constitutes one of the main aspects of the Meroni case that several authors reflect on in

the discussion of the restrictions imposed on EU agencies.
95 See Chamon (2011), p. 1060 who argues that closer consideration should be given to the extent

to which the doctrine in Meroni is still relevant to the functioning of the EU agencies and Chiti

(2009), p. 1422 who also argues that the jurisprudence of 1958 cannot be considered a sufficient

foundation to justify clear-cut solutions on the limits imposed on the powers on current day

agencies.
96 Chamon (2011), p. 1059.
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applied.97 One standpoint applies the Meroni principle to current day agencies, but

does not provide an answer on how the operation of the decision-making agencies

can be reconciled with the prohibition to delegate powers set out in the Meroni

decision.98 Another standpoint links the ‘balance of powers’ referred to in the

Meroni case to the principle of ‘institutional powers’ set out in the case of

Chernobyl,99 which prevents the agencies from being given discretionary pow-

ers.100 Chamon argues that the ‘balance of powers’ of the Meroni case should be

distinguished from the notion of ‘institutional powers’,101 because the Meroni case

referred to a concern regarding the Treaty’s system of judicial protection and not a

concern about inter-institutional relations.102 Although the Meroni doctrine makes

clear that the power to exercise discretion and regulatory powers should be distin-

guished from each other, the criterion of distinction remains unclear. The Commis-

sion in its draft institutional agreement on the operating framework for the

European regulatory agencies in 2005,103 referring to the Meroni ruling, made

clear that the power to adopt general regulatory measures, the power to arbitrate

in conflicts between public interests or exercise political discretion are powers

conferred on the Commission by the Treaty only and cannot be entrusted to

agencies.104 However, as Chamon identifies, the Commission’s observation with

regard to future agencies was at the time controversial, considering that the limits of

Meroni had already been exceeded by giving the European Aviation Safety Agency

(EASA) quasi-regulatory powers.105

Another highly relevant case, yet less referenced compared to the Meroni case, is

the Romano case, which sets out the principle on the prohibition on administrative

bodies to adopt measures of general application with the force of law.106 The

97 Chamon (2011), p. 1058.
98 Chamon (2011), p. 1058 who on this point refers to the work of Van Ooik (2005), p. 151.
99 Case 70/88, European Parliament v. Council of the European Committees [1990] ECR I-2041.
100 Chamon (2011), p. 1058, who refers to the work of Vos (2003), p. 131.
101 Note that in legal terms the principle of institutional imbalance represents the rule

that institutions have to act within the limits of their competences. See Jacque (2004), p. 387,

who explains that that the balance established by the Treaties has evolved throughout the history of

the Community, with the progressive growth of the powers of the Parliament to the detriment of

the other institutions, especially that of the Commission.
102 Chamon (2011), p. 1059.
103 See Draft Institutional Agreement on the operating framework for the European regulatory

agencies, COM (2005) 59 final Available via EUROPARL. http://www.europarl.europa.eu/

RegData/docs_autres_institutions/commission_europeenne/com/2005/0059/COM_COM%

282005%290059_EN.pdf. Accessed 05 November 2015; Note however that the Commission

eventually withdrew its proposal for a draft interinstitutional in agreement in March 2009, see

Withdrawal of Obsolete Commission proposals [2009] OJ C 71/17.
104 See Draft Institutional Agreement on the operating framework for the European regulatory

agencies, COM (2005) 59 final, pp. 11–12.
105 See Chamon (2010), p. 300.
106 Case C-98/80, Romano v Institut National d’ Assurance Maladie Invalidite [1981] ECR 1241,

para. 20.

120 G. Tsagas

http://www.europarl.europa.eu/RegData/docs_autres_institutions/commission_europeenne/com/2005/0059/COM_COM%282005%290059_EN.pdf
http://www.europarl.europa.eu/RegData/docs_autres_institutions/commission_europeenne/com/2005/0059/COM_COM%282005%290059_EN.pdf
http://www.europarl.europa.eu/RegData/docs_autres_institutions/commission_europeenne/com/2005/0059/COM_COM%282005%290059_EN.pdf


Romano case concerned the power of delegation of legislative power by the

Council to the Administrative Commission for the Social Security of Migrant

Workers, an auxiliary body to the Commission. The main concern dealt with by

the CJEU was that of judicial protection. As stated:

. . . it follows both from Article 155 of the Treaty and the judicial system created by the

Treaty, and in particular Articles 173 and 177 thereof, that a body such as the Administra-

tive Commission may not be empowered by the Council to adopt acts having force of

law. . .107

The case appears to be of more relevance to EU agencies compared to Meroni,

considering that the Romano case: (1) was ruled under the EEC Treaty and not the

ECSC Treaty, (2) concerned the delegation of powers by the legislator, in casu the

Council and not by the Commission or the High Authority, and (3) the delegatee

was a body established under secondary law and not private law.108 Chamon

observes that the CJEU in Romano was not so much concerned with the delegation

by the Council, but rather that the Council did not delegate the task to the

Commission and chose another body instead.109 The scope of the prohibition

contained in the judgment of Romano, if broadened to apply to any binding decision

whether of general or individual application, adds to the uncertainty of which

powers may be conferred on the agencies.110 Chamon rightly points out however

that in order to ascertain how Romano applies to the operation of today’s agencies
one needs to explore whether the Treaty revisions enacted since Romano have

accommodated concerns raised in the judgment and whether the legal and political

context that the agencies operate in today makes the principle established in

Romano no longer relevant to current day agencies.111

The Meroni case and the limits imposed on delegation therein were often cited as

the standard in later judgments.112 A more recent case however deserves attention,

as it arguably implicitly recognises which elements of the Meroni and the Romano

107 Case C-98/80, Romano v Institut National d’ Assurance Maladie Invalidite [1981] ECR 1241,

para. 20.
108 Chamon (2011), pp. 1060–1061.
109 Chamon (2011), p. 1063.
110 Chamon (2011), p. 1065.
111 Chamon (2011), p. 1065.
112 See Case C-301/02 P Carmine Salvatore Tralli v. ECB [2005] ECR I-4071 (The Tralli), para.
43 whereby the CJEU made clear that the restrictions outlined in the Meroni case were still

applicable on the conferral of power to one of the organs of the ECB, namely delegation of the

power to adopt and amend the rules implementing the Conditions of Employment from the

Governing Council of the ECB to the Executive Board and see joined cases C-154/04 & C-155/

04, The Queen on the application of Alliance for Natural Health and Others v. Secretary of State

for Health and National Assembly for Wales [2005] ECR I-6451 (Alliance for Natural Health
case), para. 90 whereby the CJEU held that ‘. . .when the Community legislature wishes to delegate

its power to amend aspects of the legislative act at issue, it must ensure that power is clearly

defined and that the exercise of the power is subject to strict review in the light of objective criteria

(see, to that effect, Case 9/56 Meroni v High Authority [1958] ECR 133, p. 152) because otherwise

it may confer on the delegate a discretion which, in the case of legislation concerning the
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cases may still be of relevance and which not. The case was also decided in relation

to an EU agency and with reference to the new Treaties and can therefore provide

an up to date and better understanding of the issues surrounding the delegation

standard in relation to EU agencies. In the case C-270/12 UK v Council and

Parliament, the CJEU dismissed the UK’s challenge to the powers conferred on

the ESMA by the Short Selling Regulation. The Regulation gives ESMA the power

to require persons to notify or publicise net short positions and to prohibit or impose

conditions on the entry by natural or legal persons into a short sale or similar

transactions113 when certain conditions outlined in article 28(2) of the Short Selling

Regulation arise. One of the conditions referred to is the occurrence of a threat to

the orderly functioning and integrity of financial markets or to the stability of the

whole or part of the financial system in the EU.114 The Commission had adopted a

delegated regulation to specify what criteria should be taken into account in

determining the existence of the threats referred to in the Short Selling Regulation,

allowing nevertheless room for further discretionary judgment to be made on the

ESMA’s part.115 Article 28(3) of the Regulation on Short Selling provides that:

3. Where taking measures referred to in paragraph 1 ESMA shall take into account the

extent to which the measure:

(a) significantly addresses the threat to the orderly functioning and integrity of financial

markets or to the stability of the whole or part of the financial system in the Union or

significantly improves the ability of the competent authorities to monitor the threat;

(b) does not create a risk of regulatory arbitrage;

(c) does not have a detrimental effect on the efficiency of financial markets, including

by reducing liquidity in those markets or creating uncertainty for market participants, that is

disproportionate to the benefits of the measure.

One of the arguments brought forward by the UK to challenge the legality of

Article 28 of the Regulation on Short Selling was that it was contrary to the Meroni

principle, in view of the fact that: (1) it entailed ‘a very large measure of discretion’
and (2) in taking such decisions involved ‘ESMA in the implementation of actual

economic policy and require it to arbitrate between conflicting public interests,

make value judgments and carry out complex economic assessments.’116 A claim

was also made that Article 28(3) of the Short Selling Regulation specifically

referred to factors that encompassed tests which were ‘highly subjective’ and that

functioning of the internal market in goods, would be capable of impeding, excessively and

without transparency, the free movement of the goods in question’.
113 Article 28(1) of the Regulation 236/2012 of the European Parliament and of the Council of

14 March 2012 on short selling and certain aspects of credit default swaps.
114 Article 28(2) of the Regulation 236/2012 of the European Parliament and of the Council of

14 March 2012 on short selling and certain aspects of credit default swaps, which power is based

upon Article 9(5) of the Regulation 1095/2010 establishing ESMA.
115 See Article 24(1) (a) of the Commission Delegated Regulation (EU) No 918/2012 of 5 July

2012 supplementing Regulation (EU) No 236/2012 of the European Parliament and the Council on

short selling and certain aspects of credit default swaps.
116 Case C-270/12 United Kingdom v European Parliament & Council of the EU, paras 27–34.
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it was contrary to the Meroni principle to vest the ESMA with wide discretionary

powers concerning the application of the policy in question.117 The CJEU however,

in disagreement with the UK, as well as with the AG Jääskinen, held that the

Meroni principle was satisfied considering that the ESMA’s discretion was limited

by various conditions and criteria. The CJEU noted that in this case, distinguishing

it to the Meroni case, ESMA was a European entity created by the European

legislature and not a body created under private law118 and that, without making

reference to the distinction between executive and discretionary powers, it pointed

out that the exercise of powers was circumscribed by various conditions and

criteria, which limited the ESMA’s discretion.119 However, as rightly identified,

although the ESMA can only act when a threat to the functioning of the financial

market arises and when competent authorities cannot adequately address the threat,
it remains at the ESMAs’ discretion to determine what a ‘threat’ and what ‘ade-
quate’ is.120

An important point raised in the case C-270/12 UK v Council and Parliament by

the Parliament and the Council, with the support of the Commission and the

Kingdom of Spain, the Republic of France and the Republic of Italy, was to call

on the CJEU to consider the case law on which the United Kingdom relies, not in a

vacuum, but in the light of ‘the modernisation of EU agency law that occurred

under the Lisbon Treaty, particularly with respect to judicial review of acts of

agencies having legal effects’.121 The interpretation given to the Meroni doctrine by

the CJEU may well be a modernised approach to the limits of delegation. As

Sholten and Van Rijsbergen claim, the CJEU in this case formulates a new

delegation doctrine in relation to EU agencies, allowing for EU agencies to be the

recipients of executive discretionary powers on the condition that this discretion is

limited.122

In the Case C-270/12 United Kingdom v European Parliament & Council of the

EU, the UK also sought to challenge the legality of Article 28 of the regulation on

short selling on the basis that the article was not properly adopted under the legal

basis of Article 114 TFEU.123 The AG in his Opinion advocated that Article 28 did

not amount to internal market harmonisation so as to permit the use of Article

114 as a legal basis, but should have rather been adopted under Article

352 TFEU.124 More specifically, the AG concluded that Article 28 ‘creates an EU

level emergency decision-making mechanism that becomes operable when the

117 Case C-270/12 United Kingdom v European Parliament & Council of the EU, paras 27–34.
118 Case C-270/12 United Kingdom v European Parliament & Council of the EU, para. 43.
119 Case C-270/12 United Kingdom v European Parliament & Council of the EU, para. 45.
120 Scholten and Van Rijsbergen (2014), p. 395.
121 Opinion of AG Jääskinen in Case C-270/12, para. 5.
122 Scholten and Van Rijsbergen (2014), p. 390.
123 Case C-270/12 United Kingdom v European Parliament & Council of the EU, para. 88.
124 Opinion of the AG Jääskinen in Case C-270/12 and see Fahey (2011), pp. 593–594 who refers

to Article 352 TFEU as an alternative legal basis for EBA and points out that with reference to
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relevant competent national authorities do not agree as to the course of action to be

taken.’125 The distinction is mostly important in light of the fundamental differ-

ences between the exercise of discretionary as opposed to emergency powers. As

Marjosola (2014) explains:

The ESMA’s discretionary powers under Article 9(5) of the ESMA Regulation are not

consistent with the emergency decision-making mechanism created by Article 18. Article 9

(5) powers are fundamentally different in that their exercise is not dependent on mandatory

political safeguards, but they rather rely on ad hoc safeguards established by subsequent

sectoral legislation. . .the relationship between emergency measures based on Article 9

(5) and Article 18 of the ESMA Regulation seems ambiguous: the powers overlap but the

political and procedural safeguards they are subjected to are very different.126

The CJEU however held that Article 28 comprises of measures for the approx-

imation of the provisions laid down by law, regulation or administrative action in

the Member States and that the purpose of the powers provided for in Article 28 of

the regulation was in fact to improve the conditions for the establishment and

functioning of the internal market in the financial field, so that it satisfied all the

requirements laid down in Article 114 TFEU.127

Another argument brought forward by the UK concerned the infringement of

Articles 290 and 291 TFEU on the basis that the Council could only confer the

powers to adopt non-legislative acts of general application, as well as implementing

acts, to the Commission. The CJEU found that Article 28 of Regulation No

236/2012 vested ESMA with certain decision-making powers in an area which

requires the deployment of specific technical and professional expertise and that

this conferral of powers did not correspond to any of the situations defined in

Articles 290 TFEU and 291 TFEU.128 The CJEU, referring to the legal framework

establishing the Short Selling Regulation (Regulation No 1092/2010, the ESMA

Regulation and Regulation No 236/2012), dismissed the plea of the UK on the basis

that the powers conferred on the ESMA should not be considered in isolation, but

should rather be perceived as forming part of a series of rules designed to endow the

competent national authorities and ESMA ‘with powers of intervention to cope with
adverse developments which threaten financial stability within the Union and

market confidence’.129 The AG pointed out in his Opinion that the powers vested

in the ESMA by Article 28 of the Short Selling Regulation have not been conferred

on the ESMA via Article 290(1) TFEU nor by Article 291(4) TFEU, but rather

directly from the EU legislature through an Article 289(3) TFEU legislative Act.130

Article 114 TFEU there remains a question of legitimacy of employing it as a tool for institutional

solutions to highly exceptional problems of the European Union.
125 Opinion of the AG Jääskinen in Case C-270/12, para. 51.
126Marjosola (2014a), p. 14.
127 Case C-270/12 United Kingdom v European Parliament & Council of the EU, paras 97–119.
128 Case C-270/12 United Kingdom v European Parliament & Council of the EU, paras 82–83.
129 Case C-270/12 United Kingdom v European Parliament & Council of the EU, para. 85.
130 Opinion of the AG Jääskinen in Case C-270/12, paras 89–90.
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The AG concludes that the requirements set out in Article 291 TFEU and general

constitutional laws governing conferral of implementing powers should be consid-

ered to have been fully respected.131 Marjosola explains that the fact that

comitology applies only to Article 291 TFEU implementing acts has left a gap in

relation to how the use of executive powers by EU agencies is controlled.132 This in

turn, as she explains, makes demands for constitutionalising and systematising the

forms of EU executive rule-making outside existing formal procedures

necessary.133

An overview of selected case law shows that the extent to which the delegation of

rule-making powers is available to EU agencies remains a relatively open question.

The confusion arises not only from the fact that the above mentioned cases fail to

provide a concrete answer to the question of what the exact limitations imposed on

the powers of the authorities are and what the legal basis for the restrictions is but

mostly, from the fact that the often cited cases of Meroni and Romano are outdated

and cannot be safely applied to the operation of current day EU agencies, such as the

ESAs. Academic scholarship has similarly failed to provide an answer. In reviewing

the academic literature which addresses the two judgments Chamon finds that no

author has been in a position to reconcile the two judgments of Meroni and Romano,

nor explain how other EU authorities have been given the power to take binding

decisions.134 More recently however, the ESMA Short-Selling case decided within

the institutional framework established by the TFEU Treaty, arguably establishes a

new delegation doctrine.135 The CJEU concluded that the fact that the agency’s acts
may be subject to judicial review by the CJEU (Article 263 TFEU) and the subject

of a plea of illegality (Article 277 TFEU) implies the creation of EU agencies, as

well as the delegation of powers to EU agencies to issue acts of general application,

on the condition that such powers are precisely delineated and are circumscribed by

various conditions and criteria which limit the discretion of the agencies.136 The

need for the modernisation of the delegation doctrine has been highlighted by the

AG in his Opinion on the Case C-270/12 United Kingdom v European Parliament &

Council of the EU who stated that:

In my opinion, the changes introduced by the Lisbon Treaty, both with respect to the

clarification of the distinction between (normative) delegated measures and implementing

(executive) powers, and amendments that copper-fasten judicial review of the acts of EU

agencies into the judicial architecture of the European Union, mean that the Romano and

Meroni case law needs to be re-positioned into the contemporary fabric of EU constitu-

tional law.137

131 Opinion of the AG Jääskinen in Case C-270/12, para. 101.
132Marjosola (2014b), p. 519.
133Marjosola (2014b), p. 519.
134 Chamon (2011), p. 1068.
135 See Scholten and Van Rijsbergen (2014), p. 401.
136 Case C-270/12 United Kingdom v European Parliament & Council of the EU, para. 1.
137 Opinion of the AG Jääskinen in Case C-270/12, para. 60.
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Scholten and Van Rijsbergen adopt the view that the ESMA-Short-Selling case

has in part overturned the Meroni and Romano cases respectively, as it relaxes the

rigidness of the Romano’s ban on delegating powers to agencies with ‘the effect of
law’ on the one hand and allows room for agencies to exercise discretionary powers

within confined boundaries on the other.138 Marjosola also comments on the

implications of the case by stating that the practical relevance of the judgment

with regard to Meroni is the guidance it provides for in casu assessments of the

boundaries and conditions of the delegation (and conferral) of powers.139 The

judgment does not only bring the jurisprudence to the post-Lisbon age, but also

makes the point that Meroni applies regardless of whether the act under scrutiny is a

sub-delegation by the Commission, or a direct empowerment embedded in the

legislative act itself.140 According to Scholten and Van Rijsbergen however, two

issues remain unresolved.141 Firstly, if empowering the ESAs entails a conferral of

discretionary powers, rather than delegation, there is no legal framework to govern

the scope, conditions and limits of it. Secondly, the CJEU in the Short Selling

Regulation case, as opposed to the Meroni case, entrusts EU agencies with limited

discretionary powers but does not provide answers to the question of what kind of

discretion can be conferred.

Reference to a series of key judgments on the constitutional limits to which EU

agencies are assumed to be subject to, makes clear that the delegation doctrine has

not remained stagnant but has evolved. What can be stated with certainty is that

notwithstanding the standards on delegation set out in the Meroni and the Romano

cases respectively, the ESAs are now subject to a different set of constitutional

constraints. But despite the Case C-270/12 United Kingdom v European Parliament

& Council having been helpful in shedding some light on the modernisation of the

doctrine and how it may apply to current day agencies, the case has also opened up a

series of issues in relation to the delegation of rule-making powers to the ESAs.

4.2 Political Concerns and Functional Objectives

Constitutional fundamentals are undoubtedly the starting point concerning the

limitations to which the regulatory powers of the ESAs’ are subject to. Political

considerations relating to the operation of certain EU bodies, as well as Member

States themselves, should not however be overlooked. As Chamon explains, the

Commission and the Parliament seem less concerned with the constitutional posi-

tioning of the agencies and more concerned with the political control over the

agencies, so that when the Commission refers to the Meroni ruling to interpret the

138 See Scholten and Van Rijsbergen (2014), p. 401.
139Marjosola (2014b), p. 514.
140Marjosola (2014b), p. 515.
141 See Scholten and Van Rijsbergen (2014), pp. 402–403.
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position of the agencies, it is more inspired by the Commission’s need to stay in

control of the agencies than anything else.142 Chiti similarly identifies that the

application of the Meroni doctrine, which limits delegation to outside bodies to

purely executive powers, represents the option politically preferable both for the

Commission and national governments, as it serves a convenient balance between

‘light and controlled enforcement’ and common administrative action.143

Even to date, the Commission appears reluctant to openly consider an expansion

of the ESAs’ regulatory powers. The Commission’s latest report highlights the fact
that the ESAs are set up as decentralised agencies and that despite having an

important role to play in contributing to the implementation of Union policies,

the ESAs’ role remains distinct from that of European institutions and that their role

within the regulatory process needs to be assessed within the limits posed by the

Treaty.144 The statement, which reads overly generic, is outdated however, as it

fails to address the complexity and evolution of the restrictions deriving from the

Meroni doctrine, the jurisprudence that has followed the Meroni case to date, the

evidence brought forward by the financial crisis and the amendments which the

Treaties have been subject to. It is obvious that despite reference having been made

to the Meroni ruling as regards the functioning of the agencies, the limitations

imposed are closely linked to the Commission’s policy of keeping a check on the

powers of agencies.145

However, it is not only the Commission, but also Member States that may object

to the elaborate powers of the ESAs. On the political dimension of the European

financial architecture, Spendzharova explains that it is important to explore the

reasons behind Member States’ reservations toward the new European financial

regulation framework in order to understand how national regulatory authorities

can be integrated closely in a centralized European financial regulatory frame-

work.146 Her research, which focuses on the EU’s Central and Eastern European

new Member States’ position towards the regulatory proposals for financial super-

vision, concludes that the larger the market share for foreign banks, the more

reservations the countries express about transferring regulatory powers to the EU

level.147 Most importantly, she finds that the more the governing political parties

are opposed to EU integration in general, the more reservations are found in a

142 Chamon (2010), p. 304.
143 Chiti (2009), pp. 1404–1405.
144 COM (2014) 509 final, p. 5, but also note that stakeholders and the ESAs themselves have put

forward the proposal to increase the involvement of the ESAs in the preparation of ‘level 1’
financial services legislation.
145 See Chamon (2010), p. 287 who emphasises the fact that in its policy documents the Commis-

sion shows an awareness of the fact that a balancing act between controlling the agencies and

reassuring Member States that the ESAs remain independent in their exercise of powers is

necessary. Stakeholders and the ESAs themselves put forward the proposal to increase the

involvement of the ESAs in the preparation of ‘level 1’ financial services legislation.
146 Spendzharova (2012), p. 315.
147 Spendzharova (2012), p. 328.
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country’s official position on the new EU financial architecture.148 Therefore,

political constraints may also form the barrier to the evolution of the regulatory

powers vested in the ESAs, even if an enlightened interpretation of the constitu-

tional limitations to which the powers of the ESAs are assumed to be subject to

takes place.

A pragmatic view suggested, which considers the options available by setting

the political considerations addressed above aside, would be to move away from a

rigid application of the doctrines of the past, to a functional application of the

subsidiarity test when it is considered necessary and on a case by case basis.149

Pelkmans and Simoncini put forward this proposal on the basis that necessary

centralisation is either not coming about or is immensely slow due to the existence

of vested interests that benefit from fragmentation and the rigidity of the Meroni

doctrine.150 The Meroni doctrine, as they argue, has been preventing discussions on

the functional need of EU agencies to regulate from going forward.151 They do not

argue against the application of the Meroni doctrine altogether, but rather in favour

of allowing for some flexibility in the application of the doctrine in those instances

where there is a compelling case for the establishment and proper functioning of the

single market.152 Case C-270/12, United Kingdom v Parliament and Council, as

they argue, is evidence that at present there is some flexibility in the application of

Meroni, which aims to find a balance between the constitutional principle of

legitimate delegation and the principle of establishing and ensuring the functioning

of the internal market.153

5 A Discussion of the Quasi-Rulemaking Process

To turn now to the question of whether the limitations imposed by the no-delegation

doctrine inhibit the authorities from effectively exercising their role and achieving

their objectives, it is worth taking a closer look at the process followed in adopting

the different types of rules. The present author takes the view that the way in which

technical aspects of the ESAs’ rule-making are followed in practice are an indica-

tion that the discussion on the procedure observed in relation to the exercise of the

148 Spendzharova (2012), p. 328.
149 CEPS Commentary. Pelkmans and Simoncini (2014), p. 4, who bring forward the example of

network industries, where the establishment and proper functioning of the single market can

simply not be accomplished without the centralisation of rule-making and enforcement, partly

through the EU agencies.
150 CEPS Commentary. Pelkmans and Simoncini (2014), p. 4.
151 CEPS Commentary. Pelkmans and Simoncini (2014), p. 4.
152 CEPS Commentary. Pelkmans and Simoncini (2014), p. 5.
153 CEPS Commentary. Pelkmans and Simoncini (2014), p. 5.
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ESAs’ rule-making powers is equally as important as the discussion on the per-

ceived constitutional limitations to which their powers are subject to.

5.1 Quasi-Rulemaking Process

Regarding the procedure followed for the adoption of the different types of rules, a

distinction can be made between an internal procedure and an external procedure.
Who by law is enabled to take the initiative to introduce draft technical standards,

how draft technical standards are devised and what procedure needs to be followed
in order to adopt, reject or amend the proposal, all determine the level of power that

the ESAs actually have. An outline of the ESAs’ governance structure will help

understand the internal procedure followed in the exercise of the ESAs’ quasi-
rulemaking powers. Each ESA comprises of a Board of Supervisors, a Management

Board, a Chairperson, an Executive Director and a Board of Appeal.154 The Board
of Supervisors comprises of members appointed by Member States and is the

governing body of the ESA. The Board of Supervisors, as each authority’s
decision-making and rule-making body, is responsible for adopting draft technical

standards, as well as guidelines and recommendations. The appointed members

represent Member States’ respective banking, securities markets and insurance/

pensions regulators accordingly. The Board of Supervisors is specifically composed

of the Chairperson, the head of the national public authority competent for the

supervision of the particular sector of each Member State (supervision of credit

institutions for EBA; supervision of financial market participants for ESMA;

supervision of insurances, occupational pensions for EIOPA), one representative

of the Commission, one representative of the ESRB and one representative of each

of the other two ESAs.155

It is important to note, that from the members comprising the Board of Super-

visors it is only the 28 members, representatives of the national competent author-

ities or bodies involved in the respective fields of supervision, that have voting

power. The decisions adopted by the Board of Supervisors are as a rule decided on

by simple majority through a system of one vote per member,156 but decisions on

particular matters are, as an exception, decided on by qualified majority.157 The

regulatory technical standards, the implementing technical standards and the guide-

lines and recommendations,158 as well as the decisions adopted under the third

subparagraph of article 9(5) of the Regulation, and budgetary matters159 are all

154 EBA, ESMA and EIOPA Regulations, Article 6.
155 EBA, ESMA and EIOPA Regulations, Article 40.
156 EBA, ESMA and EIOPA Regulations, Article 44.
157 EBA, ESMA and EIOPA Regulations, Article 44.
158 EBA, ESMA and EIOPA Regulations, Articles 10–16.
159 EBA, ESMA and EIOPA Regulations, Articles 62–66.
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adopted on a qualified majority basis.160 The Chairperson and the voting members

of the Board of Supervisors, when carrying out the tasks conferred on it by this

regulation, are required to act independently and objectively in the sole interest of

the Union as a whole and neither seek nor take instructions from Union institutions

or bodies, or Member States.161

The participation of the heads of the national competent authorities of the

28 Member States in the governance structure of the Board of Supervisors of the
ESAs means that the authorities retain a close link to and dependence on the

national supervisory authorities. In relation to the governance structure of the

ESAs it is noted that while the shift away from a decision-making process based

on consensus to actual voting is a step forward, the fact that the representatives of

the national competent authorities maintain a predominant role in the decision

making process gives rise to concerns that national views rather than EU-wide

interests dominate the proceedings.162 The Commission Report of 2014 makes this

point by noting that consideration should be given to options that will strengthen the

effectiveness and efficiency of the ESAs, while maintaining a high level of

accountability.163 In this respect the Commission states that it intends to explore

options on how to improve the governance of the ESAs to ensure that decisions are

taken in the interests of the EU as a whole.164

5.2 The Balance of Powers in the Rule-Making process

As described in Section 4 above, the procedure for the adoption of regulatory

technical standards and the implementing technical standards,165 as well as the

procedure for the adoption of soft law measures in the form of guidelines and

recommendations, all involve an initial process of consultation, relevant stake-

holder group participation and a cost/benefit analysis.166 For the adoption of

binding technical standards the ESA engages in a public consultation procedure

and prepares a draft of the technical standards, which it submits to the Commission.

The Commission may then adopt or reject the standards in whole or in part, but may

not amend the standards without the ESAs’ agreement.

Reflecting on the process, Busuioc draws attention to the fact that firstly, the

initiative for the draft regulatory standards belongs to the ESA and secondly, that in

the case in which the Commission does not endorse the proposal or proposes

160 EBA, ESMA and EIOPA Regulations, Article 44 subparagraph 2.
161 EBA, ESMA and EIOPA Regulations, Article 42.
162 COM (2014) 509 final, p. 9.
163 COM (2014) 509 final, p. 10.
164 COM (2014) 509 final, p. 9.
165 EBA, ESMA and EIOPA Regulations, Article 10(1) and 15(1) respectively.
166 Chiti (2013), p. 103.
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amendments to the proposal, it is required to justify its position to the authority.167

The Commission can only introduce amendments to the proposals made by the

authority if the proposals are incompatible with Union law, if the proposals do not

respect the principle of proportionality or if the proposals run counter to the

fundamental principles of the internal market for financial services.168 Therefore,

the competence of the ESAs, as Chamon explains, does not only impinge on the

prerogatives of the Commission, but implicitly provides the ESAs with quasi-

legislative powers subject to the limited scrutiny of the Commission.169

The ESAs’ power to issue guidelines and recommendations pursuant to Article

16 of the ESAs’ founding regulations should similarly not be underestimated.

Although guidelines and recommendations are non-binding in nature, they never-

theless impose an obligation on the competent authorities and financial institutions

to ‘comply or explain’.170 Enforcement tools, such as the threat of public disclosure

in cases of non-compliance, are also made available to the competent authorities,

which as Busuioc explains, are likely to have a real impact on the behaviour of the

competent authorities and the financial institutions.171 However, in the Commis-

sion’s report, the point was made that although guidelines and recommendations

have proven to be a flexible instrument for convergence, stakeholders pointed to

some uncertainties relating to the concrete scope and nature of these measures.172

The Commission focused on the fact that the ESAs’ powers must be solidly

grounded on the legal basis covering their acts and that the objectives set out in

Article 16(1) of the founding regulations, namely to establish ‘consistent, efficient
and effective supervisory practices’ and to ensure the ‘common, uniform and

consistent application of Union law’ have to be read cumulatively.173 Stakeholders

argued that the possibility of challenging guidelines and recommendations under

EU law needed further clarity, contrary to the Commission’s view that Article 60 of

the founding regulations was limited to decisions and thus does not provide a legal

167 EBA, ESMA and EIOPA Regulations, Article 14.
168 Busuioc (2013), p. 116, whereby reference to support this argument is made to Recital

23, Preamble of Regulation (EU) No 1093/2010, OJ 331/12, 15.12.2010 and Regulation No

1095/2010, OJ L 331/84, 15.12.2010. Recital 22, Preamble Regulation (EU) No 1094/2010, OJ

L 331/48, 15.12.2010.
169 Chamon (2011), p. 1069.
170 EBA, ESMA and EIOPA Regulations, Article 16(3); Also see Busuioc (2013) pp. 118–119

who points out that although these soft law tools are not legally binding, they cannot be ignored by

national competent authorities or financial institutions, considering that the financial institutions

are required to report ‘in a clear and detailed way’ whether they are indeed complying with the

guideline or recommendation, whereas the national authorities are required to inform the ESA

whether they comply or intend to comply with the guidelines or recommendations and in a case of

non-compliance state the reasons; Also see COM (2014) 509 final, p. 5 which emphasises the

importance of the obligation of ‘comply or explain’.
171 See Busuioc (2013), pp. 118–119.
172 COM (2014) 509 final, p. 5.
173 COM (2014) 509 final, p. 5.
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basis for challenging guidelines and recommendations.174 It may well be argued

that issues of accountability make it important for these acts to be subject to review

under Article 263(1) TFEU, considering that recommendations and guidelines are

intended to produce legal effects vis-�a-vis third parties.175 This consideration may

in turn demand that a more prescriptive set of provisions be introduced on the role

of the ESAs when exercising their rule-making powers in both the context of

binding technical standards and soft law measures.

When exercising their powers to issue technical standards a tension exists

between the Commission and the ESA. As Busuioc observes, if the balance of

powers between the two bodies is not well maintained, two extreme scenarios may

take place. On the one hand, problems may arise in a situation whereby the

Commission is discouraged to depart from the draft submitted by the Authority.176

The Commission may not call the draft submitted by the ESA into question in light

of the technical nature of ESAs’ acts and in light of the ESAs’ specialised exper-

tise.177 Thus, the informational asymmetries which run in the ESA’s favour might

enable the authorities to become de facto rule makers.178 On the other hand, the

Commission may become overbearing, keen to maintain its institutional preroga-

tives in exercising its power to amend, reject or endorse a standard.179 A stance as

such, may compromise the valuable input stemming from the ESAs’ specialised
expertise, and the ESAs’ inside knowledge of and closeness to the market.180

The Commission recognises the importance of better regulating the process of

the ESAs’ quasi rule-making. In its 2014 Report the Commission proposes to

enhance the transparency of the regulatory process, including setting an adequate

time frame for responding to public consultations and providing more detailed

feedback on the input received on this occasion.181 It is also suggested that the

ESAs should ensure that a high quality cost-benefit analysis is conducted, that draft

legal texts for draft technical standards are introduced and that draft technical

standards are systematically subject to public consultations.182 The Commission

stipulates that it will pay particular attention to the appropriateness of timelines and

the scope of empowerments for technical standards in its draft legislative proposals

and during discussions taking place within the legislative process.183

An overview of the process and the relationships between the parties involved in

the exercise of the ESAs’ quasi-rulemaking shows the influential role that the ESAs

174 COM (2014) 509 final, p. 5.
175 COM (2014) 509 final, pp. 5–6.
176 Busuioc (2013), p. 122.
177 Busuioc (2013), p. 123.
178 Busuioc (2013), pp. 123–124.
179 Busuioc (2013), p. 122.
180 Busuioc (2013), pp. 122–123.
181 COM (2014) 509 final, p. 6.
182 COM (2014) 509 final, p. 6.
183 COM (2014) 509 final, p. 6.
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play in shaping regulatory standards and practices. In assessing the process Busuioc

considers that despite the limitations imposed, the ESAs’ powers remain consider-

able, far-reaching and exceptional in the EU agencification context.184 However,

issues of accountability and a clear picture concerning the constitutional limita-

tions surrounding the ESAs’ quasi rule-making powers remain an issue. What is

more so problematic is that the distinction between technical standards and policy

decisions is not that clear-cut.185 It rests upon the Commission therefore, when

observing its role in endorsing the draft technical standards submitted, to reject

proposals which potentially evidence signs of the ESA having abused its powers by

entering into the fields of policy reaction rather than explanatory technical stan-

dards that facilitate uniform interpretation and application of EU law.

5.3 Union Interests

The ESAs’ objective to act ‘in the interests of the Union alone’ affirms the need to

further define their role. A suggestion to consider would be to make the requirement

that technical standards be accompanied by an explanatory note dedicated to the

ways in which the particular standards further Union objectives within the scope of

the financial market integration project. The ESAs’ independence may be further

compromised by their internal composition, with representatives of the national

authorities comprising the supervisory boards of the ESAs. In this respect an

alternative governance model which facilitates Union inspired representatives

governing the ESAs could be the way forward. A rotation of Member State

participation for example could potentially guarantee that a culture of more

Union inspired regulation is facilitated.

It may well be argued that national authorities present on the Supervisory Board

do not give the ESAs the prestige and Union character that the authorities should

have. A discussion on the independence of the ESAs from national interests gives

rise to the question of what constitutes ‘the sole interest of the Union as a whole’ as
stated in the articles of the founding regulations of the ESAs. Is ‘the sole interest of
the Union as a whole’ purposefully referred to in the regulations as an undefined

concept or should an interpretation with specific reference to the function of the

ESAs be sought after? An option that may well be considered in order to improve

the governance of the ESAs is to establish a membership of the board of supervisors

on a system of rotation or to comprise the body with independent members which

are not affiliated to the Member States. A different synthesis of the supervisory

body, could potentially guarantee that decisions are taken in the interests of the EU

as a whole, rather than serve respective national interests.

184 Busuioc (2013), pp. 115–117.
185 Kost de Sevres and Sasso (2012), p. 29 and Busuioc (2013), pp. 113–114.
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6 Conclusion

The present analysis has taken a narrow focus on the powers of the ESAs by

examining their regulatory powers within the context of what can be understood

as the constitutionally permissible, politically achievable and functionally desirable

controls to which their powers are or should be subject to. More specifically, the

ESAs’ legal basis, the ESAs’ governance structures and the process via which the

ESAs exercise their regulatory powers have been addressed.

Hofmann emphasises the institutional deficit which exists explaining that, not-

withstanding the fact that the Lisbon Treaty introduces the new types of acts

encompassed in Articles 290 and 291 TFEU, it nevertheless fails to acknowledge

the existence of agencies in primary Treaty law, allowing for a continuously

growing gap between the creation of the agencies and the conferral of powers to

them.186 From a brief overview of a series of cases it becomes apparent that cases

have little to offer in terms of guidance on the regulatory role of the ESAs. Having

highlighted the fundamental differences between the agencies in the Meroni case

and the current day EU agencies, Chamon’s contribution to the debate is helpful, as
it places less weight on the Meroni ruling as a means via which to draw conclusions

on the limitations to which the regulatory powers of the ESAs are subject to, when

compared to other relevant cases.187 Hofmann makes a similar point on the fact that

the CJEU has itself incrementally moved away from the Meroni doctrine in its more

recent case law, which may allow for the division between the constitutional

provisions and the requirements of the architecture of the emerging European

networked administration to increase in the future.188 The Romano case appears

more relevant to the agencies, but it is nevertheless more restrictive than the Meroni

ruling concerning the possibility to attribute implementing powers to auxiliary

bodies.189 The Treaty only enables the Commission or the Council to implement

policy at EU level, which makes the role of the ESAs in the implementation of

delegated and implementing acts even more questionable.190 Despite the Treaty of

Lisbon having updated the Treaty’s system of judicial protection, it remains silent

as to the role the EU agencies should play in the implementation of EU policy, so

that the institutional deficit remains.191

The ESAs, as Chiti contends, can however be used as specialised regulators in

the field which is an option that is not only functionally justified but also legally

possible.192 The legal boundaries within which the ESAs exercise their quasi-rule-

making powers can be addressed through the prism of an enlightened interpretation

186 Hofmann (2009), pp. 46–48.
187 Chamon (2011), p. 1074.
188 Hofmann (2009), pp. 46–48.
189 Chamon (2011), p. 1074.
190 Chamon (2011), p. 1075.
191 Chamon (2011), p. 1075.
192 Chiti (2015), p. 5.
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of the constitutional limitations to which their powers are assumed to be subject

to.193 Another standpoint however argues that the exercise of such powers neces-

sarily demands a Treaty change. Scholten and Van Rijsbergen argue that from a

legitimacy point of view, it is necessary for a Treaty based legal framework

governing the conferral of discretionary powers to agencies to be introduced.194

More specifically, they explain that entrusting the ESAs with discretionary powers,

even if limited, makes the ESAs’ decisions of legislative nature, which creates a

problem of legitimacy within the constitutional set up in the EU.195 They thus

propose a Treaty amendment which will define the ways, means and limits of

conferral, as well as secondary legislation, which will outline the principles and

mechanisms governing the operation and accountability of agencies.196

Beyond the constitutional and functional considerations surrounding the role of

the ESAs, the present chapter has also referred to the political constraints to which

the regulatory powers of the ESAs’ are subject to. It can well be argued that the

ESAs’ role is not so much controversial due to the obscurity surrounding its

constitutional limitations, but rather because of the political considerations which

exist between EU institutions themselves and between the EU institutions and

Member States respectively. In its legal update, the law firm Mayer Brown high-

lights the concerns raised about the CJEU decision on the ESMAs’ powers,

especially by Member States which are already apprehensive towards the transfer

of existing national powers and wide new powers on EU bodies.197

Chamon has argued that the distinction between executive and discretionary

powers is simplistic and that reliance should not be placed on this distinction, but

rather efforts should be made to outline the limits to the possible conferral of

powers to agencies in the following ways.198 One issue which needs to be addressed

relates to the nature of the agencies and their place in the institutional architecture

of the Union.199 Another issue concerns transparency with a clarified delimitation

of powers that would help construct the accountability mechanisms both for the

Commission and the agencies.200 The ambiguity surrounding the balance observed

between the authorities, the Commission and the Member States during the exercise

of the ESAs rule-making powers may be partly attributed to the fact that the

193 See for example Chiti (2015), p. 5, who suggests that Article 290 and 291 TFEU should not be

read as necessarily requiring centralised action, Meroni should be read in a way so as not to

exclude that EU agencies can exercise a subject to conditions degree of discretion and that

emphasis should be placed on the ESAs’ regulatory role as inherent to the fundamental dynamics

of the making of the single market in financial services.
194 See Scholten and Van Rijsbergen (2014), p. 404.
195 See Scholten and Van Rijsbergen (2014), p. 404.
196 See Scholten and Van Rijsbergen (2014), p. 404.
197Mayer Brown Legal Update (2014), p. 4.
198 See Chamon (2010), p. 304.
199 See Chamon (2010), p. 304.
200 See Chamon (2010), p. 304.
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regulations establishing the ESAs only provide for a basic outline of the process

that needs to be followed.201 It is worth considering therefore, whether in striking a

balance between the various parties involved in the process, a reform of the

procedural rules should also take place, making them more prescriptive and

formalised to alleviate the tension between the Commission and the ESAs.202

This would also better address the concerns surrounding the ESAs’ accountability
in the process of exercising its quasi-rule-making powers.

Setting the constitutional and political controls aside, but with adherence to

these controls, the present analysis supports the proposal that priority should be

given to what is practically desirable so as to meet the objectives of financial

integration, alongside the objective for which the ESAs were primarily set up for,

namely financial stability. It is noticeable that although in theory the ESAs are

largely dependent on the Commission for endorsement in the exercise of their

quasi-rule-making powers, the ESAs nevertheless retain an influential role in

shaping regulatory standards and practices. More consideration should be given

to improving the regulatory process followed, by clarifying the responsibilities that

the Commission assumes in reviewing draft technical standards. A simple reliance

on the obscure limitations that derive from the Meroni or any other ruling, creates

confusion and obstructs the ESAs from achieving their objectives with assurance

that their role in the regulatory process is well defined and accepted. Clarification

on their role and objectives would potentially guarantee that a better balance is

struck between the ESA and the Commission in the exercise of the ESAs’
regulatory powers and help ensure that an effective accountability mechanism is

in place were conflicts to arise.
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The Effects of the ESMA’s Powers
on Domestic Contract Law

Federico Della Negra

Abstract The establishment of the European Securities and Markets Authority

(ESMA) is one of the most important innovations introduced by the European

Union (EU) after the global financial crisis. Whereas a considerable amount of

literature has investigated the impact of the ESMA’s powers on regulatory conver-

gence, supervision, and public enforcement, little attention has been paid to the

effects that the ESMA’s powers could exert on national contract law and the private

enforcement of EU financial regulation. The main hypothesis of this study is that,

although ESMA does not have the power of creating, suspending, or terminating

contractual obligations, some of its acts (e.g. product’s restrictions, guidelines,

recommendations) may become an important tool for the parties to design their

contractual obligations and for national courts and alternative dispute resolution

mechanism to enforce national contract law. Starting from the analysis of the

ESMA’s objectives, tasks and powers this chapter explores the intersections

between the ESMA’s (quasi) regulatory and supervisory powers and national

contract law and it argues that the ESMA’s powers will enhance the uniform

interpretation and enforcement of contract law across national jurisdictions.

Keywords European System of Financial Supervision (ESFS) • European

Securities and Market Authority (ESMA) • Horizontal effects of EU law • Market

in Financial Instruments Directive (MiFID) • National contract law • Financial

supervision • Judicial enforcement • Extra-judicial enforcement

1 Introduction

The European System of Financial Supervision (ESFS) is one of the most important

changes introduced by the EU post crisis legislation. The ESFS is an integrated

network composed of the National competent authorities (NCAs), the three new

fully-fledged European Supervisory Authorities (ESAs)—the European Securities
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and Markets Authorities (ESMA), the European Banking Authority (EBA), the

European Insurance and Occupational Pensions Authority (EIOPA)1—and the

European Systemic Risk Board (ESRB).2 Following the recommendations of the

High Level Group on Financial Supervision chaired by J. de Larosière,3 the

financial oversight has been based on a “two-tier” model in which the ESAs are

responsible for the micro-prudential supervision and the ESRB is in charge of

macro-prudential supervision.4 With the completion of the Banking Union, the

ESAs and the ESRB shall cooperate with the Single Supervisory Mechanism

(SSM)5 and the Single Resolution Mechanism (SRM)6 in order to ensure a stable

financial system.

Under the network-based structure of the ESFS, financial supervision remains

decentralised because the NCAs continue to carry-out day-to-day supervision over

financial market participants and the new EU authorities can address decisions to

them only in enumerated circumstances. But the conferral of (quasi-) regulatory

powers and direct supervisory powers on the ESAs and, in particular, to the ESMA

has been the object of primary concern in literature due to the interferences between

these new powers and the principles of legality and conferral,7 the inter-institutional

tensions between the ESAs, NCAs, SSM and SRM,8 and the accountability “gaps”

within the ESFS structure.9 So far, however, there has been little discussion on how

these centralized powers may affect the private law duties and remedies of the

financial market participants and the interpretation and enforcement of the

1 Regulation (EU) No 1095/2010 of the European Parliament and of the Council of 24 November

2010 establishing a European Supervisory Authority (European Securities andMarkets Authority),

amending Decision No 716/2009/EC and repealing Commission Decision 2009/77/EC (ESMA

Regulation) O.J. L 331/84 (2010); Regulation (EU) No 1093/2010 of 24 November 2010

establishing a European Supervisory Authority (European Banking Authority), amending Deci-

sion No 716/2009/EC and repealing Commission Decision 2009/78/EC (EBA Regulation) O.J. L

331/12 (2010); Regulation (EU) No 1094/2010 of the European Parliament and of the Council of

24 November 2010 establishing a European Supervisory Authority (European Insurance and

Occupational Pensions Authority), amending Decision No 716/2009/EC and repealing Commis-

sion Decision 2009/79/EC (EIOPA Regulation) O.J. L 331/48 (2010).
2 Regulation (EU) No 1092/2010 of the European Parliament and of the Council of 24 November

2010 on European Union macro-prudential oversight of the financial system and establishing a

European Systemic Risk Board O.J. L 331/1 (2010).
3 See de Larosière (2009), p. 57.
4 See, in particular, Haar (2015), pp. 158–187.
5 Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the

European Central Bank concerning policies relating to the prudential supervision of credit

institutions O.J. L 287/63 (2013)(SSM Regulation).
6 Regulation (EU) No 806/2014 of the European Parliament and of the Council of 15 July 2014

establishing uniform rules and a uniform procedure for the resolution of credit institutions and

certain investment firms in the framework of a Single Resolution Mechanism and a Single

Resolution Fund and amending Regulation (EU) No 1093/2010 O.J. L 225 (2014).
7 See, in particular, Tridimas (2012), pp. 56–83; Moloney (2011), pp. 41–86.
8 See Chiu (2015), pp. 67–103; Lavrijssen and Ottow (2012), pp. 419–445.
9 See Micklitz (2015), p. 523.
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contractual obligations between financial firms and investors.10 The trend towards

the centralization of financial supervision calls for a better understanding of the

conceptual relationship between EU financial regulation, supervision and national

contract law. Will the new (quasi-) rule making and decision making powers of

ESMA only drive the public supervision and enforcement of EU financial regula-

tion or will they also affect the design of contractual obligations and their

enforcement?

This analysis starts from the following three hypothesis. First, financial trans-

actions are subject to a multi-level regulatory regime which is composed of the

rules that the parties design themselves (self-regulation), the EU legal acts (direc-

tives, regulations, ESMA’s decisions, guidelines, recommendations), the national

rules transposing the EU legal acts and the national rules which do not transpose EU

legal acts and govern private law relationships (contract law, tort law, property

law).11 Second, the regulatory duties imposed on financial market participants by

EU law can be translated into private law duties either by EU law12 or national

law13 and can be enforced either through the actions brought by the public super-

visory authorities (public enforcement) or through the actions brought by private

individuals before national courts and ADR mechanisms (private enforcement).

Third, whereas the public enforcement and supervision of EU financial regulation

has been increasingly harmonised and centralised, its private enforcement remains

based on national law and national institutions (courts and alternative dispute

resolution mechanisms).

This analyses shows that although the ESMA does not have the power of

creating, suspending or terminating contractual obligations nor the power of com-

pensating investors, the concrete exercise of its (quasi-) rule making powers and

decision making powers affects the creation, performance and enforcement of

contractual obligations.

The chapter is organised as follows. Section 2 identifies the ESMA’s (quasi-)
regulatory and supervisory powers which can limit the freedom of contract of

financial market participants. Section 3 discusses the vexed issue of the horizontal

effects of the conduct of business rules laid down in the Directive 2004/39/EC

(MiFID I)14 in order to understand whether and to what extent the ESMA’s acts

10 See for some recent analysis, Cherednychenko (2015a), pp. 500–520; Grundmann (2015),

pp. 1–16; Hadjiemmanuil (2015), pp. 1–15, M€oslein (2015), pp. 547–574. For a more general

perspective on the relationship between the powers of national administrative authorities and

private autonomy see Gitti (2006), p. 91 ss.
11 See also Hudson (2013), p. 13; Cherednychenko (2015a), p. 510; Dolmetta (2013), p. 7.
12 See, in particular, Art. 35a of Regulation (EU) No 462/2013 of the European Parliament and of

the Council of 21 May 2013 amending Regulation (EC) No 1060/2009 on credit rating agencies

O.J. L 146/1 (2013).
13 See, in particular, Section 138D of Financial Services and Market Act 2000 (FSMA), as

amended by the Financial Services Act 2012. For the distinction between the private law duties

and rights of action based on EU law and national law see Hadjiemmanuil (2015), p. 388.
14 Directive 2004/39/EC of the European Parliament and of the Council of 21 April 2004 on

markets in financial instruments (MiFID I) O.J. L 145 (2004).
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adopted on the basis of this landmark directive can impact on the private law duties

and remedies of financial market participants. This section examines also the recent

judgment of the Court of Justice of the European Union (CJEU) in Genil
v. Bankinter which has tackled, for the first time, the issue of whether the firm’s
failure to comply with the MiFID I conduct of business rules gives rise to a

contractual remedy.15 Section 4 analyses the horizontal effects of the conduct of

business rules laid down by the Directive 2014/65/EU (MiFID II).16 Section 5

shows how the ESMA’s powers influence the creation, interpretation and enforce-

ment of contractual obligations. Section 6 discusses the effects and the drivers of

this increasing involvement of the ESMA into the regulation of the financial

contracts and last section outlines the main findings of the study.

2 The Potential Effects of the ESMA’s Powers on Financial

Market Participants

The ESMA is an independent Union body with legal personality established on the

basis of Art. 114 TFEU with the main objective of protecting the public interest by

contributing to the short, medium and long-term stability and effectiveness of the

financial system, for the Union economy, its citizens and businesses (Art. 1 (5)).17

The ESMA’s tasks include the establishment of high-quality common regulatory

and supervisory standards and practices, the consistent application of legally

binding Union acts and the protection of investors (Arts. 8 (1)). The ESMA is not

responsible, however, for the direct supervision of financial market participants.

The new ESFS relies upon an ‘intervention-based’model of financial supervision in

which the NCAs are responsible for the day-to-day supervision and the ESAs have

direct supervisory powers only in specific cases.18 In particular, the ESMA has

direct and exclusive supervisory powers over Credit Rating Agencies19 and trade

repositories20; it can take decisions directed to market participants in order to

enforce EU law (Art. 17), to settle disagreements between competent authorities

15 CJEU, case C-604/11, Genil v. Bankinter, ECLI:EU:C:2013:344, commented by Grundmann

(2013), pp. 267–280.
16 Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on

markets in financial instruments and amending Directive 2002/92/EC and Directive 2011/61/EU

(MiFID II) O.J. L 173/349 (2014). Art. 94 of MiFID II repealed the MiFID I with effect from

3 January 2017.
17 The articles and recitals cited in the text will refer, unless otherwise established, to the ESMA

Regulation.
18 See, in particular, Schammo (2012), p. 773.
19 Arts. 14–17 and Arts. 21–25 of Regulation (EU) No 513/2011 of 11 May 2011 amending

Regulation (EC) No 1060/2009 on credit rating agencies O.J. L 145/30 (2011).
20 Arts. 55–59 and Arts. 60–74 of Regulation (EU) No 648/2012 of 4 July 2012 on OTC

derivatives, central counterparties and trade repositories (EMIR) O.J. L 201/1 (2012).
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in cross-border situations (Art. 19) and in emergency situations (Art. 18); it can

restrict short-sellings and the distribution of certain financial instruments (product

intervention).21

These direct decision-making powers, together with the (quasi) rule-making

power of elaborating draft technical standards (Arts. 10 and 15), determine a real

transfer of powers from the national to the EU authorities. It is true that the EU had

already conferred decision making and even rule making powers on some of the EU

agencies22 but, unlike the other “decision-making” agencies, ESMA can take

decisions “directed at individual legal entities in substitution for either a decision,

or the inaction, of a competent national authority which may well disagree with a

decision taken by ESMA”.23 In the landmark “Short-Selling case” the CJEU, by

dismissing the action for the annullment of Art. 28 of Short-Selling Regulation

brought by the United Kingdom against the European Parliament and the Council,

endorsed this new “intervention-based” supervisory model.24 Without examining

the details of this case,25 it is important to recall that the CJEU started from the

principle, laid down in the Meroni’s judgment,26 that that delegation should be

limited to “clearly defined executive powers” and that “discretionary power, imply-

ing a wide margin of discretion which may [. . .] make possible the execution of

actual economic policy” cannot be delegated.27 On the basis of this judgment, the

CJEU established that the intervention powers laid down in Art. 28 of Short-Selling

Regulation are compatible with EU law because “they are precisely delineated and

amenable to judicial review”.28 Moreover, the CJEU held that ESMA can adopt not

only (non-legislative) acts of general application (e.g. drafts technical standards)

but also individual measures directed to financial market participants

(e.g. restrictions of short-sellings).29 Unlike the Advocate General Jääskinen, the

Court held that “the system of intervention” designed by Art. 28 falls within the

scope of Art. 114 TFEU because these special intervention powers have the

objective of improving the conditions for the establishment and functioning of

the internal market.30

21 Art. 28 of Regulation No 236/2012 of the European Parliament and of the Council of 14 March

2012 on short selling and certain aspects of credit default swaps (Short-Selling Regulation) O.J. L

86/1 (2012) and Art. 40 of Regulation No 600/2014 of the European Parliament and of the Council

of 15 May 2014 on markets in financial instruments and amending Regulation (EU) No 648/2012

(MiFIR) O.J. L 173/84 (2014).
22 See, in particular, Chamon (2010), pp. 281–305 and Chiti (2011), pp. 93–110.
23 Advocate General Jääskinen, opinion in case C-270/12, UK v. Parliament and Council, EU:
C:2013:562, para 24.
24 CJEU, case C-270/12, UK v. Parliament and Council, EU:C:2014:18 (Short-Selling case).
25 See the analysis of Marjosola (2014), p. 500.
26 CJEU, case C-9/56, Meroni v High Authority, ECLI:EU:C:1958:7, p. 143.
27 CJEU, case C-270/12, UK v. Parliament and Council, para 41.
28 CJEU, case C-270/12, UK v. Parliament and Council, para 53.
29 CJEU, case C-270/12, UK v. Parliament and Council, para 65 and 98.
30 CJEU, case C-270/12, UK v. Parliament and Council, para 116.
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Defining the boundaries of the ESMA’s competences and powers is crucial in

order to ensure that the “balance of powers” between the EU institutions and the

division of competences between the EU and Member States are fully respected.

But it is equally important in order to understand how the ESMA’s (quasi-)

regulatory and direct supervisory powers should be modulated in order to strike a

correct balance between maintaining a high level of investor protection and foster-

ing competition and innovation of the financial markets. The recent Green Paper on

Capital Market Union (CMU) has underlined the importance of undertaking a

“more efficient approach towards supervisory and market reporting involving

national authorities or ESMA” in order to reduce the costs of accessing those

markets for individuals and corporations.31 To date, ESMA has focused its activity

much more on “regulation” than supervision: albeit the ESMA has issued several

warnings directed to retail investors32 and it has conducted several peer reviews,33

it has not yet adopted decisions directed to NCAs or market participants. The fact

that the ESMA has not used its direct supervisory powers yet, does not indicate that

its supervisory action is not effective or efficient but it shows that the ESMA has

taken into a particular account the risk that its measures (e.g. product’s bans or

restrictions) could adversely affect the conduct of market’s participants

(e.g. increase of the financial services’ prices and restrictions of investors’ choices).
In fact, in exercising its intervention powers, the ESMA should take into account

the general principles of EU law, such as, the principle of proportionality,34 the

principle of freedom to conduct a business,35 the principle of legitimate expecta-

tions36 and the principle of legal certainty.37

In order to understand more concretely how the ESMA’s acts and powers could

affect the freedom of contract of market’ participants and interfere with these

general principles of EU law, it could be useful to consider the following hypo-

thetical scenario. An authorised financial firm, operating in several Member States,

systematically fails to comply with the appropriateness and suitability rules laid

31 European Commission, Green Paper on Building a Capital Markets Union COM(2015) 63 final,

p. 20. See also the Capital Markets Union: First Status Report, SWD(2016) 147 final, p. 4.
32 See European Commission (2014), Report from the Commission to the European Parliament

and the Council on the operation of the European Supervisory Authorities (ESAs) and the

European System of Financial Supervision (ESFS) COM(2014) 509 final, p. 6.
33 See, in particular, ESMA, MiFID—Conduct of Business, fair, clear and not misleading infor-

mation. Peer Review Report, 11 December 2014 ESMA/2014/1485; ESMA, Best Execution under

MiFID, Peer Review Report, 25 February 2015, ESMA/2015/494. See also the monitoring activity

carried out by ESMA on virtual currencies: ESMA, Call for evidence. Investment using virtual

currency or distributed ledger technology. 22 April 2015. ESMA 2015/532.
34 See Tridimas (2006), p. 139.
35 CJEU, case C-283/11, Sky €Osterreich GmbH, EU:C:2012:341, para 42–43. See also Comparato

and Micklitz (2013), pp. 121–149.
36 CJEU, case C-256/07,Mitsui & Co. Deutschland GmbH, EU:C:2009:167, para 60; case C-376/
02, Goed Wonen, ECLI:EU:C:2005:251, para 32. See also Chalmers et al. (2010), p. 411.
37 CJEU, case C-345/06, Heinrich, ECLI:EU:C:2009:140, para 44.
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down by the MiFID II, as transposed by the national legislation, when distributing

complex financial instruments to retail clients but NCAs have not taken action yet.

In the meantime, many investors have already submitted their claims for compen-

sation to national courts and ADRs mechanisms. What are the legal acts that ESMA

can adopt in order to ensure the full effectiveness of the MiFID II and maintain a

high level of investor protection?

2.1 Draft Technical Standards

The ESMA can adopt draft (regulatory and implementing) technical standards

(DTS) which can be endorsed by the Commission by means of delegated or

implementing act pursuant to Arts. 290 and 291 TFEU.38 The legal nature of the

DTS is controversial and it paradigmatically reflects the difficulty of defining the

concept of “legislation” in EU law.39 DTS can be qualified as (quasi) legislation

because the Commission’s endorsement of the DTS is the necessary condition to

ensure that the powers of the delegated authority (ESMA) are entirely subject to the

supervision of the delegating authority (Commission).40 Moreover, the DTS “shall

be technical and shall not imply strategic decisions or policy choices” (Arts.

10 (1) and 15 (1)). In fact, the very rationale of the conferral of “quasi-legislative”

powers on the ESAs is the need of integrating the EU law-making process with the

contribution of “a body with highly specialised expertise” (Recital No 22) and

which is capable of “working closely together [with the other agencies] in the

pursuit of the objective of financial stability within the Union”.41 The technical

vocation of the DTS increases the “regulatory (albeit not legislative) monopoly” of

ESMA and other ESAs in the consolidation of the single rule book.42 Significantly,

until now the Commission has relied upon the ESMA’s draft legislation by endors-

ing the overwhelming majority of DTS elaborated by ESMA.43

The “quasi-legislative” nature of the DTS raises the question of whether market

participants (e.g. investors) can invoke a DTS—which have not been endorsed by

the Commission—against another market participant (e.g. financial firm). The

Advocate General Jääskinen, in his opinion in UK v. Parliament and Council,
denied it by arguing that draft measures [elaborated by EBA] have no legal effect

38 The Board of Supervisors shall adopt the DTS on the basis of a qualified majority of its members

(Art. 44 (1) ESMA Regulation). See Busuioc (2013), p. 113; Moloney (2011), p. 74.
39 See, in particular, T€urk (2006), p. 14.
40 See CJEU, case C-9/56, Meroni v High Authority, p. 143. See also Busuioc (2013), p. 114.
41 CJEU, case C-270/12, UK v. Parliament and Council, para 85.
42 See Moloney (2011), p. 59.
43 For a case in which the Commission rejected the DTS, see Commission decision of 28.1.2014

rejecting the draft implementing technical standards to amend Implementing Regulation (EU) No

1247/2012 on the format and frequency of trade reports to trade repositories under Regulation

(EU) No 648/2012, C (2014) 335 final.
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going beyond the internal decision-making process of the Commission [and are] in

themselves “incapable of harmonizing any national provisions or affecting the

rights and obligations of individuals.”44 Yet, whilst the DTS cannot produce the

effects that would derive from their adoption into legally binding legislation

(because they are just “drafts”), they could de facto play an important “conduct

shaping” role which is akin to that of other non-legally binding instruments

(e.g. Q&A) already used by ESMA in order to build consistent supervisory prac-

tices (Art. 29 (2)).45

2.2 The Horizontal Intervention Powers

In the cases defined by Arts. 17–19 the ESMA can exceptionally address individual

decisions to market participants, bypassing the NCAs. These horizontal direct

supervisory powers, which are the clearest manifestation of the EU “intervention-

based” supervisory model,46 are characterised by three main features. Firstly, they

are a subsidiary tool as they can be used by ESMA only if the NCAs did not respect

(i) the formal opinion issued by the Commission, adopted after the ESMA’s
recommendation under Art. 17 (6); (ii) the decision issued by ESMA under Art.

18 (3); (iii) the decision adopted under Art. 19 (3). Secondly, the decision taken by

ESMA shall prevail over any previous decision adopted by the competent author-

ities on the same matter (Arts. 17 (7); 18 (5); 19 (5)). Thirdly, the individual

decision can be adopted if “the relevant requirements laid down in the legislative

acts referred to in Art. 1 (2) “are directly applicable to financial market participants”

(Arts. 17 (6); 18 (4); 19 (4)). Stricto iure, this provision seems to restrict the scope

of application of the horizontal intervention powers to the cases in which market

participants breach EU regulations and decisions under Art. 288 TFEU, which

contain requirements that are directly applicable to financial market participants,

excluding the EU directives, which are not directly applicable to individuals.47

However, such interpretation would deprive the ESMA of its incisive intervention

powers in all the sectors of EU financial markets which have been harmonised by

directives. For this reason, this provision could also be interpreted as referring to the

direct effect, rather than the direct applicability of EU legislative provisions. Whilst

a directive cannot of itself impose obligations on individuals in the absence of

proper implementation in national law and cannot therefore be relied on as such

44Advocate General Jääskinen opinion, in case C-507/13, United Kingdom of Great Britain and
Northern Ireland v European Parliament and Council of the European Union, ECLI:EU:

C:2014:2394, para 64.
45 See, for example, ESMA, Questions and Answers. Application of the AIFMD, 21 July 2014,

ESMA/2014/868.
46 See Moloney (2014), p. 983; Schammo (2012), p. 778.
47 See Tridimas (2011), p. 74.
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against an individual (direct horizontal effect), it can be enforced directly by

individuals against the State (vertical direct effect).48 To this purpose, it is neces-

sary and sufficient that its provisions are sufficiently clear, precise and uncondi-

tional (objective direct effect)49; it is not necessary that the directive’s provision
confers a specific enforceable right on the individual (subjective direct effect).50

2.3 The Sectoral Intervention Powers

Whereas the horizontal or cross-sectoral intervention powers are generally

addressed to the NCAs and, exceptionally, to financial market participants, the

vertical or sectoral intervention powers can be only addressed to financial market

participants in order to protect investors and ensure the integrity and stability of

financial markets. To this end, after the global financial crisis the United States51

and several Member States52 have strengthened the powers of competent authorities

to monitor, limit and restrict the distribution of certain complex financial products

to retail clients. This new regulatory approach aims to offset the shortcomings of

the disclosure-based regulation and the conduct of business supervision.53 Disclo-

sure and conflict of interest rules are particularly vulnerable to mis-aligned incen-

tives (e.g. remuneration policies) and mis-selling practices (e.g. implicit

recommendations). Conduct supervision requires the competent authorities to

undertake a contextual, long and ex post assessment of the alleged violation

which might absorbe a considerable amount of human and economic resources

and might not deliver efficient outcomes in terms of deterrence.54

However, the earlier regulatory intervention in the product’s lifecycle is prob-

lematic for many reasons. It increases moral hazard because investors may be

48 See, inter alia, CJEU, case C-152/84 Marshall, ECLI:EU:C:1986:84, para 48; case C-91/92

Faccini Dori, ECLI:EU:C:1994:292, para 20; case C-201/02,Wells ECLI:EU:C:2004:12, para 56;
case C-41/74, Van Duyn v. Home Office, ECLI:EU:C:1974:133. For a critical analysis of the

theory of the horizontal effects of directives see, in particular, Dougan (2000), p. 586; Tridimas

(2001), p. 326; Prechal (2005), p. 255; Craig and De Búrca (2008), p. 180; Craig (2009), p. 349.
49 See, in particular, case C-41/74, Van Duyn v. Home Office, para 24; case C-8/81, Ursula Becker
v. Finanzamt M€unster-Innenstadt, ECLI:EU:C:1982:7, para 25; case C-221/88, ECSC v. Busseni,
ECLI:EU:C:1990:84, para 34.
50 The conferring-right quality of a directive’s provision is a necessary condition to activate the

remedy of State liability but it is not a condition of its direct effect. See, in this sense, Ruffert

(1997), p. 315 and Van Gerven (2000), p. 507.
51 Section 1022 (c) (1), 1031 (a) and 1032 (a) of Dodd–Frank Wall Street Reform and Consumer

Protection Act (Pub.L. 111–203, H.R. 4173 of 21 July 2010).
52 In the UK, see section 137D of FSMA; in Belgium, see Art. 30bis of Law 2 August 2002, as

introduced by the Law 30 July 2013; in Spain, see Art. 79bis of Law 24/1988, as amended by the

Law 9/2012; in Italy, see Art. 117 (8) of Legislative Decree 385/1993.
53 See, in particular, Moloney (2015), p. 762.
54 See Moloney (2014), p. 807.
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incentivized to buy products that have not been restricted without the necessary

skill and care; it could distort competition between financial firms and excessively

restrict the investors’ choice; it increases the agencies’ exposure to the liability

claims of financial firms.55 The EU has embraced this general trend towards product

intervention. In 2010 the ESAs regulations have empowered ESMA, EBA and

EIOPA to temporary restrict certain financial activities that threaten the orderly

functioning and integrity of financial markets or the financial stability of the Union

(Art. 9 (5)).56

On the basis of this general provision Art. 28 of Short-Selling Regulation,

conferred on ESMA the power to prohibit or impose conditions on the entry by

natural or legal persons into a short sale and Art. 40 of MiFIR empowered ESMA to

temporarily prohibit or restrict the marketing, distribution or sale of financial

instruments or structured deposits or a type of financial activity or practice. The

regulatory regime of product intervention is based on three fundamental elements

which reflect the general principles of subsidiarity and proportionality. Product

intervention powers (i) must be temporary; (ii) must be exercised only if no

competent authority has taken measures to address the threat or the measures do

not adequately address the threat (iii) shall prevail over any previous measure taken

by a competent authority.57 Remarkably, the MiFIR’s product intervention powers

are more intrusive for market participants than that provided for by the Short-

Selling regulation. First and foremost, the MiFIR enables ESMA to adopt inter-

vention powers not only when there is a threat to the market integrity and financial

stability but also when there is a significant investor protection concern. This

important innovation will require the ESMA to find a balance between the safety

and soundness of financial institutions and the protection of investors: a proactive

attitude of the supervisor may be beneficial for the investors and depositors but

could harm the financial institution itself as a consequence of loss of reputation or

credibility in the market, and even produce destabilising effects on the financial

system as a whole.58 Second, the MiFIR’s intervention powers can be adopted not

only after the distribution of financial instruments but also on a precautionary basis,

namely before the instrument has been distributed or marketed to clients. Third, the

MiFIR does not require that the threat to financial market integrity and financial

55 On the risks related to the product intervention techniques, see, in particular, Avgouleas (2015),

p. 684. See also IOSCO Regulation of Retail Structured Products. Final report, FR 14/13.
56 Arts. 8 and 16 of MiFID II have introduced new product governance obligations for financial

firms. On product governance, see the opinion of ESMA, Good practices for product governance
arrangements, 27 March 2014, ESMA/2014/332. Moreover, Art. 16 of SSM Regulation has

conferred on the ECB the power to restrict the business, operations that pose excessive risks to

the soundness of an institution and to restrict distributions by the institution to shareholders,

members or holders of Additional Tier 1 instruments where the prohibition does not constittute an

event of default of the institution.
57 Art. 40 (7) of MiFIR, Art. 28 (1) of Short-Selling Regulation.
58 See Tison (2005), p. 639.
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stability produces cross-border implications neither it requires ESMA to consult the

ESRB before to take action.

Although ESMA has not yet adopted any product intervention measure, it has

issued several warnings based on Art. 9 (3) in relation to certain financial products59

and practices.60 Warnings do not produce any legally binding effect on financial

market participants but they can strengthen the predictability of intervention pow-

ers: the more detailed and specific the warning, the lower the likelihood that a

product intervention measure will infringe the expectations of the market

participants.

2.4 Guidelines and Recommendations

To ensure the consistent, efficient and effective supervisory practices and the

uniform and consistent application of Union law, ESMA can adopt guidelines

and recommendations. The importance of the ESMA’s guidelines and recommen-

dations is considerable because they impose two specific obligations on their

addressee.61 Under Art. 16 the NCAs and market’s participants shall (i) make

every effort to comply with the guidelines and recommendations and, if required

by these legal instruments, the financial market participants shall (ii) report, in a

clear and detailed way, whether they comply with that guideline or recommenda-

tion (“comply or explain”).

Given the legal design of ESMA’s guidelines, it is doubtful whether these legal
instruments can be merely regarded as “soft-law” rules. The (ambiguous) notion of

soft law is generally used to indicate the administrative acts which have limited

external effects and are only informally binding on their addressees.62 However, not

only the ESMA can address guidelines and recommendations to private parties63

but the firm’s failure to justify its non-compliance may activate the enforcement

proceeding based on Art. 17 and Art. 258 TFEU.64

The legal nature of the ESMA’s guidelines and recommendations suggests that

they can become an incisive tool to restrict the private autonomy of financial market

59 ESMA-EBA, Warning to investors on contracts for difference (CFDs), 28 February 2013;

ESMA, Warning on risks of investing in complex products, 7 February 2014.
60 ESMA,Warning to investors on trading in foreign exchange (forex), 5 December 2011; ESMA,

Warning to investors on pitfalls of online investing, 10 September 2012.
61 See Tridimas (2012), p. 71; Moloney (2014), p. 929; Terpan (2015), p. 68.
62 See Hofmann et al. (2011), p. 567.
63 See Tridimas (2012), p. 71.
64 See European Commission, Report to the European Parliament and the Council on the
evaluation of the Regulation (EU) No 236/2012 on short selling and certain aspects of credit
default swaps, COM(2013) 885 final.
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participants and shape the contractual relationships between financial firms and

clients.65 The transformation of guidelines and recommendations into (de facto)
regulatory tools could also be facilitated by the fact that ESMA is not required to

open public consultations, to request the opinions or advice from the Securities and

Markets Stakeholder Group and to undertake a cost-benefit analysis before

adopting a guideline.66

However, a balance should be found between the need of ensuring that ESMA

can swiftly and effectively carry out its tasks and that of protecting the rights of

market participants. Their effective legal protection could be undermined, in

particular, when guidelines introduce duties in fields that have not been covered

yet by EU law67 or introduce additional conduct of business rules to the existing

legislation.68 In such cases, the issue arises as to whether guidelines and recom-

mendations can be subject to the administrative and/or judicial review. The admin-

istrative review should be excluded because only decisions can be appealed before

the ESAs Board of Appeal under Art. 60.69 Whether guidelines can be subject to

judicial review is controversial.70 Under Art. 263 (1) TFEU the judicial review

includes “the legality of acts of bodies, offices or agencies of the Union intended to

produce legal effects vis-�a-vis third parties”. Whilst in numerous cases the CJEU

held that guidelines do not produce legal effects vis-�a-vis third parties and can only
provide a helpful reference point for a judicial assessment,71 in other cases the

65 See Micklitz (2015), p. 511.
66 See Van Gestel and Van Golen (2014), p. 757.
67 See, in particular, ESMA, Guidelines on systems and controls in a highly automated trading
environment for trading platforms, investment firms and competent authorities, 20 July 2011

(ESMA/2011/224) and ESMA-EBA, Principles for Benchmark-Setting Processes in the EU,
6 June 2013, (ESMA/2013/659). For a more detailed analysis, see Moloney (2014), p. 929.
68 See ESMA, Guidelines on certain aspects of the MiFID suitability requirements, 6 July 2012,

ESMA/2012/387. ESMA states that the age, family situation or educational level of the client

should be included into the “necessary information” the firm must collect when assessing client’s
suitability under Art. 25 (2) MiFID II (para 34). See also ESMA, Guidelines on ETFs and other
UCITS issues, 18 December 2012, ESMA/2012/832 where ESMA imposes to the UCITS’
managers duties to conduct that have not been laid down in the relevant UCITS legislation (para

22, 37, 43).
69 Even if the ESAs Board of Appeal has not yet take an express view on whether guidelines are

reviewable acts, in SV Capital OU v. EBA of 24 June 2013 the Board of Appeal underlined that,

although the EBA’s guidelines are not binding in themselves, “they address the matter from a

practical perspective and they can assist in the interpretation of EU legislation”. Moreover, inOnix
Asigurari SA and Simone Lentini v EIOPA of 3 August 2015 the Board decided that a letter sent by

EIOPA to an insurance company confiming an earlier decision not to open investigations against a

NCA under Art. 17 was not a reviewable act because it merely confirmed a previous decision. This

formalistic interpretation of the notion of decision could prevent the legal review of guidelines.
70 The judicial review of recommendations (of the EU institutions) is expressly excluded by Art.

263 (1) TFEU. See for a detailed analysis of this problem Hofmann et al. (2011), p. 806.
71 CJEU, case C-223/01, AstraZeneca, ECLI:EU:C:2003:546, para 28; AG Wahl, opinion in case

C-104/13, AS “Olainfarm”, para 39. See also the pending case C-25/15, Koninklijke KPN and
Others.
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CJEU held that guidelines or other internal directives set forth “a rule of conduct

indicating the practice to be followed, from which the administration may not

depart without giving the reasons which have led it to do so” and can be challenged

under Art. 241 TEC (now Art. 277 TFEU).72 In Dansk Rørindustri the CJEU

underlined that this applies a fortiori to rules of conduct designed to produce

external effects. In so far as such guidelines are of general application and directly

address market participants, they do not only limit the discretion of the institution

but, “depending on their content, [they may also] produce legal effects”.73

3 The Horizontal Effects of the MiFID I

The preceding analysis has shown that a wide range of the ESMA’s powers may

interfere with the freedom of contract of the market’s participants and national

contract law. From this general consideration, the more specific question that arises

is whether and to what extent the concrete exercise of these powers may affect the

creation, performance and enforcement of the parties’ contractual obligations. It
must be stated at the outset that ESMA, unlike the competent authorities recognized

by the Bank Recovery and Resolution Directive (BRRD),74 does not have the

power of suspending or terminating contractual obligations. Moreover, although

ESMA has the task of protecting investors it can neither determine the content of

the contracts,75 nor require financial firms to establish consumer redress schemes in

the event of large scale mis-sellings in order to compensate investors.76

Despite the lack of these powers, the ESMA’s acts may incentivise the parties to

design their contractual obligations in line with the EU regulatory standards and it

may also drive the interpretation of national courts and ADRs mechanisms when

enforcing the parties’ contractual obligations. This hypothesis calls into play the

vexed issue of the horizontal effects of the conduct of business rules laid down by

the MiFID I and the MiFID II.77 It could be argued that, if the provisions of these

directives cannot produce direct horizontal effects, a fortiori, such effects cannot

72 See, inter alia, CJEU, case C-148-73, Raymond Louwage v Commission, ECLI:EU:C:1974:7,
para 12.
73 CJEU, case C-189, 202, 205, 208, 213/02 P, Dansk Rørindustri A/S, EU:C:2005:408, para
210 with reference to the Commission’s guidelines on the method of setting fines to Article 15

(2) of Regulation No 17 and Article 65 of the ECSC Treaty.
74 Art. 2, 1 (82) of Directive 2014/59/EU of 15 May 2014 establishing a framework for the

recovery and resolution of credit institutions and investment firms (BRRD) O.J. L 173/190 (2014).
75 See Art. 117 (8) of Legislative decree 385/1993 which empowers the Bank of Italy to determine

the content of the banking contracts and provides that the contracts which do not respect such

determination are null and void.
76 Section 404 of FSMA.
77 The different problem of the horizontal effects of the EU conduct of business rules laid down

into EU Regulations has been examined by Tountopoulos (2014), p. 297.
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derive from the ESMA’s (quasi)-regulatory and supervisory acts. Yet, in the

absence of any national provision conferring a private law remedy to the investor

for the firm’s breach of national law transposing the MiFID I and MiFID II, could

the investor invoke a provision of these directives in order to be compensated for

the losses suffered due to the firm’s conduct? This problem, which intersects the

broader issue of the existence of a general horizontal liability regime for the

damages suffered by individuals for the breach of EU law,78 has been discussed

at length under the MiFID I regime.79 One of the most important innovations of this

directive, which repealed the Directive 93/22/EEC,80 was the introduction of

detailed conduct of business rules, calibrated on the nature of the client, the type

of service and the type of financial instrument provided to clients,81 which must be

respected by investment firms providing services to clients (Arts. 19–24). The

MiFID I required Member States to lay down administrative measures or sanctions

against the parties responsible for non-compliance with the national provisions

transposing the directive (Art. 51) but it did not require them to introduce any

private law remedy to compensate the investor for the loss suffered as a result of the

firm’s breach of the MiFID’s provisions. This public-enforcement model of finan-

cial regulation relies upon the idea that supervisory agencies are better placed than

private investors to take into account the social cost of the firms’ regulatory

infringements and that opportunistic litigation pursued by professional investors

may disrupt financial markets82 but it also derives from the difficulties of harmo-

nizing national contract law given the lack of competence of the EU in that field.83

Therefore, due to the absence of any express private law cause of action in the

MiFID I and given the fact that directives do not produce direct horizontal effects, it

could be argued that investors cannot rely upon this directive, as transposed by

national law, to claim damages against the financial firm.84 However, the CJEU has

developed two important “devices” to extend the directives’ effects to individ-

uals.85 First, the CJEU requires national courts to interpret national law in light of

the wording and purpose of the directive in order to ensure the full effectiveness of

78 See, in particular, Reich (2007), p. 718; Have (2012), p. 497.
79 See, in particular, Tison (2010), p. 1 ss.
80 Council Directive 93/22/EEC of 10 May 1993 on investment services in the securities field

O.J. L 141 (1993).
81 See Kruithof (2011), p. 105.
82 See MacNeil (2015), p. 292.
83 See Reich (2005), p. 383; Tridimas (2011), p. 794.
84 It is controversial whether the MiFID I (and MiFID II) introduced a maximum or minimum

harmonisation regime. For a more detailed analysis, see Cherednychenko (2011), pp. 221–259.
85 See Craig and De Búrca (2008), p. 284.
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EU law (indirect horizontal effect).86 Such obligation applies even if the national

provision was not enacted for the specific purpose of transposing the directive,87

provided that it does not lead to an interpretation contra legem of national law and

does not have the effect of determining or aggravating the liability in criminal law

of persons who act in contravention of the directive.88 Within these two limitations,

the interpretation of national law “may well lead to the imposition upon an

individual of civil liability or a civil obligation which would not otherwise have

existed”.89 It is not suggested that the MiFID I (and MiFID II) conduct of business

rules can be directly applied against private parties but that they can be relied upon

by the investor in order to have the conformity of national contract law reviewed

with the directive.90

Second, Member States must respect the principle of effectiveness of EU law

and the principle effective judicial protection established by Art. 47 of Charter of

Fundamental Rights and Art. 19 TEU.91 The CJEU has considered the impact of the

principle of effectiveness on the MiFID I in the recent Genil v. Bankinterc case

where the referring court asked the CJEU, among other things, whether the omis-

sion of the appropriateness and suitability test provided for by Art. 19 (4) and (5) of

MiFID I in relation to the distribution of an interest rate swap to a retail investor,

determines the absolute nullity of the contract entered into between the investor and

the investment institution.92 The CJEU held that, since the MiFID I lays down

administrative sanctions for the firm’s breach of national provisions transposing the
directive but it does not require the Member States to provide for contractual

consequences, it is for the internal legal order of each Member State to determine

the contractual consequences of non-compliance with those obligations, subject to

observance of the principles of equivalence and effectiveness.93

With this concise reasoning the CJEU made it clear the division of competences

between the EU and Member States but it did not clarify whether Member States

86 CJEU, case C-14/83, Von Colson, ECLI:EU:C:1984:153, para 62; case C-106/89, Marleasing
ECLI:EU:C:1990:395, para 35.
87 CJEU, case C-397–403/01, Pfeiffer, ECLI:EU:C:2004:584, para 112.
88 CJEU, case C-168/95, Luciano Arcaro, ECLI:EU:C:1996:363, para 42; case C-105/03, Pupino,
ECLI:EU:C:2005:386, para 45.
89 Opinion of Advocate General Jacobs, case C-456/98, Centrosteel Srl, ECLI:EU:C:2000:137,
para 35. See also Craig (2009), p. 349; Tridimas (2001), p. 327.
90 See Prechal (2005), p. 268.
91 The relationship between the principle of effectiveness of EU law and the principle of effective

judicial protection has been examined by Prechal and Widdershoven (2011), p. 31 ss. and Safjan

and D€usterhaus (2014), p. 1 ss.
92 CJEU, case C-604/11, Genil v. Bankinter, ECLI:EU:C:2013:344. In the case C-222/02, Peter

Paul, ECLI:EU:C:2004:606 para 40, the CJEU held that the banking law directives (Directives

77/780, 89/299 and 89/646) aim at ensuring the mutual recognition of authorisations and of

prudential supervision systems but do not confer rights on depositors in the event that their

deposits are unavailable as a result of defective supervision on the part of the competent national

authorities.
93 CJEU, case C-604/11, Genil v. Bankinter, para 57.
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have the obligation to establish a contractual remedy if the firm fails to comply with

its conduct of business rules and how the effectiveness of that remedy should be

assessed. In particular, it could be argued that Member States, in light of the

principle of procedural autonomy, are free to decide not to introduce any contrac-

tual remedy for the investors. But this argument gives rise to the paradoxical

consequence that only those Member States that establish contractual remedies

could be subject to the requirement of effectiveness and equivalence.94 Moreover,

once there is a EU law based right Member States are not free to enforce it or not to

enforce it; they must enforce this right in accordance with the principles of

equivalence and effectiveness, taking into account all the possible aspects of

national procedure: court fees, time-limits, standing via representation, burden of

proof, enforcement and finality of the decision.95 Hence, if a Member States does

not establish any private law remedy and the right conferred on the individual by

EU law cannot be protected by other legal means, national law infringes the

principle of effectiveness.

Given the differences between national jurisdictions, the assessment of this

principle should include different factors and criteria. For example, in some juris-

dictions (Italy and Spain), the problem arises whether the avoidance of contract

(which entails the restitution of the entire sums paid by investors to the firm) or the

pre-contractual or contractual liability of the firm (which entails the compensation

of the loss suffered by investors) could be effective remedies against the firm’s
breach of its conduct of business rules.96 In other jurisdictions (UK) the issue is

whether the national legislation which establishes different classes of remedies for

retail and non-retail investors or which makes the access to contractual remedies

subject to strict subjective and objective conditions is compatible with the princi-

ples of effectiveness.97

4 From the MiFID I to the MiFID II: Towards

the Harmonization of the Private Enforcement of EU

Conduct of Business Rules?

After the global financial crisis, the Commission started a process of review of the

MiFID I as part of the structural reforms aimed at establishing a safer, sounder,

more transparent and more responsible financial system and strengthening the

protection of investors in the EU. The Commission proposed, in the public consul-

tation document, to introduce the principle of the civil liability of financial firms for

94 See also Grundmann (2013), p. 277.
95 See Bobek (2012), p. 305. Van Gerven (2000), p. 502; Kakouris (1997), p. 1389; Prechal

(1998), p. 682.
96 See Della Negra (2014), p. 571.
97 See Section 138D of FSMA.
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the losses caused to clients for the breach of information requirements, suitability

and appropriateness test, reporting requirements, best execution and client order

handling.98 Although this bold proposal has been dropped during the legislative

process, due to the resistances of the industry and national regulators,99 the MiFID

II introduced one important provision which could foster the private enforcement of

EU financial regulation. Under Art. 69 Member States shall ensure that mechanisms

are in place to ensure that compensation may be paid or other remedial action be

taken in accordance with national law for any financial loss or damage suffered as a

result of an infringement of this Directive or of Regulation (EU) No 600/2014.

This innovative provision, which was added by the Parliament to the MiFID II

Commission’s proposal,100 reflects the tension between the traditional public-

oriented approach of EU financial regulation and the increasing preoccupation of

the EU legislator for the effective protection of investors. This tension has given

rise to the ambiguous formulation of Art. 69. This provision can be interpreted in

two different ways. First, it could be argued that Member States shall establish

private law remedies and procedures in order to compensate investors for the losses

suffered as a result of the firm’s failure to comply with the MiFID II and MiFIR.

This interpretation would be in line with the objective of ensuring a high level of

investor protection across the Union (recital No 70 of MiFID II) and would respect

the wording of this provision which refers to “remedial action”.101 Moreover, it

should be noted that Art. 75 of MiFID II expressly requires Member States to

establish efficient and effective complaints and redress procedures for the out-of-

court settlement of consumer disputes concerning the provision of investment

services. Hence, if Art. 69 is interpreted as referring only to extra-judicial mecha-

nism, it would be useless because the obligation to establish such mechanism has

already been clearly established by Art. 75.

However, there are several important arguments against such “extensive” inter-

pretation of Art. 69. First, as the provision is located under Art. 69 which is entitled

“supervisory powers”, its systematic interpretation would suggest that it does not

establish any private law remedy for the investors vis-á-vis the financial firm but it

clarifies that Member States and national authorities can strengthen the protection

of investors through private law remedies. Second, and more importantly, the

provision does not require Member States to compensate investors but rather to

set up “mechanisms” which are empowered (but not required) to compensate

investors. Third, although Art. 69 must be coordinated with Art. 75, the term

98Commission, Public Consultation. Review of the Markets in Financial Instruments Directive
(MiFID), 8.12.2010, p. 63.
99 See Moloney (2012), p. 421.
100 Art. 72 of MiFID II (version adopted by the European Parliament on 26 October 2012 (COM

(2011)0656—C7-0382/2011—2011/0298(COD)).
101 In EU law, a remedy must be activated by the initiative of a private individual and not by a

public authority. See Van Gerven (2000), p. 501.
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“mechanism”, used by both provisions, cannot include national courts as the

directive specifically refers to “courts” in other provisions (Arts. 74 and 81).

In conclusion, it seems that Art. 69 does not automatically confer on investors a

private law remedy but it empowers Member States to set up special mechanisms to

compensate investors in specific cases. Nevertheless, this provision remains impor-

tant and significant in that it could introduce at the EU level the model of the

consumer redress scheme provided for by Section 404 of FSMA. This provision

empowers the Financial Conduct Authority to require financial firms to establish

and operate a consumer redress scheme when there may have been a widespread or

regular failure by relevant firms to comply with its conduct of business rules,

consumers have suffered (or may suffer) loss or damage and it considers that it is

desirable to make rules for the purpose of securing that redress is made to the

consumers. It is for the firm to investigate whether it has failed to comply with the

conduct of business rules, to determine whether the failure has caused any loss or

damage to consumers and to award compensation.

5 The Impact of the ESMA’s Powers on the Contract-

Making and Enforcement

Both Art. 69 of MiFID II and the judgment of the CJEU in Genil v Bankinter pave
the way towards the harmonisation of private enforcement of EU financial regula-

tion. It is argued that the ESMA can effectively contribute to this ongoing process:

the tasks of ensuring the consistent application of EU law and protecting investors

require the ESMA to take measures which directly or indirectly affect the creation,

interpretation and enforcement of the contractual obligations between private

parties.102

First of all, the ESMA can limit the parties’ ability to enter into certain financial

transaction through its incisive product intervention powers laid down in the

MiFIR. The potential impact of product intervention on contract-making should

be analysed in two hypothetical scenarios: (i) the product’s restriction is adopted on
precautionary basis, namely before the conclusion of the contract between the

parties; (ii) the product’s restriction is adopted after the conclusion of the contract.

In the first scenario, the precautionary measure should be subject to ex ante risk-

based assessment in line with the precautionary principle. According to this prin-

ciple, a precautionary measure may be taken only if the risk, although the reality

and extent thereof have not been ‘fully’ demonstrated by conclusive scientific

evidence, appears nevertheless to be adequately backed up by the scientific data

102 See, for the indirect effects on contract law of the acts adopted by the ECB in the framework of

the SSM, M€oslein (2015), pp. 547–574.
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available at the time when the measure was taken.103 To this purpose, the public

authority must carry out a risk assessment which consists of two complementary

components: ascertaining what level of risk is deemed unacceptable and conducting

a scientific assessment of the risks. Determining the level of financial risk which is

deemed acceptable for the society is a particularly difficult task because, although

financial risks can be objectively quantified,104 the level of risk which can be borne

by societies is very different.105 In the context of financial supervision, the scientific

risk assessment consists in the identification and characterisation of a hazard, the

assessment of exposure to the hazard and the characterisation of the risk.106 To this

purpose, the ESMA has identified numerous (alternative) criteria that competent

authorities can use to assess the conditions and requirements to adopt product’s
restrictions.107

In the second scenario, the product’s restriction is potentially problematic for the

parties’ legitimate expectations because in this case the ESMA’s measure produces

retroactive effects. More precisely, this measure would affect contracts that have

already been entered into at the time of the adoption but whose obligations have not

been already fully performed (apparent retroactivity).108 This measure is legitimate

if the public interest (e.g. financial stability) overrides the private interest

(e.g. freedom to conduct a business)109 in the maintenance of the existing legal

situation.110 A fundamental criterion to carry out such a balance concerns the

foreseeability of the measure: for example, a detailed warning or guideline adopted

prior to the measure could prevent the financial market participants adversely

affected by the product intervention measure from successfully invoking their

legitimate expectations.

In the (unlikely) event that ESMA adopts a retroactive (temporary) restrictive

measure, the other fundamental issue concerns its effects on the contractual obli-

gations (e.g. payment). Such effects should be identified by interpreting the con-

tractual obligations in light of national contract law rules. In the case that parties

entered into a derivative contract it is likely that the parties’ self-regulatory regime

is based on the standard contract terms published by the International Swaps and

Derivatives Association (ISDA), which govern 90% of derivatives transactions

103 GC, case C-13/99 T, Pfizer Animal Health SA, EU:T:2002:209, para 146–147. On the precau-

tionary principle see, in particular, Tridimas (2006), p. 245; Craig (2012), p. 591; Ladeur (2003),

pp. 1455–1479; Purnhagen (2014), p. 453.
104 For the difficulty of distinguishing risk from uncertainties, see Turner (2012), p. 46.
105 See Black (2010), p. 302.
106 Commission, Communication on the precautionary principle, COM(2000) 1 final.
107 ESMA, Technical Advice to the Commission on MiFID II and MiFIR, cit., p.189.
108 For the distinction between actual and apparent retroactivity in EU law, see Schwarze (1992),

p. 1120; Hofmann et al. (2011), p. 178; Craig (2012), p. 553.
109 In the case C-412/06, Hamilton, ECLI:EU:C:2008:215, para 42, the CJEU held that “the

principle that the full performance of a contract results from discharge of the mutual obligations

under the contract” is a general principle of civil law.
110 Hofmann et al. (2011), pp. 181–182; Tridimas (2006), p. 256.
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worldwide.111 One of the most fundamental aspects regulated by the ISDA MA

pertains to the causes determining the anticipated termination of the contract. The

termination of the contract can be based either on events which arise out of some

failure connected with one of the parties (event of default) or events which occur as

a result of circumstances beyond the control of the parties, including, illegality or

force majeure (termination events).112 If the early termination (close-out) takes

place following an event of default, all the transactions will be terminated; if it

follows a termination event, only the transactions affected by the event will be

terminated.113 The product intervention measure could determine a termination

event due to illegality since it represents “an event or circumstance occurring after a

transaction is entered into [which makes it] unlawful under any applicable law” the

payment, delivery or compliance required on that day.114 This specific kind of

termination does not determine the close-out netting of outstanding payments but a

deferral of the payment due.115

The ESMA’s powers may also play a significant role in driving national courts

and enforcers in the interpretation of the parties’ contractual obligations. ESMA’s
guidelines/recommendations and draft technical standards (prior to their endorse-

ment by the Commission) could set higher standards of client protection than those

established by EU law.116 Whether such standards produce legal effects on private

parties is doubtful and could crucially depend on the judicial interpretation. In the

majority of civil law countries, national courts held that clauses excluding or

restricting firm’s liability contrary to the national law, including administrative

regulations, transposing the MiFID’s provisions are ineffective.117 By contrast,

English courts have consistently held that such clauses do not unduly restrict or

exclude liability on the basis of Section 2 Unfair Contract Terms Act 1977 and

Section 3 of Misrepresentation Act 1967 but rather define the scope of contractual

obligations and shall be valid.118

Finally, EMSA’s measures may significantly affect both the judicial and the

extra-judicial enforcement of national contract law. To the extent that ESMA and

NCAs ensure the consistent application and interpretation of the EU legislation,

national courts, which have the obligation to interpret national law in light of the

111 The ISDA documentation, published in 1992 and 2002, comprises the Master Agreement

(MA), which sets the general conditions, the schedule and confirmation which provide for the

specific details of the transaction.
112 See Section 5 of ISDA MA 2002.
113 See Braithwaite (2012), p. 788.
114 Section 5 (b) i) of ISDAMA 2002. See also ISDA, Illegality/Force Majeure Protocol published

on 11 July 2012.
115 Section 5 (d) of ISDA MA 2002.
116 See Sect. 2.4. above.
117 For an overview on the civil law countries, see Busch (2012), p. 401.
118 See, in particular, IFE Fund v Goldman Sachs International [2006] EWHC 2887 (Comm) para

71; JP Morgan Chase Bank (formerly Chase Manhattan Bank) v Springwell Navigation Corp
[2008] EWHC 1793 (Comm), para 603.
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objective of EU law, should interpret contract law in light of EU law, as interpreted

by ESMA. But, although all state authorities, including courts, are bound by EU

law, national courts are not bound by ESMA and NCAs. To overcome this problem,

in the field of competition law, EU law requires national courts not to take decisions

that run counter the decisions of the European Commission and the NCAs but in the

field of banking and finance there is no coordination between public and private

enforcement.119 The lack of coordination between public and private enforcement

risks frustrating the ESMA’s mandate of increasing the uniform interpretation and

application of the EU regulatory standards and creating different regimes of

investor protection across national jurisdictions. In fact, recent studies have

shown that whereas in the UK national courts are much more reluctant to interpret

the common law of contract, tort and trust in light of the objectives of (the EU and

domestic) financial regulation,120 in continental Europe national courts increasingly

use the MiFID I as a yardstick to interpret national provisions on pre-contractual

liability, contractual liability and invalidity of contracts.121 Not surprisingly, given

the MiFID’s investor protection objective, the entrance of financial regulation in the
judicial reasoning drives the outcome of the case towards an “investor-friendly”

solution. It is specifically in this context of increasing interaction between regula-

tory and private law standards, that the ESMA’s guidelines and recommendations

and individual decisions (e.g. product’s restrictions) can de facto influence the

judicial interpretation of national contract law. For example, if an investor,

who holds a financial product that has been subject to a restrictive measure by

ESMA, suffered a loss caused by the firm’s failure to respect its conduct of business
rules, national courts could alleviate the investor’s burden of proof of the causation
between mis-conduct and damages by way of the (rebuttable) presumption that the

product was unsuitable and dangerous for the investor. The impact of the ESMA’s
regulatory and supervisory acts could be even more incisive in the extra-judicial

enforcement of EU financial regulation because the ADRs mechanisms are gener-

ally not bound by general private law and they adjudicate or settle the dispute

between financial firms and clients on the basis of codes of conduct, regulatory

standards and equity.

119 Art. 9 of Directive 2014/104/EU of 26 November 2014 on certain rules governing actions for

damages under national law for infringements of the competition law provisions of the Member

States and of the European Union O.J. L 349 (2014) and art. 16 of Regulation (EC) No 1/2003 of

16 December 2002 on the implementation of the rules on competition laid down in Articles 81 and

82 of the Treaty O.J. L 1 (2003).
120 See, in particular, Hudson (2013), p. 45; Bridge and Braithwaite (2013), pp. 361–399; Reynolds

(2014), p. 269.
121 See, in particular, Tison (2010), p. 1; Haar (2011), p. 261; Busch (2012), p. 401; Perrone and

Valente (2012), p. 37; Grundmann (2013), p. 267; Della Negra (2014), p. 571; Cherednychenko

(2015a), p. 500.
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6 The Drivers and the Effects of the ESMA’s Involvement

in National Contract Law

One should finally ask what are the drivers and the effects of the increasing

involvement of ESMA (and the other ESAs) into the relationship between private

parties. It is possible to identify two different drivers, one external, related to the

new important regulatory tools introduced in the EU after the financial crisis and the

other one internal, related to the ongoing transformations of national contract law.

Firstly, the protection of investors has taken up a central role in the institutional

architecture of EU financial supervision and in the post-crisis EU financial regula-

tion. Whereas the traditional rationale for protecting (retail) investors has been the

need of compensating the information asymmetry between the investor and the

financial firm, through disclosure rules and financial literacy,122 after the global

financial crisis the EU legislation aimed at protecting investors, and particularly

product governance and product intervention rules, has the effect (albeit not

necessarily the objective) of reducing the risks related to financial transactions.123

This new “consumer-driven” rationale of the EU financial regulation, which relies

upon the normative model of the “vulnerable consumer” rather than the “reasonable

investor”, is paradigmatically reflected in the ESMA’s mandate of protecting

consumers, in the intensification of the MiFID II conduct of business regime124

and in the introduction of new forms of product governance and product interven-

tion. The new regime established by the MiFID II to regulate, among other things,

the suitability/appropriateness test, conflict of interests and inducements is likely to

enhance the “Europeanisation” of national contract law by introducing new limi-

tations to the parties’ freedom of contract.125

The transformation of national contract law enhances the effects of the ESMA’s
acts on the firm-client contractual relationships. It is submitted that national con-

tract law, as interpreted and enforced nowadays by national courts, is much more

open to the “intrusion” of the principles of financial regulation than the contract law

which has been codified and enforced by national courts in the Nineteenth Century.

The rise of standardised, service-related and multi-party transactions on the one

hand, and the influence of fundamental rights, law and economics and EU law on

the contract law reasoning on the other, have changed the design of essential

elements of the doctrine of contract law (e.g. freedom of contract, formation of

the contract, consideration, breach of contract) and, most notably, its traditional

objective of facilitating the private autonomy of market participants.126 In fact, the

122 See Goodhart et al. (1998), p. 23.
123 See Moloney (2015), p. 739.
124 See Moloney (2014), p. 799 ss.; Tuch (2015), p. 563.
125 For example, standard contracts should include new documentation to show the firm’s com-

pliance with the new requirements set out by Arts. 24 et seq. of MiFID II. Svetiev and Ottow

(2014), p. 511.
126 See, in particular, Gilmore (1974), p. 45; Einsenberg (2000), p. 1743; Kennedy (2000), p. 94;

Micklitz (2009), p. 3; M€oslein and Riesenhuber (2009), p. 249; Cherednychenko (2014), p. 38.
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law of contract does not only serve as a tool to facilitate the private autonomy but

also as a tool to protect the weaker parties and foster the competition between

financial services’ providers.127 However, in the field of banking and financial law

the shift from autonomy to functionalism does not represent a general and uniform

trend across national jurisdictions. It appears to be more evident in Italy,128

Spain,129 France,130 Germany131 and the Netherlands132 where national courts

interpret national contract law in light of the MiFID’s objectives, than in Luxem-

bourg and, more significantly, the UK, where, except from very few cases,133

national courts have constantly refused to interpret the common law in light of

the purpose of regulatory standards and to enforce such regulatory standards

through private law remedies.134

The principle of effectiveness of EU should link national remedies and EU

financial regulation. If the firm’s breach of the EU conduct of business rules as

transposed by national law gives rise to a private law remedy, the effectiveness of

EU will be considerably enhanced and investors will have a stronger incentive to

bring claims in courts.135 Against this claim it could be argued that private

enforcement increases the number of frivolous lawsuits and opportunistic litiga-

tion.136 Whereas this consideration seems to be true for the litigation between

professional clients it is much more doubtful in relation to the retail client litigation

in which clients often have very little incentives to litigate in the civil courts due to

the lawyer’s fees and other legal costs.137

These two drivers substantially change the role of public and private enforce-

ment of EU financial regulation. The central issue is how the interaction between

private and public enforcement should be designed in the peculiar EU post-crisis

institutional context where the shift of (quasi) regulatory and supervisory powers

from the national to the EU authorities (centralization) has not yet been accompa-

nied by a corresponding “re-organization” of private enforcement which remains a

matter for national courts and other national enforcement mechanisms (ADRs).

127 See, in particular, Micklitz (2009), p. 3.
128 See the judgment of the Supreme Court (Corte di Cassazione) Cass. S.U. nn. 26724 and 26725/

2007 in Foro it., 2008, I, 189;
129 See the judgment of the Supreme Court (Tribunal Supremo) of 20 January 2014 STS 354/2014.
130 See the judgment the Supreme Court (Cour de Cassation) of 26 February 2008 of Bull. 2008,
IV, n� 42, pourvoi n� 07–10.761.
131 See the judgment of the Supreme Court (Bundesgerichtshof) XI ZR 33/10, Neue Juristische

Wochenschrift (NJW) 2011, 1949–1954.
132 See the judgment of the Supreme Court (Hoge Raad) in Levob v. B, De Treek v. Dexia and

Stichting Gedupeerden Spaarconstructie v. Aegon HR 2009, NJ 2012, 182, 183 and 184.
133 See Loosemore v Financial Concepts [2001] Lloyd’s Rep. P.N. 235; Seymour v Caroline
Ockwell & Co. [2005] EWHC 1137 (QB); Shore v Sedgwick Financial Services Ltd [2007]

EWHC 2509 (QB).
134 See Green v Royal Bank of Scotland Plc [2012] EWHC 3661 (QB).
135 See Haar (2011), p. 275.
136 See MacNeil (2015), p. 292.
137 See Weber and Faure (2015), p. 533.
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It is widely accepted that private and public enforcement mechanisms should coexist

in order to compensate their short-comingswith their virtues.138 In theory, courts should

decide conflicts between two or more parties on the basis of the law and administrative

agencies should supervise financial market participants on the basis of the law and their

administrative guidance.139 But this traditional institutional divide has become blurred

in practice because, as it has been recently observed, national courts turn into “quasi-

agencies” and national supervisory authorities turn into “quasi-courts”.140 In fact,

national courts increasingly interpret contract law in light of regulatory standards

aimed at achieving supra-individual interests (e.g. investor protection, financial stability)

rather than the parties’ interest (e.g. autonomy) and the new (quasi) legislative and

supervisory powers conferred on the EU and national authorities enhance their involve-

ment into the regulation of the firm-client contractual relationship.

7 Conclusion

The main finding of this study is that, although the ESMA’s (quasi-) regulatory and
supervisory powers have been designed to enhance the financial stability and

effectiveness of the financial system, they could also drive the interpretation and

enforcement of contractual obligations between financial market participants. In

particular, the measures adopted by ESMA in the framework of its investor protec-

tion task may enhance the uniform interpretation of contract law across national

jurisdictions and strengthen the private enforcement of the MiFID II conduct of

business rules, namely by incentivising investors to bring claims for compensation

before national courts based on the ESMA’s interpretation of the EU law.

However, the increasing involvement of the ESMA into national contract law is

not unproblematic and requires further research. First, the impact of the ESMA’s
measures on national contract law crucially depends on how national legislators and

national courts design the complex relationship between EU financial regulation

and national contract law. In this respect, it remains to be seen whether the Genil
v. Bankinter judgment will trigger a process of “judicial” harmonization of national

contractual remedies for the breach of the EU conduct of business rules. Second, the

ESMA’ exercise of its direct supervisory powers could expose it to the liability

claims of financial market participants.141 The principles established by the CJEU

in relation to the tortious liability of EU institutions need to be applied taking into

138 See La Porta et al. (2006); Jackson and Roe (2009), p. 207 and, recently, Cherednychenko

(2015b), p. 621.
139 See Micklitz (2015), p. 509.
140 See Micklitz (2015), p. 509.
141 See Nolan (2013), pp. 190–222; Andenas and Fairgrieve (2002), p. 757; D’Ambrosio

(2015), p. 16.
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particular account the specificity of the ESMA’s institutional objectives, tasks and
powers.142
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Strengths and Weaknesses of the ESMA-SEC

Supervisory Cooperation

Giuseppe Bianco

Abstract This chapter analyses one important and practical aspect of financial

markets supervision: the cooperation between the European Securities and Markets

Authority (ESMA) and the US Securities and Exchange Commission (SEC). How

do ESMA and SEC cooperate in supervisory matters? What are the major strengths

and weaknesses of this cooperation?

Both ESMA and SEC are promoting their international cooperation. The prime

example of supervisory cooperation between ESMA and SEC is their Memorandum

of Understanding (MoU) of March 2012. Its Annex on Credit Rating Agencies

(CRAs) is of particular importance as it addresses a sector where ESMA has direct

supervision in the European Union (EU).

Another example of supervisory cooperation between ESMA and SEC concerns

the EU Directive on alternative investment fund managers (AIFM), where ESMA is

taking a coordinating role. Thus, ESMA drafted a Memorandum of Understanding

template and negotiated it with 46 non-EU regulators. With SEC, each of the EU

Member States’ authorities concluded the MoU between 2013 and 2014. Thus, we

have a MoU formally concluded by SEC and Member States’ regulators, but

substantively drafted and negotiated by ESMA centrally.

ESMA might well be considered as promoting its international activities in areas

where it enjoys direct supervisory powers (e.g. CRAs) and those where it has a mere

coordinating role (e.g. AIFM). This way, ESMA might extend its supervisory reach

internationally and “become the EU ‘face’ of financial market supervision” regard-

less of the internal division of competences between the EU and its Members States.
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1 Introduction

This chapter aims at analysing one aspect of the European responses to the

challenges of financial markets supervision. In a comparative perspective, it seeks

to assess the approach of the European Union (EU) and the one adopted by

jurisdictions outside the EU. In particular, this chapter focuses on the cooperation

between the European Securities and Markets Authority (ESMA) and the US

Securities and Exchange Commission (SEC) in supervisory matters.

As a preliminary starting point, there is an essential distinction to be drawn

between regulation and supervision. Whereas regulation is concerned with rule-

making, the prime objective of supervision is “to ensure that the rules applicable to

the financial sector are adequately implemented, in order to preserve financial

stability and thereby to ensure confidence in the financial system as a whole and

sufficient protection for the customers of financial services”.1

The global financial crisis has led to an increased emphasis on the need for

effective supervision, in addition to—and as a reality check on—regulation. The

need to achieve actual outcomes, for which supervision is geared, has been

improved by the international peer-review programme under the leadership of the

Financial Stability Board.2

This chapter looks at the competences of financial markets supervision conferred

on ESMA and on SEC, and their interrelations. The research question is: How do

ESMA and SEC cooperate in supervisory matters? What are the major strengths

and what prominent difficulties can be detected?

To this end, firstly, the respective scopes of supervision of ESMA and SEC will

be examined, also with regard to the legal bases for their involvement in interna-

tional relations. In particular, the European Authority’s competences will be more

thoroughly analysed, in light of the focus of the volume. Secondly, the supervisory

cooperation between the two authorities will be investigated into, with a view to

critically analyse the most and least effective aspects of such cooperation.

2 ESMA: Some Fundamentals

2.1 The Scope of Supervision of ESMA

Traditionally, the supervision of financial markets has been a Member State com-

petence.3 In 2007, with the Lamfalussy Review by the European Commission

(Commission), attention was drawn to the importance of supervision, although

the soft supervisory convergence approach was followed.4

1 The High-Level Group on Financial Supervision in the EU (2009), pp. 38–39.
2Moloney (2014), p. 945.
3Moloney (2011), p. 181.
4 European Commission (2007).
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Two kinds of supervision can be envisaged with respect to the organisation of

supervision of financial activities at the EU level. The first one is the “intervention-

based model”: this approach leaves day-to-day supervision at the level of Member

States, and allows European authorities to monitor and intervene, when necessary,

in the national agencies’ activities or directly on market actors, in exceptional

circumstances. The second option is that day-to-day supervision is conferred

directly on European supervisory authorities.5

It could be argued that the case of ESMA is somewhere between these two

models, as will be seen below. It is not easy to locate ESMA on this spectrum, as

“the extent to which ESMA can engage in centralized supervision is not clear”.6

This debate is linked to the process that led to the creation of the authority. In the

2008 crisis, it became clear that the regulatory structure had facilitated cross-border

activity by big banks, but without an adequate level of supervision and crisis-

resolution.7

The Commission, in the aftermath of the crisis, opined that the new authorities

would have full supervisory powers over “certain entities with pan-European

reach”, such as CRAs and central clearing counterparties (CCPs).8

The principle of centralised supervision might be found at EU level since 2011

with the conferral on ESMA of limited, enumerated direct supervisory powers.

Much greater centralisation has taken place in the banking sector with the creation

of the banking union and the single supervisory mechanism.9 Differently from the

other regulatory authorities, ESMA was given direct and exclusive supervisory

powers only over particular financial market participants.10

Thus, ESMA is at the same time above and beside the National Competent

Authorities (NCAs). Whereas in general it has a coordinating role vis-�a-vis national
agencies, under some circumstances it can impose its decisions on them or enjoys

discrete responsibility for particular market actors (CRAs and trade repositories).11

Scholars have highlighted that in the near future ESMA might take the lead and

make NCAs its operative arms even in day-to-day supervision. The potential

drawback of such a development is that it might reduce the margin for flexibility

and experimentation in supervisory practices at the national level.12

The EU has attributed to ESMA wide powers to preserve financial stability, in

the form of macroprudential system oversight and the containment of systemic risk.

ESMA considered it at the core of its mandate, especially in light of the crisis in

sovereign bonds.13

5 Schammo (2012), p. 773.
6Moloney (2014), p. 950.
7Moloney (2014), p. 959.
8 European Commission (2009), pp. 10–11.
9Moloney (2014), p. 943.
10Moloney (2014), p. 944.
11Moloney (2014), p. 973.
12Moloney (2011), p. 191.
13Moloney (2014), p. 987.
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According to the ESMA Regulation,14 ESMA is entrusted with the objective,

inter alia, of improving the functioning of the internal market, including in partic-

ular a sound, effective and consistent level of regulation and supervision (Art. 1

(5) a) of the ESMA Regulation). It has the task of ensuring effective and consistent

supervision of financial market participants, preserving a coherent functioning of

colleges of supervisors and taking actions, amongst other things, in emergency

situations, according to Article 8(1)b of the ESMA Regulation.

First of all, ESMA has a general coordinating role with respect to the activities of

NCAs. Article 31 of the Regulation allows ESMA to promote a coordinated EU

response to crisis situations by, inter alia, facilitating information exchange, veri-

fying the reliability of information, and notifying the ESRB of potential emergency

situations.

The coordinating role of ESMA also concerns supervisory colleges, pursuant to

Article 21 of the ESMA Regulation. It promotes and monitors them, and partici-

pates in their activities, such as on-site examinations. It can also manage informa-

tion systems for colleges of supervisors, and evaluate systemic risk. If ESMA

considers that a college decision would lead to an incorrect application to EU law

or not contribute to convergence in supervisory practices, it can request further

deliberation.

ESMA also produces binding regulatory technical standards (RTS) and

implementing technical standards (ITS). These specify the templates for informa-

tion to be transferred in the context of home/host notification of passporting firms

under the Directive on markets in financial instruments (MiFID 2)15 and the

Regulation on markets in financial instruments (MiFIR).16 ESMA has the power

to ask local competent authorities for information. Over time, this will increase its

local knowledge and strengthen its ability to produce operational standards.17

Furthermore, the Commission requests ESMA to provide technical advice for the

adoption of Commission delegated acts.

According to the Short Selling Regulation,18 the NCA that wants to take

measures in exceptional circumstances such as notification and disclosure (Article

18 of the Short Selling Regulation), notification by lenders (Article 19 of the Short

14 Regulation (EU) No 1095/2010 of the European Parliament and of the Council of 24 November

2010 establishing a European Supervisory Authority (European Securities andMarkets Authority),

amending Decision No 716/2009/EC and repealing Commission Decision 2009/77/EC (OJ L

331, 15.12.2010, pp. 84–119). It will be henceforth referred to as the “ESMA Regulation”.
15 Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on

markets in financial instruments and amending Directive 2002/92/EC and Directive 2011/61/EU,

OJ L 173, 12.6.2014, pp. 349–496.
16 Regulation (EU) No 600/2014 of the European Parliament and of the Council of 15 May 2014 on

markets in financial instruments and amending Regulation (EU) No 648/2012, OJ L

173, 12.6.2014, pp. 84–148.
17Moloney (2011), p. 193.
18 Regulation (EU) No 236/2012 of the European Parliament and the Council of 14 March 2012 on

short selling and certain aspects of Credit Default Swaps, OJ L 86, 24.3.2012, pp. 1–24.
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Selling Regulation), restrictions on short selling and similar transactions (Article

20 of the Short Selling Regulation), restrictions on sovereign credit default swap

transactions (Article 21 of the Short Selling Regulation), has to notify ESMA in

advance (Article 26 of the Short Selling Regulation).

The procedure is then regulated by Article 27 of the Short Selling Regulation.

ESMA has 24 h to produce an opinion on whether it considers that the measure or

proposed measure is necessary to address the exceptional circumstances, specifi-

cally whether adverse events or developments have arisen which constitute a

serious threat to financial stability or to market confidence in one or more Member

States, whether the measure or proposed measure is appropriate and proportionate

to address the threat, and whether the proposed duration of any such measure is

justified. This opinion is published on the website of ESMA. If the NCA proceeds

against the opinion of ESMA, it has an obligation to justify its action. Within 24 h, it

has to publish on its website a notice fully explaining its reasons. Pursuant to Article

28(3) of the Short Selling Regulation, ESMA can take a decision directly addressed

to a natural or legal person if there is a threat to the orderly functioning and integrity

of financial markets or to the stability of the whole or part of the financial system in

the Union and there are cross-border implications; and no competent authority has

taken measures to address the threat or one or more of the competent authorities

have taken measures that do not adequately address the threat. Thus, the final word

rests with ESMA. Furthermore, for on-site inspections or investigations which have

cross-border effects, ESMA has an important coordinating role (Article 37 of the

Short Selling Regulation).

Regarding AIFM, ESMA has a similar function.19 Under Article 25 of the

Directive on AIFM, if necessary to ensure the stability and integrity of the financial

system, an NCA has to impose limits to the level of leverage that an AIFM is

entitled to employ or other restrictions on the management of the AIF with respect

to the AIFs under its management to limit the extent to which the use of leverage

contributes to the build-up of systemic risk in the financial system or risks of

disorderly markets. However, before doing so, the NCA has to notify ESMA, as

well as the European Systemic Risk Board (ESRB) and the competent authorities of

the relevant AIF. ESMA shall then issue advice about the measure to the competent

authorities of the home Member State of the AIFM. This advice can address

whether the conditions for taking action appear to be met, whether the measures

are appropriate, and the duration of the measures. If ESMA considers that the

leverage employed by an AIFM, or by a group of AIFMs, poses a substantial risk

to the stability and integrity of the financial system, it can issue advice to competent

authorities specifying the remedial measures to be taken. If the NCA does not

follow ESMA’s advice, ESMA may publish this fact, and also the reasons provided

19Directive 2011/61/EU of the European Parliament and of the Council of 8 June 2011 on

Alternative Investment Fund Managers and amending Directives 2003/41/EC and 2009/65/EC

and Regulations (EC) No 1060/2009 and (EU) No 1095/2010, OJ L 174, 1.7.2011, pp. 1–73.
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by the competent authority, after giving advance notice to the NCA. Thus, a

mechanism of comply or explain, or even name-shaming, is put into place.

2.2 Direct Supervision by ESMA

According to its founding Regulation, ESMA is endowed with the power to

‘address decisions’ to competent authorities in three situations. Firstly, if the

NCA has breached EU law (Article 17 of the ESMA Regulation). Secondly, in

emergency situations as defined by Article 18 of the ESMA Regulation. Thirdly,

when there are disagreements between NCAs and the relevant measure provides for

ESMA action (Article 19 of the ESMA Regulation). Let us examine each of the

three hypotheses in turn.

Under Article 17 of the ESMA Regulation, ESMA can act if an NCA does not

comply with the Commission’s formal opinion and if timely remedying the

non-compliance is necessary to maintain or restore neutral conditions of competi-

tion or ensure the orderly functioning and integrity of the financial system. In such

cases, ESMA can address a decision to the financial market participant with the

action necessary to comply with its obligations under EU law.

Similarly, under Article 18 of the ESMA Regulation, where an NCA does not

follow an ESMA emergency decision, ESMA can adopt an individual decision

addressed to a financial market participant.20 For both Article 17 and Article 18 of

the ESMA Regulation, the relevant EU measures must, however, be directly

applicable.

Article 19 of the ESMA Regulation allows ESMA to impose decisions on NCAs

in case of disagreement. This has been considered as a considerable step forward

from the soft mediation powers of the Committee of European Securities Regula-

tors—the predecessor to ESMA.21 Where the authorities fail to reach an agreement,

ESMAmay take a decision requesting them to take specific action or to refrain from

action.

ESMA also enjoys powers related to the prohibition of products and services.

Pursuant to Article 9(3) of the ESMA Regulation, it can issue warnings when a

financial activity poses a serious threat to its objectives enumerated in Article 1(5).

In cases specified in EU law, ESMA can likewise prohibit or restrict certain

financial activities that threaten the orderly functioning of financial markets or the

stability of the whole or part of the financial system in the Union.22

It is important to highlight the role of ESMA with respect to the supervision of

CRAs.23 These agencies represent a small section of the financial market, yet they

20Moloney (2014), p. 982.
21Moloney (2011), p. 199.
22Moloney (2011), p. 203.
23 See Deipenbrock (2014b), pp. 214–219.
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are important. They have extensive cross-border reach. More significantly, the

implications of the ratings they issue cross territorial borders.24

According to Title III “Surveillance of Credit Rating Activities” of the CRA

Regulation,25 ESMA has direct supervision over CRAs based in the Union. The

registration depends on the decision by ESMA to register a CRA (Article 14(2) of

the CRA Regulation). Pursuant to Article 18(3) of the CRA Regulation, ESMA

publishes a list of registered CRAs on its website.

According to Article 21 of the CRA Regulation, ESMA has the responsibility to

ensure that the CRA Regulation is applied. Since supervision consists of the

application of rules, ESMA is entrusted with the main supervisory activity

over CRAs.

In particular, besides adopting draft RTSs pursuant to Articles 21(4) and 21

(4a) of the CRA Regulation, and reporting to the European Parliament, Council and

Commission pursuant to Article 21(6) of the CRA Regulation, ESMA regularly

examines CRAs’ compliance with the rules on methodology requirements,

according to Article 22a(1) of the CRA Regulation.

The supervisory powers of ESMA are rather broad. Pursuant to Article 23b of

the CRA Regulation, it can request CRAs, persons involved in credit rating

activities, rated entities and related third parties, third parties to whom the CRAs

have outsourced operational functions or activities and persons otherwise closely

and substantially related or connected to CRAs or credit rating activities, to provide

all information that is necessary in order to carry out its duties under the Regulation.

The same persons can be subjected to investigations by ESMA under Article 23c of

the CRA Regulation, or to on-site inspections at their business premises under

Article 23d.

The CRA Regulation also meticulously stipulates the procedure for taking

supervisory measures and imposing fines in Article 23e. If there are serious

indications of the possible existence of facts liable to constitute an infringement,

ESMA appoints an independent investigating officer, who must not have been

involved in the direct or indirect supervision or registration process of the CRA

concerned and must perform his functions independently from the Board of Super-

visors of ESMA. The investigating officer will then submit a complete file with his

findings to the Board of Supervisors of ESMA. If the Board considers that an

infringement has been committed, it can take a supervisory measure and impose

a fine.

24Moloney (2011), p. 203.
25 Regulation (EC) No 1060/2009 of the European Parliament and of the Council of 16 September

2009 on credit rating agencies (OJ L 302, 17.11.2009, p. 1), in particular amended by Regulation

(EU) No 513/2011 of the European Parliament and of the Council of 11 May 2011 (OJ L

145, 31.5.2011, p. 30); by Directive 2011/61/EU of the European Parliament and of the Council

of 8 June 2011 (OJ L 174, 1.7.2011, p. 1); by Regulation (EU) No 462/2013 of the European

Parliament and of the Council of 21 May 2013 (OJ L 146, 31.5.2013, p. 1); and by Directive 2014/

51/EU of the European Parliament and of the Council of 16 April 2014 (OJ L 153, 22.5.2014, p. 1).
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The supervisory measures that the Board of Supervisors of ESMA can take are

varied and are spelled out in Article 24 of the CRA Regulation. They can consist of

a withdrawal of the registration of the CRA; a temporary prohibition on the CRA

from issuing credit ratings with effect throughout the Union, until the infringement

has been brought to an end; a suspension of the use, for regulatory purposes, of the

credit ratings issued by the CRA; a request for the CRA to bring the infringement to

an end; the issuance of public notices. Pursuant to Article 25 of the CRA Regula-

tion, the persons subject to the proceedings have the opportunity to be heard on the

findings by ESMA, and their right of defence must be fully respected.

Also with respect to trade repositories,26 the role of ESMA is fundamental.

Trade repositories have to register with ESMA pursuant to Article 55 of the

Regulation 648/2012. ESMA is to maintain an updated list of registered repositories

on its website (Article 59(3) of the Regulation 648/2012).

Article 73(1) of the Regulation 648/2012 enumerates the supervisory measures

that ESMA can adopt vis-�a-vis a trade repository, such as a request to bring the

infringement to an end, a fine, the issuance of a public notice, or, as a last resort, the

withdrawal of the registration.

2.3 International Relations of ESMA

According to Article 1(5)c of the ESMA Regulation, ESMA shall inter alia
strengthen international supervisory coordination. Such objective is pursued effec-

tively by the Authority, and is further specified by several pieces of secondary

legislation.

Article 33 of the ESMA Regulation specifically provides for the international

relations of ESMA, by stipulating that, without prejudice to the respective compe-

tences of the Member States and the Union institutions, the Authority may develop

contacts and enter into administrative arrangements with supervisory authorities,

international organisations, and the administrations of third countries. Such

arrangements do not create legal obligations in respect of the Union and its Member

States. They do not prevent Member States and their NCAs from concluding

bilateral or multilateral arrangements with those third countries.

The Board of Supervisors of ESMA discussed the need for a clear policy with

regard to the international activities of ESMA and the involvement of the members

of the Board of Supervisors of ESMA. When such members attend international

meetings, they must only represent ESMA and not their NCAs.27

A Discussion Paper on international strategy was produced by ESMA staff. It

aimed at “strengthening the international role of ESMA with a view to globalizing

26 Regulation (EU) No 648/2012 of the European Parliament and of the Council of 4 July 2012 on

OTC derivatives, central counterparties and trade repositories (OJ L 201, 27.7.2012, pp. 1–59).
27 ESMA Board of Supervisors (2012a), p. 2.
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financial markets, its standard-setting role and the need for a strong European voice

at the global level”.28 For negotiations with third countries, the Board of Supervi-

sors of ESMA would produce a mandate and regularly provide guidance to the

Chair of ESMA. This indicates the will of NCAs (whose representatives are

members of the Board of Supervisors of ESMA) to retain some margin of decision

with regard to international activities performed by ESMA.

Article 33 of the ESMA Regulation has been further developed by other pieces

of EU legislation. The Short Selling Regulation further specifies the role of ESMA

in cooperation arrangements. According to Article 38 of the Short Selling Regula-

tion, ESMA must be informed when an NCA wishes to conclude a cooperation

arrangement with supervisory authorities of third countries concerning the

exchange of information with supervisory authorities of third countries, the

enforcement of obligations arising under the Regulation in third countries and the

taking of measures in third countries by their supervisory authorities. Furthermore,

ESMA has a coordinating role for the development of such arrangements. To this

end, ESMA is to prepare a template document for the agreements. Finally, ESMA

coordinates the exchange of information obtained from third countries’ authorities
if such information can be relevant to the taking of a measure by an NCA.

Under the AIFM Directive ESMA also gains an important role as regards

relations with third countries. For EU AIFMs which manage non-EU AIFs which

are not marketed in Member States, cooperation arrangements with the supervisory

authorities of the third country where the non-EU AIF is established must be in

place (Article 34 of the AIFM Directive). The objective is to ensure at least an

efficient exchange of information that allows competent authorities of the home

Member State of the AIFM to carry out their duties in accordance with the

Directive. ESMA was asked to develop guidelines to determine the conditions of

application of the measures adopted by the Commission regarding the cooperation

arrangements. The same task is assigned to ESMA for the marketing in the Union

with a passport of a non-EU AIF managed by an EU AIFM, pursuant to Article

35 of the AIFM Directive. In addition, ESMA is requested to develop draft RTSs to

determine the minimum contents of the cooperation arrangements in order to ensure

that the competent authorities of both the home and the host Member States receive

sufficient information to be able to exercise their supervisory and investigatory

powers under the Directive. Furthermore, ESMA was required to develop draft

RTSs to specify the procedures for coordination and exchange of information

between the competent authority of the home Member State and the competent

authorities of the host Member States of the AIFM, including standards for the

notification letters, statements and forms of transmission. The same kinds of tasks

are conferred on ESMA under Article 40 of the AIFM Directive for the marketing

in the Union with a passport of non-EU AIFs managed by a non-EU AIFM.

For the marketing in Member States without a passport of non-EU AIFs man-

aged by an EU AIFM, Article 36 of the AIFM Directive envisages cooperation

28 ESMA Board of Supervisors (2012b), p. 3.
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arrangements for the purpose of systemic risk oversight in line with international

standards between the competent authorities of the home Member State of the

AIFM and the supervisory authorities of the third country where the non-EU AIF is

established. Here again, ESMA is to develop guidelines to determine the conditions

of application of the measures adopted by the Commission regarding the cooper-

ation arrangements, so as to ensure uniform application of the provision. The same

task shall be fulfilled by ESMA under Article 42 of the AIFM Directive for the

marketing in Member States without a passport of AIFs managed by a

non-EU AIFM.

For the authorisation of non-EU AIFMs intending to manage EU AIFs and/or

market AIFs managed by them in the Union under Article 37 of the AIFM

Directive, there must be appropriate cooperation arrangements between the com-

petent authorities of the Member State of reference, the competent authorities of the

home Member State of the EU AIFs concerned, and the supervisory authorities of

the third country where the non-EU AIFM is established in order to ensure at least

an efficient exchange of information that allows the competent authorities to carry

out their duties in accordance with the Directive. ESMA is tasked with the devel-

opment of guidelines to determine the conditions of application of the measures

adopted by the Commission regarding the cooperation arrangements and of draft

RTSs on the minimum contents of the cooperation arrangements to ensure that the

competent authorities of the Member State of reference and the competent author-

ities of the host Member States receive sufficient information in order to be able to

exercise their supervisory and investigatory powers under the Directive.

Moreover, ESMA shall promote an effective bilateral and multilateral exchange

of information between the competent authorities of the Member State of reference

of the non-EU AIFM and the competent authorities of the host Member States of the

AIFM concerned (Article 37(20) of the AIFM Directive). Furthermore, ESMA has

a general coordination role between the competent authority of the Member State of

reference of the non-EU AIFM and the competent authorities of the host Member

States of the AIFM concerned, as regards the facilitation of the exchange of

information, and the determination of the scope of the information to be provided.

Under Article 38 of the AIFM Directive, ESMA is to undertake a peer review

analysis on an annual basis of the supervisory activities of the competent authorities

in relation to the authorisation and the supervision. Subsequently, ESMA may issue

guidelines and recommendations, and the NCA has to comply or present its reasons

not to do so. ESMA might then publish such reasons, and will indicate the

non-complying NCAs in its report to the European Parliament, the Council and

the Commission.

As regards supervision over CRAs, Article 34 of the relevant Regulation pro-

vides ESMA with the power to conclude cooperation agreements on exchange of

information with the supervisory authorities of third countries. This can occur only

if the information disclosed is subject to guarantees of professional secrecy which

are at least equivalent to those set out in the Regulation itself, and the exchange is

intended for the performance of the tasks of ESMA or those supervisory authorities.
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The procedure with regard to trade repositories is rather different. The relevant

Regulation stipulates in Article 75 that the Council should make the first step. It

should negotiate international agreements with the relevant third countries regard-

ing mutual access to, and exchange of information on, derivative contracts held in

trade repositories which are established in that third country. Only if this condition

is fulfilled can ESMA establish cooperation arrangements with the competent

authorities of the relevant third countries. Such agreements have a minimum

content consisting of a mechanism for the exchange of information between

ESMA and any other Union authorities that exercise responsibilities in accordance

with this Regulation on the one hand and the relevant competent authorities of third

countries concerned on the other; and procedures concerning the coordination of

supervisory activities.

This division of powers mimics the distinction between international-law mak-

ing and administrative cooperation. The former concerns the conclusion of inter-

national treaties, which bind the signatory states and require the involvement of the

executive and legislative branches. On the other hand, administrative cooperation

relates to the stipulation of agreements between regulatory authorities which do not

create obligations under international law.

3 SEC: Some Fundamentals

3.1 The Scope of Supervision of SEC

For the United States, until the Great Crash of 1929, the regulation of securities was

undertaken at the State level. With the New Deal legislation, the Securities Act was

adopted in 1933 to impose transparency obligations onto issuers. The Securities

Exchange Act of 1934 extended such obligations to the secondary market, and

established SEC to supervise it.29 This institution had to regulate and supervise

brokers, dealers, clearing houses, and numerous self-regulatory organisations.

The centralised federal supervision consists of another independent authority

alongside SEC. The Commodity Exchange Act of 1974 created the Commodity

Futures Trading Commission (CFTC), in order to regulate and supervise the

futures, options, and derivatives markets. Several tensions have arisen between

SEC and CFTC, especially for instruments under the CFTC regulation whose

underlying security was within the ambit of SEC.

The mission of SEC is to protect investors, maintain fair, orderly, and efficient

markets, and facilitate capital formation. SEC has a rather broad scope of oversight

and aims at promoting the disclosure of important market-related information,

maintaining fair dealing, and protecting against fraud.30

29 Bismuth (2011), p. 78.
30 Securities and Exchange Commission (2014).
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Essentially, two categories of firms are under the jurisdiction of SEC: those that

sell securities to the public, and securities broker/dealers and other securities

markets intermediaries.31 Corporations have to comply with regulations on disclo-

sure that must be made when stock is initially sold and then on a continuing and

periodic basis. The revision by SEC concerns documents such as registration

statements for newly-offered securities, annual and quarterly filings, proxy mate-

rials sent to shareholders before an annual meeting, annual reports to shareholders,

documents concerning tender offers, filings related to mergers and acquisitions.32

Furthermore, other securities market participants are required to register with

SEC (or with one of the industry self-regulatory organizations that SEC oversees).

These include stock exchanges, securities brokerages (and numerous classes of

their personnel), mutual funds, investment advisers.33 As regards investment man-

agement, SEC supervises mutual funds and the professional fund managers who

advise them, analysts who research individual assets and asset classes, and invest-

ment advisers to individual customers.

The following example of SEC oversight is provided in the Sarbanes-Oxley Act

of 2002. It created the Public Company Accounting Oversight Board under SEC,

with the aim of overseeing auditors. Moreover, SEC oversees and regulates the

Financial Industry Regulatory Authority (FINRA), a securities self-regulatory

organization. Broker-dealers that do business with the public must be members of

FINRA, which in turn ensures frontline oversight over them.34

In addition, the Securities Investor Protection Corporation is also overseen by

SEC. This private, non-profit corporation insures the securities and cash in the

customer accounts of member brokerage firms against the failure of those firms.

As regards enforcement, SEC can commence investigations of securities law

violations, bring civil actions in federal court or as administrative proceedings

before an administrative law judge, and prosecute these cases.

In 2006, the US Congress enacted the Credit Rating Agency Reform Act, which

required SEC to adopt clear guidelines to determine which CRAs would qualify as a

Nationally Recognized Statistical Rating Organization (NRSRO).35 Every year,

SEC assesses the compliance with federal securities laws and Commission rules by

all registered NRSROs. Furthermore, SEC conducts special risk-targeted examina-

tions based on credit market issues and concerns and a follow up on tips, com-

plaints, and NRSRO self-reported incidents.

The CRA Reform Act established a uniform registration procedure for a CRA

seeking recognition as a NRSRO under the jurisdiction of SEC. An NRSRO may be

registered with SEC in connection with up to five classes of credit ratings: (1) finan-

cial institutions, brokers, or dealers, (2) insurance companies, (3) corporate issuers,

(4) issuers of asset-backed securities, and (5) issuers of government securities,

31Murphy (2013), p. 24.
32 Securities and Exchange Commission (2014).
33Murphy (2013), p. 25.
34 Schapiro (2010).
35 Chang (2014), p. 27.
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municipal securities, or securities issued by a foreign government. The information

that the CRA must submit on its rating methodology is less extensive than in the

EU. However, SEC possesses a residual power to require information that may be

necessary in the public interest.36

It has been argued that SEC is somehow confined to investigation and enforce-

ment based on perceived violations of the recordkeeping and reporting rules,

conflicts of interest and misuse of material non-public information by the CRA.37

Other provisions are intended to avoid conflicts of interest. The law stipulates

that if a former employee of an NRSRO is hired by an issuer, underwriter or sponsor

of a security rated by the NRSRO and the employee was involved in ‘determining

the credit ratings’ of such entities or their securities, the CRA must review its

ratings for any such entity or securities in which such employee participated during

the one-year period prior to the rating action to determine whether any conflicts

exist.38 SEC must make this information publicly available, and to this aim each

NRSRO has to report to SEC the names of certain former employees of the agency

who, within the previous 5 years, became an employee of any issuer, underwriter, or

sponsor of a security rated by such agency, and who participated in the rating

process during the 12 months prior to such employment, as required by Dodd-Frank

Wall Street Reform and Consumer Protection Act 2010, Section 932(a), 4.

3.2 The International Relations of SEC

SEC aims at promoting cooperation among national securities regulatory agencies,

and the maintenance of high regulatory standards worldwide. Its Office of Interna-

tional Affairs works to develop and implement the international regulatory and

enforcement initiatives of SEC. In particular, the Office negotiates bilateral and

multilateral agreements for Commission approval on regulatory cooperation and

enforcement assistance, and oversees the implementation of such arrangements. It

is also responsible for advancing the Commission’s agenda in international meet-

ings and organizations.

4 The ESMA-SEC Cooperation

4.1 The Antecedents

The very first instance of cooperation between SEC and the EU in financial markets

supervision can be traced back to 1991. The “Joint Statement on the Establishment

36Macneil (2014), p. 183.
37 Zukina (2012), p. 269.
38 Chang (2014), p. 29.
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of Improved Cooperation” of SEC and the then Commission of the European

Communities recognized the importance of cooperation between securities regula-

tory authorities on a bilateral and multilateral basis.39 The two authorities wished to

improve cooperation relating to the administration and enforcement of their respec-

tive securities laws. They intended to work together to promote efforts by SEC and

the national authorities of the European Community. The essential scope concerned

the exchange of information and the provision of mutual assistance, the cooperation

in maintaining the financial integrity of the participants in the securities markets,

and regular consultations on matters of mutual interest concerning the operation

and oversight of the securities markets.

The second step was taken in 2004, when the then newly-established Committee

of European Securities Regulators signed the Terms of Reference for Bilateral

Dialogues with SEC. These terms established the structure of the enhanced dia-

logue, and set out the agenda for the next years. The two objectives were to improve

the oversight of US and EU capital markets through increased communication

regarding regulatory risks, and to promote through timely discussion regulatory

convergence with regard to future securities regulation. The issues for discussion

identified were: market structure issues, future mutual fund regulation, develop-

ment of an effective infrastructure to support the use of International Financial

Reporting Standards, and CRAs. It is interesting to note that the latter element was

to become the subject of the first MoU several years later.

The 2006 Joint Work Plan further specified the Terms of Reference.40 Its main

focus was the application by internationally active companies of International

Financial Reporting Standards (IFRS) and US Generally Accepted Accounting

Principles (GAAP) in the US and the EU, respectively.

4.2 The 2012 MoU on the Supervision of Cross-Border
Regulated Entities

The “Memorandum of Understanding Concerning Consultation, Cooperation and

the Exchange of Information Related to the Supervision of Cross-Border Regulated

Entities”, concluded in 2012 might be considered a milestone of cooperation in this

context. Its focus is on mutual assistance in the supervision and oversight of certain

regulated entities that operate on a cross-border basis in the jurisdictions of both

SEC and ESMA. The areas of their respective regulatory mandates which are

specifically tackled are: investor protection, fostering market and financial integ-

rity, maintaining confidence in capital markets and reducing systemic risk.

39 Securities and Exchange Commission - European Commission (1991).
40 Securities and Exchange Commission - CESR (2006).
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4.2.1 Cross-Border Regulated Entities

According to Article 1(4) of the 2012MoU, a cross-border regulated entity is defined

as a regulated entity subject to regulation either by bothAuthorities (whether or not the

regulated entity is registered, recognized or exempted from registration by either

Authority), or by one Authority (where the regulated entity of that Authority is

controlled by a separate regulated entity subject to regulation by the other Authority).

4.2.2 Communication

The main means of communication is ongoing, informal, oral consultations (Article

2(9) of the 2012 MoU). The written exchange of non-public information is also

possible, where necessary. For more in-depth, ad hoc cooperation, specific pro-

visions are supplemented by the Annexes.

4.2.3 Legal Nature

As regards the legal nature of the text, Article 2(10) of the 2012 MoU stipulates that

“This MOU does not create any legally binding obligations, confer any rights, or

supersede domestic laws”. This shows that SEC prefers the format of a non-binding

MoU, in contrast to other European NCAs such as the Commission des opérations
de bourse, which prefer binding ones. The non-binding character helps to facilitate

the negotiation. Furthermore, the interpretation lies with the signing entities and not

courts.41

4.2.4 Denial of Cooperation

ESMA and SEC are committed to the fullest cooperation permissible under the law.

The cooperation however might be denied in three cases. Firstly, if the cooperation

would entail a violation of an authority’s relevant applicable laws or regulations.

Secondly, if the request for assistance is not made in accordance with the terms of

the MoU. Thirdly, for reasons of public interest—which provides a rather broad,

open-ended ground. However, when an authority refuses to cooperate, it must

provide the reasons for it.

4.2.5 Areas of Cooperation

Consultation is envisaged with respect to both general and particular topics.

Pursuant to Article 3(16) of the 2012 MoU, consultation might concern general

41 Conac (2002), p. 481.
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supervisory issues, including regulatory, oversight or other program developments,

issues relevant to the operations, activities, and regulation of cross-border regulated

entities, or any other areas of mutual supervisory interest.

The 2012 MoU identifies several areas of cooperation. They include the initial

application of a regulated entity or a cross-border regulated entity in one jurisdic-

tion for authorization, registration, recognition or exemption from registration in

the other jurisdiction, the ongoing oversight of a cross-border regulated entity, or

regulatory approvals or supervisory actions taken in relation to a cross-border

regulated entity by one Authority that may impact the operations of the entity in

the territory of the other Authority. Nevertheless, cooperation is not limited to such

circumstances.

4.2.6 On-Site Visits

The 2012 MoU aims at facilitating on-site visits so as to improve the effectiveness

of the oversight. When an authority wishes to effect a visit (or commission a third

party to effect a visit), it has to provide advance notice to the other authority, and

consult on the timeframe and scope. Prior to the visit, they will also share relevant

examination reports or compliance reviews on the entity. During the visit, ESMA

and SEC will assist each other in reviewing, interpreting and analysing the contents

of public and non-public books and records, and in obtaining information from

directors and senior management of the entity. Finally, joint on-site visits are also

possible.

4.2.7 Requests

For a request for consultation, cooperation or exchange of information, Article 5

(19) of the 2012 MoU requires the written form, to the extent possible. The request

should contain the information sought, a general description of the matter which is

the subject of the request and the supervisory, oversight or compliance purpose for

which the information is sought, the desired time period for reply and, where

appropriate, the urgency thereof. In case of an emergency situation, the request

can be made orally, with a subsequent written confirmation.

4.2.8 Enforcement

Once the information is obtained from the other authority thanks to the 2012 MoU,

it is to be used for supervisory purposes, and not for enforcement. However, if an

authority subsequently wishes to use the information for the latter purpose, it has to

obtain the other authority’s consent. Moreover, such use must be compatible with

the terms and conditions of existing arrangements for enforcement cooperation

between SEC and the relevant EU regulator.
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4.2.9 Confidentiality

The 2012 MoU provides also a confidentiality obligation. This concerns informa-

tion shared under the MOU, requests and their contents, and any other matters

arising under the MOU. The consent of the other authority must be obtained to

share this information.

If, however, an authority is required by law to share information obtained under

the MoU with other governmental entities in its jurisdiction, the MoU does not

prohibit it. It only requires a notification to the other authority, and the provision of

adequate assurances concerning the governmental entity’s use and confidential

treatment of the information. The confidentiality requirements will continue to be

observed even after termination of the MoU.

4.2.10 Termination

Article 9(30) of the 2012 MoU provides for the possibility of terminating the MoU.

This can be done by a written notice of an authority to the other. The requests

pending at that time will be fulfilled. The Annexes constitute part and parcel of the

MoU: if all of them are terminated, the MoU itself is also terminated.

4.2.11 Annex on CRAs

To date, the only Annex to the MoU concerns CRAs.42 Pursuant to Article 1(1) of

the Annex, as agencies that qualify are NRSROs as defined by US federal securities

laws, registered with and subject to oversight by SEC, for the US, and legal persons

whose occupation includes the issuing of credit ratings on a professional basis,

subject to registration with and oversight by ESMA, in the EU.

A cross-border CRA for the purposes of the Annex is an entity subject to

registration and oversight by both authorities. It also needs to feature in the list of

Appendix A of the MoU.

As regards the general cooperation between ESMA and SEC on CRA supervi-

sion, each of them has to use its best efforts to provide, without prior request, any

information that it considers is likely to be of assistance to the other authority.

Before, or immediately after, adopting several measures, information must be

offered to the other MoU signatory. This concerns in particular pending regulatory

changes that may have a significant impact on the operations or activities of a cross-

border CRA, any material event that could adversely impact a cross-border CRA

(e.g. known changes in the operating environment, operations, financial resources,

management, or systems and control of a cross-border CRA), enforcement or

regulatory actions or sanctions (including the revocation, suspension or

42On the current EU regulation of credit rating agencies, see Deipenbrock (2014a), pp. 5–11.
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modification of relevant licenses, authorizations or registration, concerning or

related to a cross-border CRA), the imposition of a temporary or permanent

suspension or prohibition of the use of a cross-border CRA’s ratings for regulatory
purposes.

If a CRA registered with one authority wishes to register with the other one, the

latter has to notify the former. The authority will provide all the information it

possesses with regard to the registered CRA: the information and documents in its

files related to registration, especially relating to the organization and rating

processes.

In cases related to a registration, or in other cases, a broad provision deals with

the exchange of information. Upon written request, the authority is to provide

assistance in obtaining information not otherwise available to the other authority.

The assistance also includes the interpretation of the information in order to assess

compliance with laws and regulations. The information to be exchanged can

include information relevant to the financial and operational conditions of a

cross-border CRA, relevant regulatory information and filings that a cross-border

CRA is required to submit to an Authority including, for example, interim and

annual financial statements, regulatory reports prepared by an Authority, including

examination reports, findings, or information drawn from such reports regarding

cross-border CRA.

The information exchanged on the basis of the Annex can be used only for the

purposes expressed in the request for assistance, including supervisory and over-

sight purposes, and ensuring compliance with the Authority’s laws and regulations

related to the request. In addition, the purpose can be within the general framework

of the use stated in the request for assistance, including conducting a civil or

administrative enforcement proceeding. Otherwise, the confidentiality and the use

of the information are regulated by the general provisions of the MoU.

Appendix 1 contains a list of cross-border CRAs, which is periodically updated.

The latest update is from 17 June 2013.

4.3 The 2013 AIFM Directive Memoranda

There is a second instance of cooperation between ESMA and SEC, albeit of a

different nature, which concerns AIFM. As seen above, the AIFM Directive allows

third-country managers to manage and market AIFs in the EU insofar as they

comply with the specific rules of the Directive. Amongst such rules there is a

requirement for a cooperation arrangement to be in place with the third country.

Such agreements are between the third country authority and each EU Member

State authority. However, the Directive confers on ESMA a prominent coordination

role, which the authority efficiently fulfilled.

On 23 July 2012 the Board of Supervisors of ESMA approved guidelines on the

model MoU concerning consultation, cooperation and the exchange of information

related to the supervision of AIFM Directive entities. It then negotiated with third
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country authorities the necessary arrangements that would allow EU authorities to

supervise the managers of AIFs established in those countries.

The negotiation with SEC raised an issue related to the interpretation of the

MoU. At the meeting of the Board of Supervisors of ESMA, the president of the

French Autorité des marchés financiers, Mr Gérard Rameix, underlined that the

interpretation of the MoU made by SEC is not compatible with the provisions

according to which the MoU cannot supersede national law. He also argued that “by

allowing the SEC to have direct access to European entities without certain

safeguards, the MoU would go beyond the IOSCO principles on supervisory

cooperation and against the principle of trust and reliance on each other”.43

The Commission (which participates without voting powers) reacted by

maintaining that only the EU had such far-reaching legislation on AIFM. Since

the Directive does not provide for an equivalence or substituted compliance regime,

national authorities need to have direct supervisory access in the relevant non-EU

country, including on-site visits.

This view seems to have been shared by all other members of the Board of

Supervisors of ESMA. Indeed, the Board approved the Memoranda of Understand-

ing under the AIFM Directive, and only the French representative opposed them. In

order to take account of the concerns expressed, it was decided to attach a side letter

to the MoUmentioning the status of the transposition of the AIFMDirective in each

of the EU Member States and clarifying that the MoU does not supersede national

law.44

However, the text available on the website of SEC does not contain any such side

letter. All MoU between SEC and the EU national authorities were concluded on

22 July 2013. The only exception concerned France, which concluded the MoU

several months later, on 12 February 2014. Such delay was probably due to the

concerns voiced at the ESMA meeting.

4.3.1 Preamble

The Preamble to the MoU notes the growing globalization of the world’s financial
markets and the increase in cross-border operations and activities of AIFM. It

expresses the objective of fulfilling each authority’s regulatory mandate, in partic-

ular in the areas of investor protection, fostering market and financial integrity, and

maintaining confidence and systemic stability. Finally, it specifies that it is an

agreement between SEC and the national authority, and not among EU national

authorities. It is noteworthy that the coordinating role of ESMA in the negotiations

of the MoU is not at all mentioned in the Preamble.

43 ESMA Board of Supervisors (2013), p. 3.
44 ESMA Board of Supervisors (2013), p. 3.
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4.3.2 Legal Nature

Contrary to the decision of the Board of Supervisors of ESMA, the MoU does not

mention the status of the transposition of the AIFM Directive in the EU Member

State. However, the MoU does explicitly state in Article 2(2) that it “does not create

any legally binding obligations, confer any rights, or supersede domestic laws”.

This second feature of the side letter envisaged by the Board of Supervisors of

ESMA is thus actually integrated into the MoU.

4.3.3 Communication

Pursuant to Article 2(1) of the MoU, the cooperation will take place mainly via

on-going, informal, oral consultations. Where necessary, the written exchange of

non-public information will also be facilitated.

4.3.4 Denial of Cooperation

With the MoU, the two authorities commit to providing each other with the fullest

cooperation permissible under the law in relation to the supervision and oversight of

the concerned entities. Like in the ESMA-SEC MoU on CRAs, Article 2(5) of the

MoU allows denying cooperation in three cases: Firstly, if the cooperation would

entail a violation of an authority’s domestic laws; secondly, if the request for

assistance is not made in accordance with the terms of the MoU; thirdly, on the

basis of the national public interest. Whilst in the CRAMoU the public interest was

not further defined, the addition of “national” would indicate that the interest must

relate to the State of the authority. However, it would be hard to imagine that an

EU-wide public interest would not also concern the authority’s Member State. In

contrast to the ESMA-SEC MoU, the AIFM MoU does not require an authority to

provide the reasons for a refusal to cooperate.

According to Article 2(6) of the AIFM MoU, domestic banking secrecy,

blocking laws or regulations cannot prevent an authority from cooperating with

the other. This also entails that they cannot be used as grounds for refusing to

cooperate with the other authority, thus providing a derogation from the grounds

listed in Article 2(5).

4.3.5 Areas of Cooperation

Article 3 of the AIFM MoU provides for close consultation between the two

authorities’ staff. This will cover general supervisory issues, including regulatory,

oversight or other program developments, issues relevant to the operations, activ-

ities, and regulation of covered entities, and any other areas of mutual supervisory
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interest. In particular, cooperation is envisaged for the initial application of a

covered entity for authorization, registration or exemption from registration in

another jurisdiction, the on-going oversight of a covered entity, and regulatory

approvals or supervisory actions taken in relation to a covered entity by one

authority that may impact the operations of the covered entity in the other

jurisdiction.

4.3.6 Enforcement

For the cooperation regarding enforcement, Article 3(2) of the AIFMMoU operates

a renvoi. It refers to the multilateral MoU under the auspices of the IOSCO,45 or,

where present, to a bilateral MoU between SEC and the authority of the EU

Member State.

In the template MoU featured in the ESMA Guidelines, however, enforcement

was one issue of regulatory concern the MoU should address. One entire provision,

Article 6, was devoted to “Cooperation on enforcement”. It envisaged assistance by

the local authority to enforce the AIFM Directive, its implementing measures or the

national legislation breached by a covered entity established in its jurisdiction. In

particular, such assistance obligation would arise in relation to the request to cease

practices contrary to the provisions adopted in the implementation of the Directive,

the freezing or the sequestration of assets of a fund, the temporary prohibition of

professional activity, the suspension of the issue, repurchase or redemption of units

or shares of a fund, or the imposition of sanctions on an entity. Such far-reaching

obligations have been left out in the final AIFM MoU with SEC, replaced by the

reference to the IOSCO or the bilateral MoU.

4.3.7 Exchange of Information

In the concluded AIFM MoU there is an obligation of notification to the other

authority if a known material event could adversely impact a covered entity, or in

case of enforcement or regulatory actions or sanctions (e.g. the revocation, suspen-

sion or modification of relevant licenses or registration or exemptions therefrom)

concerning or related to a covered entity. Such notification must be given where

reasonable and as soon as practicable, pursuant to Article 3(4) of the AIFM MoU.

Article 3(5) of the AIFMMoU provides for the exchange of information, beyond

informal consultations. On the basis of a written request, the authority will give

information not otherwise available to the other one and also assistance to interpret

such information. The provision contains a non-exhaustive list of information that

can be exchanged. This includes information to verify that the covered entities

comply with the relevant obligations and requirements of the national law of the

45 IOSCO (2002).
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authority, information relevant for monitoring and responding to the potential

implications of the activities of an individual covered entity or covered entities

collectively, for the stability of systemically relevant financial institutions and the

orderly functioning of markets, information relevant to the financial and operational

condition of an entity, relevant regulatory information and filings that a covered

entity is required to submit to an authority, regulatory reports prepared by an

authority (e.g. examination reports and findings).

Article 5 of the AIFM MoU provides for the execution of such requests for

assistance. It refers to Article 3(4), even though it clearly intends to refer to Article

3(5). The contents of the written request shall include the information sought

(i.e. specific questions and related sensitivity), a concise description of the facts

underlying the request, a description of the regulatory or supervisory interest in the

covered entity, and the supervisory purpose for which the information is sought,

including the applicable regulations and relevant provisions of supervision, the

desired time period for reply, and its urgency. In emergency situations the request

can be made orally and further confirmed in writing.

4.3.8 On-Site Visits

Cross-border on-site visits are one of the most important activities that need

cooperation between SEC and EU Member States’ authorities. Article 4 of the

AIFM MoU stipulates that, before the visit, the authorities will take into account

each other’s sovereignty, legal framework and statutory obligations. They will

facilitate access in order to increase the effectiveness of such activity. The authority

that wishes to perform a visit has to send an advance notice and consult the local

one as to the timeframe and scope. The local authority will decide whether its

officials will accompany the requesting authority’s staff, and will share any relevant
examination reports or compliance reviews on the concerned entity. The other

authority has to give “due and full consideration to the supervisory activities of

the local Authority and any information provided by it”. Joint inspections are also

possible.

Pursuant to Article 6 of the AIFM MoU, the information of a non-public nature

which is collected on the basis of the MoU is to be used only for the purpose of

supervising covered entities and seeking to ensure compliance with laws or regu-

lations. If an authority wishes to subsequently use this information for enforcement,

or if information relating to an enforcement investigation or action is necessary, the

MoU refers to the IOSCO MoU or the bilateral MoU between the SEC and the EU

Member State’s authority specifically dedicated to enforcement.

4.3.9 Confidentiality

Article 7 of the AIFMMoU provides for confidentiality requirements. Each author-

ity is under the obligation to keep confidential the information shared, the requests
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made and their contents, and any matters arising under the MoU. If a third party

requests non-public information that an authority has obtained on the basis of the

AIFM MoU, such authority has to notify the other and must assert all appropriate

legal exemptions or privileges with respect to such information. It must obtain the

requested authority’s prior consent in order to be able to share the information.

An authority might be demanded to share information with a governmental

entity—which means, for the US, the US Department of the Treasury, the US

Department of Justice, the US Board of Governors of the Federal Reserve System,

or the Financial Stability Oversight Council, and for the EU, the Ministry of

Finance, the Central Bank and any other national prudential authority in the

jurisdiction of the authority. In such cases, the requesting authority has to notify

the requested authority, and the latter must receive adequate assurances concerning

the governmental entity’s use and confidential treatment of the information, includ-

ing, as necessary, assurances that the information will not be shared with other

parties without getting the prior consent of the requested authority.

If an EU national authority has to share information with another EU national

authority, the ESMA or the ESRB, it has to notify SEC and indicate the purpose for

which the information is passed. SEC must also receive adequate assurances that

the terms of the AIFM MoU, including those terms regarding confidentiality and

onward sharing, will be respected by the receiving authority. In any case, the

sharing or disclosure of non-public information pursuant to the terms of the MoU

does not constitute a waiver of privilege or confidentiality of such information, as

provided by Article 7(6).

This profoundly differs from the guidelines produced by ESMA. The latter

contained Article 9 with “Special rules on onward sharing of information in the

EU internal market”. It provided for a derogation from the confidentiality rules of

communication of information from a national authority to EU competent author-

ities, the ESRB and ESMA, when this communication was required by the AIFM

Directive. Evidently, such exclusion was considered excessive by SEC, which

brought this communication in line with communication between the national

authority and governmental entities, with higher standards of protection of confi-

dentiality for SEC.

4.3.10 Termination and Transfer of Functions

The provision on the termination of the AIFMMoU is the only one that refers to the

coordinating role of ESMA. Indeed, ESMA is to coordinate the action of EU

authorities if they are to give written notice in order to terminate the AIFM MoU

with SEC.

Article 8(2) of the AIFM MoU stipulates that “Where the relevant functions of

an Authority are transferred or assigned to another Authority or entity, under law,

the terms of this MoU will apply to the successor Authority or entity performing

those relevant functions without the need for any further amendment to this MoU”.

This provision could be used in case the competence for supervising AIFM is
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transferred from national authorities up to the European level, to ESMA. Thus,

ESMA could immediately cooperate with SEC.

5 Conclusion

From this brief analysis, several conclusions can be drawn. Firstly, the scopes of

financial markets supervision conferred respectively on SEC and on ESMA are

rather different.

Secondly, both ESMA and SEC are promoting their international cooperation.

The prime example of supervisory cooperation between ESMA and SEC is their

2012 MoU. Its Annex on CRAs is of particular importance as it addresses a sector

where ESMA has direct supervision in the EU.

Another example of supervisory cooperation between ESMA and SEC concerns

the EU Directive on AIFM, where ESMA is taking a coordinating role. Thus,

ESMA drafted a MoU template and negotiated it with 46 non-EU regulators.

With SEC, each of the EU Member States’ authorities concluded the MoU between

2013 and 2014. Thus, we have a MoU formally concluded by SEC and Member

States’ regulators, but substantively drafted and negotiated by ESMA centrally.

ESMA might well be considered as promoting its international activities in areas

where it enjoys direct supervisory powers (e.g. CRAs) and those where it has a mere

coordinating role (e.g. AIFM). This way, ESMA might extend its supervisory reach

internationally and “become the EU ‘face’ of financial market supervision” regard-

less of the internal division of competences between the EU and its Members

States.46

References

Bismuth R (2011) La coopération internationale des autorités de régulation du secteur financier et

le droit international public. Bruylant, Brussels

Chang K-C J (2014) An optimal global regime for regulating credit rating agencies in the post

financial crisis era. From the perspective of the appropriate role of the rating agencies in the

capital market. In: Baetens F, Caiado J (eds) Frontiers of international economic law. Legal

tools to confront interdisciplinary challenges. Brill, Leiden

Conac P-H (2002) La régulation des marchés boursiers par la commission des opérations de bourse

(COB) et la securities and exchange commission (SEC). L.G.D.J., Paris

Deipenbrock G (2014a) After ‘CRA III’ - achievements and challenges from the legal perspective.

In: European Parliament, Directorate General for Internal Policies Policy Department A:

Economic and Scientific Policy, Study for the ECON Committee on Credit Rating Agencies

- Implementation of Legislation. European Parliament, Brussels

46Moloney (2014), p. 992.

190 G. Bianco



Deipenbrock G (2014b) Trying or failing better next time? - The European legal framework for

credit rating agencies after its second reform. Eur Bus Law Rev 25:207–225

ESMA Board of Supervisors (2012a) Summary of conclusions. ESMA/2012/BS/29. 21 February

2012. http://www.esma.europa.eu/system/files/2012-bs-29.pdf. Accessed 13 May 2015

ESMA Board of Supervisors (2012b) Summary of conclusions. ESMA/2012/BS/66. 19 June 2012.

http://www.esma.europa.eu/system/files/2012-bs-66.pdf. Accessed 13 May 2015

ESMA Board of Supervisors (2013) Summary of conclusions. ESMA/2013/BS/86. 4 July 2013.

http://www.esma.europa.eu/system/files/2013-bs-86_-_summary_of_conclusions_22_may_mee

ting.pdf. Accessed 13 May 2015

European Commission (2007) Review of the Lamfalussy Process. Strengthening Supervisory

Convergence (COM(2007) 727)

European Commission (2009) Communication on Driving European Recovery (COM (2009) 114)

High-Level Group on Financial Supervision in the EU (2009) Report (the DLG Report). http://ec.

europa.eu/finance/general-policy/docs/de_larosiere_report_en.pdf. Accessed 13 May 2015

IOSCO (2002) Multilateral memorandum of understanding concerning consultation and cooper-

ation and the exchange of information. May 2002 (version revised May 2012). http://www.

iosco.org/library/pubdocs/pdf/IOSCOPD386.pdf. Accessed 13 May 2015

Macneil I (2014) Credit rating agencies: regulation and financial stability. In: Cottier T, Lastra

RM, Tietje C (eds) The rule of law in monetary affairs. World trade forum. Cambridge

University Press, Cambridge, pp 178–203

Moloney N (2014) EU securities and financial markets regulation. Oxford University Press,

Oxford

Moloney N (2011) The European securities and markets authority and institutional design for the

EU financial market – a tale of two competences: part (2) rules in action. Eur Bus Org Law Rev

12:177–225

Murphy EV (2013) Who regulates whom and how? An overview of US financial regulatory policy

for banking and securities markets. Congressional Research Service Report. 28 May 2013.

http://fas.org/sgp/crs/misc/R43087.pdf. Accessed 13 May 2015

Schammo P (2012) EU day-to-day supervision or intervention-based supervision: which way

forward for the European System of Financial Supervision? Oxf J Leg Stud 32:771–797

Schapiro ML (2010) Oversight of the U.S. securities and exchange commission: evaluating present

reforms and future challenges: congressional testimony. 20 July 2010. http://www.sec.gov/

news/testimony/2010/ts072010mls.htm. Accessed 13 May 2015

Securities and Exchange Commission - CESR (2006) Work plan. 2 August 2006. http://www.sec.

gov/news/press/2006/2006-130.htm. Accessed 13 May 2015

Securities and Exchange Commission - European Commission (1991) Joint statement on the

establishment of improved cooperation. 23 September 1991. http://www.sec.gov/about/

offices/oia/oia_bilateral/european.pdf. Accessed 13 May 2015

Securities and Exchange Commission (2014) The investor’s advocate: how the SEC protects

investors, maintains market integrity, and facilitates capital formation. http://www.sec.gov/

about/whatwedo.shtml. Accessed 13 May 2015

Zukina J (2012) A step short of change: examining the recent regulation of credit rating agencies

and its shortcomings in a global market. J Bus Secur Law 13:259–287

Strengths and Weaknesses of the ESMA-SEC Supervisory Cooperation 191

http://www.sec.gov/about/whatwedo.shtml
http://www.sec.gov/about/whatwedo.shtml
http://www.sec.gov/about/offices/oia/oia_bilateral/european.pdf
http://www.sec.gov/about/offices/oia/oia_bilateral/european.pdf
http://www.sec.gov/news/press/2006/2006-130.htm
http://www.sec.gov/news/press/2006/2006-130.htm
http://www.sec.gov/news/testimony/2010/ts072010mls.htm
http://www.sec.gov/news/testimony/2010/ts072010mls.htm
http://fas.org/sgp/crs/misc/R43087.pdf
http://www.iosco.org/library/pubdocs/pdf/IOSCOPD386.pdf
http://www.iosco.org/library/pubdocs/pdf/IOSCOPD386.pdf
http://ec.europa.eu/finance/general-policy/docs/de_larosiere_report_en.pdf
http://ec.europa.eu/finance/general-policy/docs/de_larosiere_report_en.pdf
http://www.esma.europa.eu/system/files/2013-bs-86_-_summary_of_conclusions_22_may_meeting.pdf
http://www.esma.europa.eu/system/files/2013-bs-86_-_summary_of_conclusions_22_may_meeting.pdf
http://www.esma.europa.eu/system/files/2012-bs-66.pdf
http://www.esma.europa.eu/system/files/2012-bs-29.pdf


Sustainability Impact Assessment in ESAs

Marı́a Jesús Mu~noz-Torres and Juana Marı́a Rivera-Lirio

Abstract The Europe 2020 Strategy addresses three priorities: smart, sustainable

and inclusive growth. This strategy asks to develop a competitive economy based

on knowledge, innovation, high environmental management and performance, and

high-employment, with the purpose of delivering social and territorial cohesion. In

these challenging commitments, the European financial system has a trying role to

play. In fact, reforming the financial system has been regarded as a priority in the

European Union, and as a result, a new mechanism for European financial super-

vision has been developed.

After analysing the role of the European Supervisory Authorities (ESAs) in the

European System of Financial Supervision (ESFS), the objective of this paper is to

suggest an expert system based methodology to measure the impact assessment of

ESAs in terms of sustainability. This methodology expresses human expert knowl-

edge and experience by using inference rules, and allows us to put forward for

consideration a single sustainability index that aggregates economical, governance,

social and environmental performance indicators to an overall score.

Keywords European Supervisory Authorities • Sustainability Impact

Assessment • Expert Systems

1 Introduction

In the last years, due to the global financial crisis, revising the financial system has

been considered a preeminent concern in the European Union. From this concern, a

new European Financial Supervision framework has been developed. The

European system set up for the supervision of the financial sector comprises three

European Supervisory Authorities (ESAs): the European Securities and Markets
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Authorities (ESMA), the European Banking Authority (EBA), and the European

Insurance and Occupational Pensions Authority (EIOPA).

The general objective of these three authorities is to improve the performance of

the internal market by ensuring an appropriate, efficient and harmonized European

supervision. Moreover, as EU institutions, the ESAs ought to contribute to the

accomplishment of its strategic objectives. The EU primary, fundamental objec-

tives as stated in its constituent treaties combine economic, social and environmen-

tal considerations; and consequently, they refer to the triple bottom line of

development. According to the definition suggested by the widely known

Brundtland Report,1 sustainable development is the development that satisfies the

present necessities without jeopardizing the capability of the next generations to

provide for their own needs, and entails the achievement of economic development

while preserving the environment and bringing about increased social progress.

Therefore, the ESAs have to be consistent with the main parameters that steer the

policies of the EU under the umbrella of these objectives. In sustainable terms, after

the Lisbon Strategy was developed from 2000 to 2010, a new EU’s growth strategy
has been defined for the coming decade.

Along those lines, the Europe 2020 Strategy puts forward three priorities: smart,

sustainable, and inclusive growth. This asks for the development of a competitive

economy based on knowledge, innovation, high environmental management and

performance and high-employment to yield social and territorial cohesion.

The European financial system has a role of consequence to play in this context,

not only because a well-integrated financial system helps forward the smooth

implementation of monetary policies; but because any financial system should

contribute, as should the rest of economic system, to a more sustainable Europe.

There are many reasons for focusing in the financial system from a sustainable

perspective. Authors such as Čihák and Demirg€uç-Kunt (2013) support this thesis
and implicate the financial system in bridging the gap between policies and

fundamental objectives such as growth, the mitigation of poverty, and the access

to economic opportunities.

The general objectives mentioned by the European Commission in their Impact

Assessment report regarding the new European financial supervision framework,2

highlight the link between the financial system and sustainable development.

Among others, the European Commission points out that fostering the integration

of EU financial markets supports sustainable development as one of the general

objectives of the financial supervision reform.

Therefore, ESAs as prominent financial supervision institutions, cannot be

unaware of the challenge that involves sustainable development. In this paper a

basic premise is explicitly stated: financial systems in general, and ESAs in

particular, not only can generate positive impacts in terms of sustainability; they

1 The Brundtland Report, formally entitled Our Common Future, published by the World Com-

mission on Environment and Development in 1987.
2 See European Commission Staff Working Document, Accompanying document to the Commu-

nication from the Commission ‘European financial supervision’, Impact Assessment (2009) for

details.
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also have the responsibility to boost it. They are public institutions, managed with

public funds, with high potential impact in terms of social, economic, environmen-

tal and governance in the financial system participants’ performance.

However, are the ESAs performing according to EU’s smart, sustainable and

inclusive growth strategy? Are they being efficient and coherent enough for sus-

tainability? Since ESAs activity is submitted regularly to public scrutiny,3 what are

the main parameters defined for the evaluation of their management? The objective

of this paper is to furnish the knowledge on this topic, analysing the latest and the

leading theories, while suggesting an expert system assessment framework to

analyse ESAs impact in sustainability.

This paper is divided into four sections: The present introduction is followed by

a brief analysis of the latest findings in ESAs’ role in a European sustainable

financial system. Subsequently, the paper submits the design of the proposed

model for ESAs sustainability assessment and its application to the case of

ESMA. Finally, section four offers our conclusions.

2 The Role of ESAs in a European Sustainable Financial

System

Although there has been some interest in the sustainable development of financial

institutions as organizations (De la Cuesta et al. 2006; Stephens and Skinner 2013),

less is known about measuring the contribution of the financial system to sustain-

able development (Brunnhuber et al. 2005).

According to Brunnhuber et al. (2005), the contribution of the financial system

to sustainable development includes five key questions:

– Achieving a long term-perspective in contrast to the shareholder-value, which is
short-term sited

– Closing the income gap, which otherwise favours further military conflicts, and
a reduction of the average life expectances

– Covering the debt load of each economy by one generation, as it is not just to
burden further generations

– Tackling social issues, especially social care and unemployment
– Coping with the energy carrier (non-renewable vs. renewable) in order to offer a

long-lasting undepending resource

As we see it, after the 2008 financial crisis, some other questions have been

raised regarding to the financial system ability to achieve the goals of sustainability.

The lack of an efficient financial supervision has been stressed as a factor in the

origin and development of the current crisis; Caprio et al. (2008) were persuaded

that the main source of financial instability lies in ‘contradictory political and

3 See European Commission (2014) report On the Operation of the European Supervisory Author-
ities (ESAs) and the European System of Financial Supervision. COM 2014: 509 final.
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bureaucratic incentives that undermine the effectiveness of financial regulation and
supervision around the world’. Čihák and Demirg€uç-Kunt (2013) also remarked

that a key challenge for regulators and supervisors is to ‘better align private
incentives with public interest, without taxing or subsidizing private risk taking’.
As an answer to this challenge, the reform of financial supervision was placed on

the EU’s policy agenda (Begg 2012).

We are persuaded that there is a sixth key aspect that completes and provides an

appropriate environment to the above-mentioned financial system contributions to

sustainability. This sixth aspect could be defined as the need of effective financial
system supervision in order to support financial stability and to improve risk

management.

As Moshirian (2011) argues, the global financial crisis has provided the oppor-

tunity to the international and national financial institutions for measuring and

managing financial risks more effectively. The reform of the financial system has

been considered a priority in the European Union, and a new European financial

supervision mechanism is already being developed.

The European system devised for the supervision of the financial sector encom-

passes three supervisory authorities: The European Securities and Markets Author-

ities (ESMA), the European Banking Authority (EBA), and the European Insurance

and Occupational Pensions Authority (EIOPA). The system also comprises the

European Systemic Risk Board (ESRB) that operates in conjunction with the

European Central Bank, as well as the Joint Committee of the European Supervi-

sory Authorities, and the national supervisory authorities. The objective of the

authorities is to improve the operation of the internal market by ensuring an

appropriate, efficient and harmonized European supervision. Special attention has

been paid to support an appropriate risk management environment. In addition, the

Single Supervisory Mechanism (SSM) has officially entered into operation in

November 2014. It promotes a single rulebook approach for a prudential supervi-

sion of credit institutions in order to enhance the robustness of the euro area banking

system.4

This is the European background where the commitment to sustainability from

the financial system supervisor perspective has to be shaped and fully defined in

order to contribute to financial stability and to improve risk management. To

achieve these targets we suggest the development of ESAs’ Sustainable Assessment

Framework (ESAs-SAF).

The aspirations of any evaluation framework must be translated into measurable

and controllable variables to assess the achievement of those objectives. For ESAs-

SAF we consider the targets at three levels: EU objectives, objectives of the

European System of Supervision in general, and specific objectives of each of the

EU Supervisory Authorities (Fig. 1).

4 See the Guide to Banking Supervision published byEUCentral Bank (2014) and available at https://

www.bankingsupervision.europa.eu/ecb/pub/pdf/ssmguidebankingsupervision201411.en.pdf.
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Fig. 1 ESAs’ main goals (based on European Commission 2014, EBA’s web, EIOPA’s web,

ESMA’s web, and own work)
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The assessment of ESAs’ work by the EU Commission5 has been construed

according to these key aspects:

• Overall effectiveness and efficiency

• Regulatory role

• Supervisory role

• The ESAs’ activities in international matters

• Financial stability–monitoring and coordination role

• Consumer protection role

• Governance, internal organization of joint bodies and stakeholder groups

• Financing the ESAs

• Structure of the ESAs.

These nine parameters are associated either to external activities or to internal

management structures. However, they seem to be focused only on economic

aspects, and do not appear to bring about the completion or achievement of the

desired general objectives of the EU.

As a matter of fact, the European Parliament6 has already issued a report with

recommendations to improve the effectiveness and efficiency assessment of ESAs.

It recommends the integration of the financial markets contribution to economic

growth and job creation as explicit objectives in the ESAs’ policies and processes.

Considering the basic EU objectives reflected in the Treaty on European Union,

and the strategic objectives defined in the Europe 2020 Strategy related to smart,

sustainable and inclusive growth, we prompt to consideration a sustainable impact

assessment for ESA, as we move forward from the EU Commission assessment.

From a Public Administration (PA) perspective and Following Fox et al. (2002)

and Ward (2004), one of the general functions of public bodies that relates to

sustainability is to demonstrate. Ward (2004) considers that public authorities could

evidence leadership by stating sustainability principles and practices in their own

management policies. There is also another specific function for PA that fits

perfectly with nature and scope of ESAs: the mandate. This duty relates to the

establishment of a legal framework for the control of certain aspects of business

investment and operational policies. This function is directly related to the external

objectives and contributions of the ESAs as public institutions.

In this context, the objective of this paper is to introduce an expert system

assessment framework to analyse the impact of ESAs in terms of sustainability.

These models are meant to be an alternative solution to other impact assessment

methodologies; allowing for a single sustainability index that combines economi-

cal, governance, social or environmental performance indicators for an overall

score.

5 See the EU Commission ESAs’ assessment report On the operation of the European Supervisory
Authorities (ESAs) and the European System of Financial Supervision (ESFS) (2014) for details.
6 Specifically, the above-mentioned report is the Review of the New European System of Financial
Supervision published by the European Parliament (2013).
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3 Assessment for Sustainability in ESAs: The ESMA Case

Considering the wide range of duties and tasks assigned to ESAs by the reform of

the EU financial authorities, we focus our analysis and our assessment model for

development in one of the three authorities: the European Securities and Markets

Authority (ESMA). The ESMA was founded as an EU Authority, on 1 January

2011, and designed as an independent organization:

‘Whilst ESMA is independent, there is full accountability towards the European Parliament
where it will appear before the relevant Committee known as ECON, at their request for
formal hearings. Full accountability towards the Council of the European Union and
European Commission also exists. The Authority will therefore report on its activities
regularly at meetings but also through an Annual Report’.7

This status as an independent organization, set apart from the rest of European

Supervisory Authorities (ESAs), has persuaded us to devise a specific sustainability

assessment tool for it, with the aim of setting an efficient example for the securities

markets and financial institutions operating in them.

In a political context, as Adelle and Weiland (2012) remark: ‘policy assessment
seeks to inform decision-makers by predicting and evaluating the potential impacts
of policy options’. The literature around policy assessment usually concerns con-

cepts as regulatory impact assessment (Radaelli 2004), sustainability impact assess-

ment (Pope et al. 2004), or simply impact assessment (Podhora et al. 2013). Our

proposal is to develop a tool to measure impact assessment in a broad sense, taking

into account as many concerns as the information could provide from a sustainable

perspective.

In Europe, the European Commission established in 20028 an ex-ante policy

impact assessment to promote the quality and transparency of regulation. This IA

includes the consideration of economic, social and environmental impacts during

the evaluation process of a range of policy options.

The European Commission provides a set of economic, social and environmen-

tal impact areas (EC 2009) as basis on which to screen the different options. As

much as the EC has a comprehensive framework, the processes for its application

are based on the policy designers’ perception of the policy impact on sustainability.

Thus, would not it be regarded that any such policy—e.g. the creation of an ESA—

had any other impact but economic, there would not be any need to evaluate it from

a broad social or environmental perspective.

From our point of view, the ESAs policy designers did not take into account that

the impact of ESAs on sustainability is twofold: On the one hand ESAs have a

direct impact as organizations, and on the other hand they have a great impact that

7 Reproduced from ESMA’s web http://www.esma.europa.eu/page/esma-short. Accessed

30 Oct 2014.
8 European Commission (2002) Communication from the Commission on Impact Assessment.
COM 2002: 276 final.

Sustainability Impact Assessment in ESAs 199

http://www.esma.europa.eu/page/esma-short


stems from the very nature of the supervisory mechanisms and the policies

prompted by them.

3.1 ESMA Sustainability Impact Assessment

Considering the wide range of duties and tasks assigned to ESAs by the reform of

the EU financial authorities, we focus our analysis and assessment model develop-

ment in one of the three authorities, the European Securities and Markets Authority

(ESMA).

Today the integration of sustainability into the public institutions should address

two dominant directions:

• Environmental, Social and Governance (ESG) leading actions in internal orga-

nization operations

• Integration of sustainability in the objectives, policies and contributions of the

public institutions.

This external responsibility towards sustainable development is even more

important in the case of ESMA because, as this authority states in its webpage, it

contributes to safeguarding the stability of the European Union’s financial system
by ensuring the integrity, transparency, efficiency and orderly functioning of the

securities markets, as well as enhancing investor protection. Among its powers,

ESMA carries out policy work to prepare future legislation such as regulatory

technical standards and guidelines. The building of a single rulebook for EU

financial markets is highlighted in the ESMA Mission9 in order to;

• Ensure the consistent treatment of investors across the Union, enabling an

adequate level of protection of investors through effective regulation and

supervision.

• Promote equal conditions of competition for financial service providers, as well

as ensuring the effectiveness and cost efficiency of the supervision for the

supervised companies.

Succinctly, ESMA contributes to the regulation of financial services firms with a

pan-European reach, either through direct supervision or through the active

co-ordination of national supervisory activity.

Our methodological proposition is based upon an array of sustainable perfor-

mance indicators—i.e., economic, governance, social and environmental—that will

be applied to ESMA. Notwithstanding the focus on particular ESMA indicators, an

important trait of the methodology that we suggest is its flexibility and consequent

adaptability to the decision-makers’ needs and priorities. This flexibility allows for

9Highlighted in ESMA’s web http://www.esma.europa.eu/page/esma-short. Accessed

30 Oct 2014.

200 M.J. Mu~noz-Torres and J.M. Rivera-Lirio

http://www.esma.europa.eu/page/esma-short


new indicators and different weightings to be yielded by the decision-makers, not

only with a technical approach but also under political considerations. Thus, the

methodology could be easily adapted to assess the sustainable assessment of the rest

of ESAs, adapting the set of indicators and the different weightings to the specific

characteristics of the analysed supervision agency.

The integration of the needs and expectations of stakeholders in an organiza-

tion’s strategies and processes is a key question in terms of sustainability. A

sustainable organization accepts and manages its responsibility on the impacts its

activity makes, and regards every impact related to each stakeholder with eco-

nomic, social, environmental needs or interests. Consequently, sustainability, cor-

porate social responsibility (CSR) and stakeholder approach management, are

closely related, whether in public or private organizations. For that reason, sustain-

ability, CSR and stakeholder management tools that are meant to manage a

company’s economic, social and environmental performance, are very useful to

assess the performance of any organization that is conditioned by commitments of

sustainability. In addition, there are other standards and specific protocols for public

institutions and financial system regulators.

This consideration has already led to the development of a sustainability impact

assessment specifically designed for ESMA. Specifically, the following tools have

been taken into consideration and integrated (Fig. 2):

• The Common Assessment Framework (CAF), a European quality management

instrument developed for the public sector (EIPA 2013)

• Global Reporting Initiative sustainability reporting guidelines, in its G4 version

(GRI 2014), and its Sector Supplement for the public agency sector (pilot

version based on G3)

• European Commission Impact Assessment (EC 2009)

• The International Organization of Securities Commissions objectives and prin-

ciples of Securities Regulation (IOSCO 2011)

There are three major components in this framework, and significant relation-

ships between them, too:

• Organization’s governance, commitments and general policies

• Management structures, which translate the commitments and policies of the

organization into practice

• Results, in terms of ESG internal and external performance

3.1.1 Level 1: Organization’s Governance, Commitments and General

Policies

The governance structures of the organization have a key role to play in a sustain-

ability context. ESMA should be governed in accordance with the principles and

purposes for which it was created; taking into account its responsibility as financial

institution in the achievement of EU goals. At the top level of the sustainability
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assessment framework (SAF) suggested in this paper, we stress the relevance of a

sustainability-driven definition of the organization’s mission, vision, values and

policies.

At this level, the organizational principles, values and commitments, which

guide the activity of the organization, are to be analysed in the light of sustainabil-

ity. Even though ESMA is a public institution whose activities and functions are

defined by its founding texts and statutes, every single organization has both formal

and informal structures that guide its day-to-day activities. Mission or values

statements, the accession to public commitments, or the definition of codes of

conduct, act all as explicit tools that shape these basic organizational pillars.

Different studies use mission statements to establish the orientation of organi-

zations (Mu~noz et al. 2008), and consider that an effective mission statement is

essential for the development of strategies that address stakeholders’ interests.

‘ESMA’s mission is to enhance the protection of investors and promote stable and well-
functioning financial markets in the European Union (EU). As an independent institution,
ESMA achieves this aim by building a single rulebook for EU financial markets and

GOVERNANCE+POLICY

Management Structures

ESG Internal Performace

ESG external Performace

GOVERNANCE
(Eurostat Indicators

European Comision,
2014)

(GR14 + Pilot
Sectorial Guide)

(GR14 + Pilot
Sectorial Guide)

(GR14 + Pilot Sectorial
Guide)

ECONOMIC SOCIAL ENVIRONMENTAL

SUSTAINABLE
FINANCIAL

SYSTEM

ESAs Objectives

Contribution to EU policy

Mission, Vision and Values (Sustainable) 

IOSCO Principles

CAF

Stakeholder approach

ESMA Objectives

Fig. 2 The ESMA’s sustainability impact assessment framework. General outline proposed and

integrated tools
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ensuring its consistent application across the EU. ESMA contributes to the regulation of
financial services firms with a pan-European reach, either through direct supervision or
through the active co-ordination of national supervisory activity’.10

Moreover, a values statement reflects the organization’s identity and culture.

ESMA’s values10:
European: When carrying out its tasks, ESMA acts in the interest of the EU. The

organisation reflects the diversity of the EU
Independent: ESMA is independent from the European institutions, national authorities

and financial markets participants
Co-operative: ESMA forms, together with the national authorities, a European network

of financial markets supervisors. It co-operates with all relevant European bodies, includ-
ing the European Banking Authority (EBA), the European Insurance and Occupational
Pensions Authority (EIOPA) and the European Systemic Risk Board (ESRB), and with
regulators outside the EU

Accountable: ESMA’s decision-making is transparent and it deals with its stakeholders
in an open and inclusive manner. The organisation is accountable to the European
Parliament, European Council, European Commission and the wider public

Professional: ESMA strives for professional excellence by employing high-quality staff
with strong technical expertise, knowledge and experience of financial markets, and
through following sound practices and procedures

Effective: ESMA uses it resources efficiently in order to maximise its impact in investor
protection and promoting stable and functioning markets in the EU

Consequently, at the highest level of ESMA-SAF, we offer the evaluation

framework defined in Table 1.

3.1.2 Level 2: Organization’s Management Structures

Policies are translated into practice by the agency of management systems and the

way in which processes are implemented. These management systems and pro-

cesses have to be consistent with the political structure where the public institution

belongs and with its operating objectives. Table 2 describes the main features of the

suggested ESMA assessment.

3.1.3 Level 3: Results

A sustainable organization is one that has a good sustainability performance.

Sustainability performance is defined considering not only the organizational

results associated to internal performance, but also taking into account both direct

or indirect impacts, over the environment as a consequence of its activity—external

performance.

Table 3 summarises the main aspects that a sustainability impact assessment

should consider in a public financial institution.

10 See ESMA’s 2015 Work Programme for details.
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Table 1 Key questions related to organization’s governance, commitments and general policies

sustainability assessment (IOSCO 2011 and own work)

Main tool: IOSCO (2011), the objectives and

principles of securities regulation related to

regulators Others

Governance, com-

mitments and gen-

eral policies

1. Contribution to EU

policy: Has ESMA

been defined and

structured for contrib-

uting to EU economic,

social and environ-

mental objectives?

2. ESAs objectives:

Are ESMA’s policies
consistent with ESAs’
objectives?

3. ESMA objectives:

Are ESMA’s policies
consistent with

ESMA’s primary

objectives?

4. IOSCO principles:

Are ESMA’s policies
consistent with other

principles defined by

international

initiatives?

Principle Key question: Are

ESMA’s policies con-
sistent with other

principles defined by

international initia-

tives such us The

International Orga-

nization of Securities

Commissions?

Integration of EU

basic objectives

(EU Treaty)

Consideration of

EU strategic

objectives

(EU 2020 Strategy)

Stakeholders con-

sidered in the

organization mis-

sion and values

(Mu~noz
et al. 2008)

1. The responsibili-

ties of the Regulator

should be clear and

objectively stated.

– Are the regulator’s
responsibilities, pow-
ers and authority
clearly defined and
transparently set out,
preferably by law,
and in the case of
powers and authority,
enforceable?
– When more than
one domestic author-
ity is responsible for
securities regulation:

– Is substantially
the same type of con-
duct and product
generally subject to
consistent regulatory
requirements?

– Are responsible
authorities required
to cooperate and
communicate in areas
of shared responsibil-
ity?

– Are there
arrangements for
cooperation and
communication
between responsible
authorities through
appropriate channel?

2. The Regulator

should be operation-

ally independent and

accountable in the

exercise of its func-

tions and powers

– Does the securities
regulator have the
ability to operate on a
day-to-day basis
without:

– External political
interference?

(continued)
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Table 1 (continued)

Main tool: IOSCO (2011), the objectives and

principles of securities regulation related to

regulators Others

– Interference from
commercial or other
sectorial interests?
– Does the securities
regulator have a sta-
ble and continuous
source of funding suf-
ficient to meet its reg-
ulatory and
operational needs?
– Are the head and
governing board of
the regulator subject
to mechanisms
intended to protect
independence, such
as: procedures for
appointment; terms of
office; and criteria for
removal?
– With reference to
the system of
accountability for the
regulator’s use of its
powers and
resources:

– Is the regulator
accountable to the
legislature or another
government body on
an on-going basis?

– Is the regulator
required to be trans-
parent in its way of
operating and use of
resources and to
make public its
actions that affect
users of the market
and regulated enti-
ties, excluding confi-
dential or
commercially sensi-
tive information?

– Is the regulator’s
receipt and use of
funds subject to
review or audit?

(continued)
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Table 1 (continued)

Main tool: IOSCO (2011), the objectives and

principles of securities regulation related to

regulators Others

– Are there any means
for any natural or
legal person
adversely affected by
a regulator’s deci-
sions, or by the exer-
cise of administrative
authority, to ulti-
mately seek review in
Court?
– When accountabil-
ity is accomplished
through the govern-
ment or some other
external agency, is
confidential and com-
mercially sensitive
information subject to
appropriate safe-
guards to prevent any
inappropriate use or
disclosure?

3. The Regulator

should have adequate

powers, proper

resources and the

capacity to perform

its functions and

exercise its powers

– Are the powers and
authorities of the reg-
ulator enough, taking
into account the
nature of a jurisdic-
tion’s markets and a
full assessment of its
principles, to meet the
responsibilities of the
regulator(s) whom
they are assigned?
– Does the regulator
ensure that its staff
receives, adequate
on-going training?
– Does the regulator
have policies and
governance practices
to perform its func-
tions and exercise its
powers effectively?
– Does the regulator
play an active role in
promoting education
in the interest of the

(continued)
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Table 1 (continued)

Main tool: IOSCO (2011), the objectives and

principles of securities regulation related to

regulators Others

protection of
investors?

4. The Regulator

should adopt clear

and consistent regu-

latory processes

– Does the regulator:
– Have a process

for consultation with
the public, or a sec-
tion of the public,
including those who
may be affected by the
policy; ie,, by pub-
lishing proposed rules
for public comment,
disseminating expo-
sure drafts, or using
advisory committees
or informal contacts?

– Publicly disclose
and explain its poli-
cies—not including
enforcement and sur-
veillance policies—in
important operational
areas, by means such
as through interpre-
tations of regulatory
actions, setting of
standards, or the
issue of opinions stat-
ing the reasons for
regulatory actions?

– Publicly disclose
changes and the rea-
sons for them, in rules
or policies?

– Have in regard,
in the formulation of
policies, the costs of
compliance with
every regulation?

– Make all rules
and regulations
available to the pub-
lic?

– Make its
rulemaking proce-
dures readily avail-
able to the public?

(continued)
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Table 1 (continued)

Main tool: IOSCO (2011), the objectives and

principles of securities regulation related to

regulators Others

– In assessing proce-
dural fairness:

– Are there any
rules in place for
dealing with the reg-
ulator that are
intended to ensure
procedural fairness?

– Is the regulator
required to give rea-
sons in writing for its
decisions when they
concern the rights or
interests of others?

– Are all material
actions of the regula-
tor in the application
of its rules, subject to
review?

5. The staff of the

Regulator should

observe the highest

professional stan-

dards, including

appropriate stan-

dards of

confidentiality

Are the staff of the
regulator required to
observe legal
requirements or a
“Code of Conduct”
or other written guid-
ance, pertaining to:
– The avoidance of
conflicts of interest?
– Appropriate use of
information obtained
in the course of the
exercise of powers
and the discharge of
duties?
– Observance of
confidentiality and
secrecy provisions
and the protection of
personal data?
– Observance by staff
of procedural fairness
in performance of
their functions?

6. The Regulator

should have or con-

tribute to a process to

monitor, mitigate

and manage systemic

risk, appropriate to

its mandate

– Has the regulator or
does it contribute to a
regulatory process
(which may be
focused on the secu-
rities market or be
cross-sectorial) to

(continued)
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To clarify and make this tool accessible, we provide an example of a first

approach to the analysis (Table 4). In this analysis and regardless to the sustainable

aspects that could be introduced in a future work program of the ESMA, we

recommend activities for each of the different ESMA 2015 operational objectives.

3.2 Expert System Proposal

In this study we offer an expert system assessment framework to analyse ESAs

impacts in a sustainable context, paying special attention to the assessment of

ESMA. The methodological ground for this assessment framework has been

perfected by means of fuzzy logic theories.

Fuzzy logic is designed to solve problems in the same way that humans do: by

considering all available information and making the best possible decision given

the input. Since the theory of fuzzy sets developed by Zadeh (1965), Fuzzy

Inference System (FIS) is now a popular methodology for implementing fuzzy

logic: inputs, outputs and a model to map both. As Guillaume and Charnomordic

(2012) highlight, FIS are useful when data are not sufficient and expert knowledge

is required. Fuzzy Inference System is an appropriate methodology for assessing

the concept of sustainability due to the ability of fuzzy logic to represent uncertain

data from complex concepts that are difficult to quantify, emulating skilled humans;

Table 1 (continued)

Main tool: IOSCO (2011), the objectives and

principles of securities regulation related to

regulators Others

monitor, mitigate,
and appropriately
manage systemic
risks, according to the
complexity of the
Regulator’s market
consistent with its
mandate and author-
ity?
– Is there communi-
cation and informa-
tion sharing between
the regulator and
other domestic regu-
lators who have
responsibility for sys-
temic stability in
respect to efforts to
reduce systemic
risks?’
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and handling vague situations where traditional mathematics is ineffective (Phillis

and Andriantiatsaholiniaina 2012; Mu~noz et al. 2008; Rivera and Mu~noz 2009).
In a Mandani type FIS, inputs, quantified numbers (crisp values) are transformed

into linguistic variables (e.g. high-medium-low ESG performance) by means of

expert knowledge. This expert knowledge is used to design the so-called fuzzy

inference rules of the type IF-THEN (e.g. IF Governance, commitments and general

policies are classified as High consistency, Management Structures are High

Table 2 Key questions related to management structures’ sustainability assessment (CAF from

EIPA 2013 and own work)

Main tool: CAF (EIPA 2013) Assessment

Criterion 2, 3, 4 and 5

Management structures

ESMA’s functional objectives: investor pro-
tection, financial stability, and market

functioning

Does the organization. . .
Criterion 2: strategy and Planning
– Gather information on the present and future
needs of stakeholders as well as relevant
management information?
– Develop strategy and planning, taking into
account the gathered information?
– Communicate and implement strategy and
planning in the whole organization, and review
it on a regular basis?
– Plan, implement and review innovation and
change?
Criterion 3: people
–Plan, manage and improve human resources
transparently with regard to strategy and
planning?
– Identify, develop and use competencies of
people aligning individual and organizational
goals?
– Involve employees by developing open dia-
logue and empowerment, supporting their
well-being?
Criterion 4: partnerships and resources
– Develop and manage partnerships with rel-
evant organizations?
– Develop and implement partnerships with the
citizens/customers?
– Manage finances?
– Manage information and knowledge?
– Manage technology?
– Manage facilities?
Criterion 5: processes
– Identify, design, manage and innovate pro-
cesses on an on-going basis, involving the
stakeholders?
– Develop and deliver citizen/customer-
oriented services and products?
– Coordinate processes across the organiza-
tion and with other relevant organizations?
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stakeholder approach and Results are High ESG Performance, THEN ESMA

Sustainability Impact Assessment is considered as Top Sustainability Impact).

The previously obtained linguistic inputs become the fuzzy inputs for the inference

engine. Thus, following the application of IF-THEN rules, a fuzzy output is

obtained and expressed in linguistic terms (e.g. Top Sustainability Impact). Fol-

lowing a process of defuzzification, this translated output becomes a numerical

output, which varies from 0 to 1. Values close to 1 have associated positive

implications in terms of sustainability. Tables 1, 2 and 3 represent the core

indicators of the system. Figure 3 shows the inputs and outputs of the system, as

well as the definition of linguistic variables.

Table 3 Key questions related to results sustainability assessment (GRI 2010, 2014 and own

work)

Main tool: GRI 4þGRI public agencies

sectorial protocol (pilot version); Others

Results

ESG inter-

nal perfor-

mance

ESG exter-

nal

performance

Economic performance

Market presence, indirect economic impacts
and procurement practices
Expenditures:
– PA8. Gross expenditures broken down by
type of payment
– PA9. Gross expenditures broken down by
financial classification
– PA10. Capital expenditures by financial
classification
– PA11. Describe procurement policy of the
public agency as relates to sustainable
development
– PA12. Describe economic, environmental,
and social criteria that apply to expenditures
and financial commitments
Procurement:
– PA13. Describe linkages between the pub-
lic agency’s procurement practices and its
public policy priorities
– PA14. Percentage of the total value of
goods purchased that were registered with
voluntary environmental or social labels
and/or certification programs
Social performance

Labour practices and decent work, human
rights, society, and product responsibility
(Impact assessment of ESMA’s initiatives in
a sustainability framework)

Environmental performance

Materials, energy, water; biodiversity, emis-
sions, effluents and waste, products and ser-
vices, compliance, transport, supplier
environmental assessment, and environmen-
tal grievance mechanisms

Governance (Eurostat, EC

[2014])

Policy coherence and effective-
ness
– Regulatory role,
– Supervisory role
– The ESAs’ activities regarding
international matters,
– Financial stability–monitoring
and coordination role,
– Consumer protection role
Openness and participation
Governance, internal organiza-
tion joint bodies and stakeholder
groups
Level of citizens confidence in
EU institutions
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Table 4 Some examples for the integration of sustainability into ESMA operations (own work

based on ESMA’s 2015 work program)

Operational

objectives Selected activities

Examples of sustainable initiatives that could be

considered as a reference in the ESMA evaluation

framework

Convergence Accounting and

auditing

Consistency with the new non-financial information

disclosure directive (2014/95/UE)

Risk monitoring

and analysis

Financial market

surveillance

Integration of extra-financial variables in the ESMA

risk dashboard

Single rulebook Transparency and

prospectus

The promotion in the financial sector of best practices

in the area of corporate governance

Supervision Credit rating

agency

supervision

The definition of CRAs’ business model and the infor-

mation reported by CRA

How financial and extra-financial risk information is

reported and disseminated among external stakeholders

ESMA as an

organization

Organizational

support

Recruitment of quality staff and human resources

management

Elaboration of ESMA sustainability report

INPUTS

Governance, commitments and general policies (Table 1)

Management Structures (Table 2)

ESMA Sustainability
Impact Assessment

Results (Table 3)

1. Has ESMA been defined and structured for contributing to
EU economic, social and environmental abjectives?
2. ESAs Objectives: Are ESMA’s policies consistent with
ESAs’ objectives?
3. ESMA Objectives: Are ESMA’s policies consistent with
ESAs’ primary objectives?
– Low consistency
– Medium consistency
– High consistency

ESMA’s functional objectives: Investor protection,
Financial stability, Market functioning
– Low stakeholder approach
– Medium stakeholder approach
– High stakeholder approach

ESG Internal Performance
ESG External Performance

OUTPUTS

– Low ESG performance
– Medium ESG performance
– High ESG performance

– Poor Sustainability
   Impact
– Low Sustainability
   Impact
– Medium Sustainability
   Impact
– High Sustainability
   Impact
– Top Sustainability
   Impact

Fig. 3 Sustainability assessment framework. An outline
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4 Conclusions

The European financial system has a key role to play in the present situation, not

only because a well-integrated financial system would facilitate a swifter way out of

the current crisis, but also because it should contribute, as the rest of the economic

system, to a more sustainable Europe.

In this paper we suggest enhancing the contribution of the financial system to

sustainable development as proposed by Brunnhuber et al. (2005) with a sixth key

aspect that complements previous literature, propagating an appropriate environ-

ment for the contributions of the financial system to sustainability. This sixth aspect

could be defined as the necessity of effective financial system supervision to enhance
financial stability and to improve risk management.

This research also underlines that ESAs policy designers did not regard that their

impact on sustainability would be twofold: On the one hand, ESAs have a direct

impact as organizations while on the other hand they have a great impact that stems

from the own nature of the supervisory mechanisms and the policies prompted

by them.

Considering the basic EU objectives reflected in the Treaty on European Union

and the EU’s strategic objectives defined in Europe 2020 Strategy related to smart,

sustainable and inclusive growth, we prompt in this paper the consideration of a

particular sustainable impact assessment for ESAs that moves forward from the EU

Commission Assessment’ recommendations which are associated to external activ-

ities and internal management structures but seem to be focused just on economic

considerations and do not fulfil the broad objectives of the EU.

In order to cover this assessment gap, this paper approaches an assessment

framework that incorporates sustainability questions in the evaluation process.

For doing that we also consider the different tools commonly used for evaluating

public bodies—CAF and IOSCO—as well as other general sustainability assess-

ment tools such as GRI: G4, and its Sector Supplement for the public agency sector

(pilot version based on G3).

Our methodological proposition is based upon an array of sustainable perfor-

mance indicators—i.e., economic, governance, social and environmental—that will

be applied to ESMA. In spite of the focus on particular indicators for ESMA, an

important trait of the proposed methodology is its flexibility and consequent

adaptability, to the needs and priorities of decision-makers. This flexibility allows

for new indicators and different weightings to be yielded by the decision-makers,

not only with a technical approach but also under political considerations. Thus, this

methodology could be adapted to the sustainable assessment of the rest of ESAs,

adapting the set of indicators and the different weightings to the specific charac-

teristics of each analysed supervision agency.

Sustainability Impact Assessment in ESAs 213



References

Adelle C, Weiland S (2012) Policy assessment: the state of the art. Impact Assess Project

Appraisal 30:25–33

Begg I (2012) The EU’s response to the global financial crisis and sovereign debt crisis. Asia

Europe J 9:107–124

Brunnhuber S, Fink A, Kuhle JP (2005) The financial system matters: future perspectives and

scenarios for a sustainable future. Futures 37:317–332
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Selected Aspects of International Regulation

and Policy: Reforming International

Financial Regulation Along Macro-

Prudential Lines

Kern Alexander

Abstract This chapter analyses macro-prudential regulation from an international

perspective with particular focus on the role of the Financial Stability Board in

addressing macro-prudential financial risks. In doing so, it discusses how prudential

financial regulation has evolved from an almost exclusive focus on the micro-

prudential regulation of individual firms to a broader macro-prudential focus on

systemic risks across the financial system and broader economy. It discusses how

this change in regulatory focus has led to an institutional restructuring of interna-

tional financial regulation under the oversight of the FSB and the G20. The chapter

addresses other related issues in the macro-prudential regulatory debate, including

environmental and social risks that have attracted the attention of some national

financial regulators, but have yet to be adequately addressed by international

bodies, such as the Basel Committee and the FSB.

Keywords International Financial Regulation • Macroprudential Regulation •

Microprudential Regulation • Financial Stability Board • Basel Capital Accord •

Environmental and Social Risks

1 Introduction

The global financial crisis of 2007–2008 demonstrated serious weaknesses in global

financial governance and has led to comprehensive reforms of international finan-

cial regulation. The G20 and the Financial Stability Board1 have taken the lead

post-crisis with efforts to make international financial standard setting more
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1 The most recent embodiment of an international financial soft law institution is the Financial

Stability Board (FSB). The FSB consists of 26 member countries, the European Central Bank and

the International Monetary Fund. The representatives of FSB member countries are the same as
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accountable and legitimate by involving more countries in the standard setting

process and by making deliberations more transparent and reflecting the views of a

broader number of stakeholders. Moreover, the G20 initiated at the Pittsburgh

Heads of State Summit in September 2009 an extensive reform of international

financial regulation with the overall aim ‘to generate strong, sustainable and

balanced global growth.’ An important feature of the international regulatory

reforms has been the G20’s stated objective to make financial regulation more

‘macro-prudential’, that is, to address risks and vulnerabilities across the financial

system and broader economy that might threaten the stability of the financial

system—and hence imperil the stability and sustainability of the global economy.

Since the 1970s, increasing liberalisation of financial markets and cross-border

capital flows have brought more liquidity to financial markets during periods of

market confidence, but have proved to be a channel for contagion during periods of

fragility and crisis. These cross-border linkages between national financial systems

have led to the emergence of a globalised financial market in banking, wholesale

securities, and asset management. Indeed, the move from segmented national finan-

cial systems to a liberalised and globalised financial system has posed immense

challenges to financial regulators and supervisors, including the need to adopt more

effective regulation and supervision across financial systems and to enhance coordi-

nation between states in supervising on a cross-border basis and internationally.

The crisis demonstrates the need to adopt a more holistic approach to financial

regulation and supervision that involves linking micro-prudential supervision of indi-

vidual institutions with broader oversight of the financial system and macroeconomic

policy. This chapter argues that the ‘macro-prudential’ dimension of financial regula-

tion will have important implications for the restructuring of international financial

regulation and will require more accountability and legitimacy in the international

financial standard setting process. The chapter considers the post-crisis international

regulatory reforms and whether they adequately address regulatory weaknesses and

financial sector risks. The chapter then argues that, although international reforms

have addressed the interests of wider stakeholder groups through macro-prudential

regulation, more should be done to address the growing risks associated with envi-

ronmental risks and social sustainability and their effects on financial stability.

2 The Crisis and the Rise of the G20

The global financial crisis that began in 2007 and intensified in 2008 with the

collapse of Lehman Brothers bank and which resulted in the largest global eco-

nomic slowdown since the 1930s has demonstrated serious weaknesses in global

financial governance. Financial markets in the United States and many developed

countries had moved away from a bank-based model of finance to a wholesale

that of the Basel Committee. http://www.financialstabilityboard.org/about/overview.htm. Last

accessed on 15 January 2012.
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capital market model of finance which had brought diversification and increased

liquidity to financial markets, but also had introduced systemic risks to the financial

system which regulators had failed to identify and control. Specific types of

financial innovation—such as securitization and credit default swaps—that began

in the early 1990s partially in response to new regulatory requirements such as

Basel I changed the nature of financial risk-taking and created new forms of

systemic risks undetected by regulators.

The global financial crisis of 2007–2008 was the result of the accumulation and

intensification of systemic risks in the securitization and derivatives markets and

the under-capitalization of the banking sector. The crisis triggered intense efforts

internationally, nationally, and regionally (ie., European Union) to enhance the

monitoring of system-wide financial risks and to increase the links between macro-

and micro-prudential oversight, supervision and regulation.2 The international

response has included the widening of the international forum in which world-

wide economic and financial policy issues are discussed from G8, the group of eight

leading industrialized countries, to G20 in 2008. The transition from G8 to

G20/FSB is of great importance because the financial crisis and the international

response to it were the dominant topics at all G20 meetings of 2008 through 2010,

notably those in London (2009), Pittsburgh (2009) and Seoul (2010). And it was

indeed the decisions taken by the assembled heads of state of the G20 which kick-

started many of the responses by national and supra-national bodies in the European

Union to the crisis that are discussed in this section.3

Since the crisis, the focus of prudential financial regulation has expanded from a

primary focus on micro-prudential regulation and supervision—the regulation of

individual banks and financial firms—to a broader focus that monitors risks across

the financial system as they relate to the broader economy. This is called macro-

prudential regulation. The redesign of international financial regulation—both insti-

tutionally and substantively—along macro-prudential lines is the major regulatory

challenge posed by the financial crisis. It is incumbent on national regulators and

central bankers to strike the right balance between micro-prudential regulation and

supervision and macro-prudential supervisory and regulatory controls to enhance

the resilience of national and global financial systems against systemic risks.4

2 The European Union response to the crisis included fundamental changes to the institutional

structure of EU financial regulation and supervision and the adoption of a single EU ‘rulebook’ for
financial regulation that would be overseen by the three newly created European Supervisory

Authorities—the European Banking Authority, European Securities and Markets Authority, and

European Insurance and Occupational Pension Authority—along with further institutional reforms

related to the European Banking Union, including the European Central Bank’s power to supervise
banks in the euro area. See Alexander (2014c), pp. 417–432.
3 For instance, European Union authorities regularly refer to commitments made at the G20

meetings as the rationale for adopting institutional and regulatory reforms considered necessary

to avoid—or mitigate the effects of—a future financial crisis. See discussion of EU institutional

reforms in Alexander (2014a), pp. 107–135.
4 At the national level, most countries reacted unilaterally to the crisis by adjusting their financial

regulatory rules and supervisory practices and in the case of the United Kingdom changing the

institutional structure of financial regulation. See Alexander, above n. 2, pp. 115–16.
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Accordingly, the overriding theme of the international financial reform initiatives

(eg., the G20, the Financial Stability Board and Basel Committee) that began with

the G20 Summits in Washington DC in November 2008 and London in April 20095

has been how to devise effective regulatory frameworks that durably link micro-

prudential supervision with broader macro-prudential systemic risk concerns G20

Head of State Summit Declaration (Toronto, Jun 2010); G20 Head of State Summit:

Final Declaration (Cannes, Nov. 2011). This has required an expanded regulatory

focus that includes both a micro-prudential to macro-prudential framework for

financial regulation.

The focus on macro-prudential regulation has involved, for example, devising

regulatory standards to measure and limit leverage levels in the financial system

and to require financial institutions to have enhanced liquidity reserves against

short-term wholesale funding exposures. Macro-prudential regulation will also

involve capital regulation that is counter-cyclical—requiring banks to hold more

regulatory capital during good times and permitting them to hold less than what

would be usually required during bad times. Counter-cyclical capital requirements

would link capital charges to points in the macro-economic and business cycle. For

example, this would involve dividend restriction policies during a crisis or reces-

sion so that banks will lend more.6 This will necessarily involve banks using more

forward-looking provisions based on expected losses. Moreover, a more effective

macro-prudential capital regime requires enhanced quality and transparency of tier

one capital that allow shareholders to absorb losses more readily and to impose

losses on certain creditors and bondholders before a bank becomes insolvent.

3 International Regulatory Reform and the Financial

Stability Board

The Financial Stability Board7 (FSB) is the international body that has been

given the responsibility by the G20 to develop international financial standards

that control systemic risk and provide more effective oversight of the global

5 See G20 Head of State Summit (Washington, Nov 2008) Washington Action Plan and the

London & Pittsburgh Summit Statements on strengthening the financial system reaffirm the policy

recommendations of the Financial Stability Forum’s (FSF) April 2008 and 2009 Reports that

provided a roadmap on financial supervision and regulation, and set forth principles for a more

robust supervisory and regulatory framework based on new rules not only for financial institutions

but also other actors, markets and supervisors.
6 The Basel Committee has introduced a framework for national authorities to consider how to

implement counter-cyclical capital buffers. The Committee is reviewing the appropriate set of

macro-economic indicators (eg, credit variables) and micro-indicators (banks’ earnings) to deter-

mine how and when counter-cyclical regulatory charges and buffers should be imposed.
7 The Financial Stability Board is an institutional continuation of the Financial Stability Forum

(FSF) and has continued more or less to follow similar financial policies and regulatory approaches

that are market-based and sensitive to the needs of the major international banks.
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financial system.8 The FSB was created at the G20 London Summit in 2009 and was

later established by the G20 in the Cannes 2010 Summit Communique that stated

that the Financial Stability Board will have ‘legal personality’. By investing the

FSB with legal personality, the international financial standard setting could dra-

matically change in the future by moving away from the present soft law system to

more legally binding international standards. The Cannes Communique also pro-

vided for enhanced G20’s/FSB’s coordination with the International Monetary

Fund on macro-prudential financial regulation and oversight of the global financial

system. This raises important issues regarding the binding nature of G20/IMF

macro-economic policy regulatory objectives and their decision-making and stan-

dard setting processes.

The FSB has adopted twelve key standards for sound financial systems, all of

which are legally non-binding soft law but nevertheless are expected to be incor-

porated into the national regulatory regimes of all countries.9 Since its establish-

ment, the FSB has been addressing a diverse range of regulatory issues.10 For

example, it has taken some of the work of the Financial Stability Forum forward

by overseeing reviews of the system of supervisory colleges to monitor each of the

largest international financial services firms.11 It has developed guidance notes and

draft bank recovery and resolution plans to assist with its advice to national

authorities for implementing the FSB Principles for Cross-Border Cooperation on

Crisis Management.12 It has established Principles for Sound Compensation Prac-

tices,13 and has coordinated with other international financial bodies such as the

International Organization of Securities Commissions (‘IOSCO’) to develop a

consistent regulatory framework for the oversight of hedge funds.14 It is also

8 The FSB was formally created in April 2009 by the G20 Heads of State, See G20, ‘London
Statement’ (2 April 2009) para. 15. The G20 Washington Action Plan and the London &

Pittsburgh Summit Statements on strengthening the financial system reaffirm the policy recom-

mendations of the Financial Stability Forum’s (FSF) April 2008 and 2009 Reports that provided a
roadmap on financial supervision and regulation, and set forth principles for a more robust

supervisory and regulatory framework based on new rules not only for financial institutions but

also other actors, markets and supervisors.
9 The list is published at http://www.financialstabilityboard.org/cos/key_standards.htm.
10 Initially, the FSB addressed the significant regulatory gaps in overseeing the failure of banks

with cross-border establishments and operations by introducing resolution principles in late 2009

that aimed primarily at mitigating the systemic risks associated with bank failures. Also, banks

were required under Basel III to “move expeditiously” to raise the level and quality of capital, but

in a manner that “promotes stability of national banking systems”.
11 See G-20/FSB protocol to establish colleges of supervisors for all major cross-border financial

institutions.; Reports of the Financial Stability Board to G20 Finance Ministers and Governors,

Overview of Progress in Implementing the London Summit Recommendations for Strengthening

Financial Stability (FSB September Report 2009), pp. 2–3 and (FSB November Report 2009),

p. 13. Other FSB initiatives include its principles for cross-border cooperation on crisis manage-

ment (2009). The Basel Committee and FSB have also established a task force to review the

practices of colleges.
12 FSB November Report, p. 14.
13 FSB Principles for Sound Compensation Practices: Implementation Standards (September 2009).
14 FSB November 2009 Report, pp. 11–12.
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overseeing the emergence of national and regional frameworks for the registration,

regulation and oversight of credit rating agencies and encouraging countries to engage

in bilateral dialogues to resolve home-host country issues, involving inconsistencies

and disagreements that may arise because of different regulatory approaches.

To enhance the legitimacy of the FSB standard setting, the G20 and FSB

increased their membership to include 12 additional member countries compared

to the previous membership of the Financial Stability Forum and the G10 standard

setting committees.15 The additional membership includes large developing and

emerging market countries, such as China, South Africa, India and Brazil. The FSB

is responsible for the design and implementation of macro-prudential oversight and

regulation at the international level but leaves practical policy and legal issues

involving the implementation of macro-prudential standards to national authorities.

Regarding the Basel Committee, when the crisis hit, it started almost immedi-

ately to work on a fundamental overhaul of its former international capital rules

known as Basel II by adopting stricter capital and liquidity requirements and

governance standards as part of the Basel III agreement. The G20 London Summit

communiqué put the work of the Basel Committee under the oversight of the

Financial Stability Board, a post-crisis version of the former Financial Stability

Forum. However, as so much discretion is left to national authorities to determine

the contours of macro-prudential regulation, the Financial Stability Board has not

yet demonstrated that it is fully ensuring that national authorities adopt international

macro-prudential principles in a meaningful way. Moreover, although the FSB has

been engaged with micro-prudential reform issues, such as increased capital

requirements under Basel III, its efforts so far do not inspire confidence that more

adequate macro-prudential measures are being adopted at the international level.

4 Financial Stability Board and International Monetary

Fund Coordination

The FSB is part of a new drive to devise more effective international regulatory

frameworks that durably link micro-prudential supervision with broader macro-

prudential systemic concerns.16 Indeed, a major shift in regulatory focus is

15 The FSB consists of representatives from the central banks and national supervisory authorities

of the following countries: Argentina, Australia, Brazil, Canada, China, France, Germany, Hong

Kong SAR, India, Indonesia, Italy, Japan, Korea, Mexico, Netherlands, Russia, Saudi Arabia,

Singapore, South Africa, Spain, Switzerland, Turkey, United Kingdom, United States, and

non-state representatives including the European Central Bank, International Financial Institu-

tions, International Standard-setting bodies, and Committees of Central Bank Experts. See Finan-

cial Stability Board, Press Release, Annex (9 January 2010).
16Micro-prudential supervision focuses mainly on the solvency and risk management practices of

individual financial institutions, depositor protection and protecting bank investors. In contrast,

macro-prudential supervision involves assessing the aggregate risks developing in the financial
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occurring from micro-prudential to macro-prudential regulation. The focus on

macro-prudential regulation involves, among other things, devising regulatory

standards to measure and limit leverage levels in the financial system as a whole,

requiring financial institutions to have enhanced liquidity reserves against short-

term wholesale funding exposures, and, more generally, counter-cyclical capital

regulation whereby capital requirements are linked to points in the macro-economic

and business cycle. This move to a more macro-prudential regulatory regime has

led the FSB to work more closely with the International Monetary Fund (IMF). The

FSB-IMF have undertaken collaborative early warning exercises to strengthen

assessments of systemic risks and to identify possible regulatory controls and

supervisory practices as a response to the changing face of systemic risk in financial

markets.17 These exercises are aimed at providing policymakers with policy options

and, as such, they add to the data-gathering, analysis and evaluation work and

information-sharing activity that the IMF already conducts with a view to

preventing crises by identifying policies to control macro-economic and systemic

risks.18 It is argued that the combination of the IMF’s macro financial expertise with

the FSB’s regulatory perspective will provide an important link between the micro-

prudential regulatory perspective and the macro-prudential supervisory perspec-

tive.19 These exercises are expected to be incorporated into the IMF’s surveillance
activities and this could serve as a way by which findings and policy recommen-

dations may acquire more concrete effect.

The success of the FSB/IMF collaboration in macro-prudential regulation raises

concerns about the effectiveness, accountability and legitimacy of its standards and

recommendations. For instance, Lord King of Lothbury, former Governor of the

Bank of England, has raised important questions regarding the accountability and

legitimacy of FSB standards for countries not represented in the G20. He observed

that “the legitimacy and leadership of the G20 would be enhanced if it were seen as

representing views of others countries too”.20 Close collaboration between the FSB

and the IMF is a step towards addressing this concern. However, the involvement of

the IMF does not address fully the existing weaknesses in the international financial

architecture because the IMF itself has been subject to extensive criticism on

legitimacy and democratic accountability grounds, most recently because of its

allocation of Special Drawing Rights and the related allocation of weighted voting

rights to its member states. Also, the appointment of Christine Lagarde—the former

system, the financial system infrastructure, and the linkages between financial institutions and

markets and the risks of common shocks in the financial system. See Trichet (2009).
17 IMF-FSB Early Warning Exercise (IMF Factsheet, 2009).
18 The IMF’s Global Financial Stability Reports and World Economic Outlook Reports are its

“flagship” global surveillance publications.
19 IMF, Initial Lessons of the Crisis for the Global Architecture and the IMF (IMF Strategy, Policy

and Review Dept, 2009). Available at: http://www.imf.org/external/np/pp/eng/2009/021809.pdf.

Last accessed on 28 August 2015.
20 See King (2010), p. 8.
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French Finance Minister—in 2013 as Managing Director perpetuated the image

that the IMF is governed by and for the interests of the G10 advanced economies.

The IMF’s Executive Board should therefore develop a new multilateral mandate

that recognizes the importance of it adopting internal governance reforms to

enhance its accountability and legitimacy and to re-orient its financial policy advice

towards a more holistic approach to financial regulation that takes account of

macro-prudential risks and the differential impact of regulatory structures on

different financial systems and economies.

5 Reforming and Restructuring Financial Supervision

In addition, to enhance prudential oversight of cross-border financial groups, the

FSB has encouraged host state supervisors to participate voluntarily in supervisory

colleges to oversee the cross-border operations of financial groups. The main

function of colleges will be to exchange information between supervisors, coordi-

nate communication between supervisors of the financial group, voluntary sharing

and/or delegation of tasks, joint decision on model validation (eg., Basel II/III). The

colleges will also be involved in joint risk assessment and joint decision on the

adequacy of risk-based capital requirements. The planning and coordination of

supervisory activities for the financial group and in preparation of and during

emergency situations (ie., crisis management).

The use of supervisory colleges is expected to modify the existing principle of

home country control with limited host country intervention of a bank’s cross-

border operations by recognising that host state authorities should play a greater

role in approving the risk models and engaging in other supervisory practices of

cross-border banking groups. This is a departure from existing principles of home–

host coordination under the Basel Concordat which places most of the responsibil-

ity for supervising the cross-border operations of a banking group with the group’s
home country supervisory authority.21 For example, the global banking group’s risk
models are ordinarily assessed and approved by the home country supervisory

authority and applied on a global basis without much adjustment by host country

authorities in whose jurisdiction the bank operates. By contrast, international and

European regulatory regimes should focus on equipping host country regulatory

authorities with greater powers to implement macro-prudential tools to control

excessive risk-taking by global banking groups. For instance, national regulatory

authorities should require cross-border banking groups to maintain subsidiaries in

21 Essentially, Basel II and Basel III are based on a home country regulatory control model that

encourages cross-border banks to adopt centralised risk models based on data calculated and

assessed by risk managers at the level of the banking group to be applied (without much

adjustment) on a global basis for measuring and managing the banking group’s risk-taking. See
discussion in Alexander et al. (2006), pp. 27–38.
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every jurisdiction where they have significant operations and to hold minimum

capital in these subsidiaries. This would have the effect of subjecting the global

bank’s risk management practice to a local assessment by the host supervisor. The

assessment would require the bank to show how its local operations are holding

adequate capital and liquidity that are appropriate for the host country’s macro-

prudential objectives. This would result in global banking groups moving away

from a centralised approach to risk management at the global level to a

decentralised approach for measuring and managing risks at the national or host

state levels. This would have important implications for Basel III’s present

approach to cross-border supervision that encourages and rewards global banking

groups with more favourable capital and liquidity requirements for centralising and

consolidating risk management and measurement in the jurisdiction (or few juris-

dictions) where the banking group is based. Moreover, increased host country

authority in supervising cross-border banking militates against the principle of

home country supervisory oversight contained in the Basel Concordat and the

Basel III principles of home-host country control. Although not legally binding,

these principles support limiting a host country supervisory authority’s discretion to
apply prudential regulatory controls to a foreign bank’s operations in the host

country.

In contrast, macro-prudential regulation will necessarily involve host countries

in playing a more proactive role in prudential supervision because the design of

macro-prudential regulation must fit the particular attributes of the local economy

where the banking group operates. There is no one size fits all macro-prudential

regulatory approach. Moreover, macro-prudential regulation is not well defined in

practice and there needs to be a period of experimentation by national authorities

before tested approaches are adopted by international standard setters. Countries

must be given discretion to experiment with different macro-prudential tools whose

effectiveness will vary from country to country based on differences in economic

and financial systems. This means that bank capital management should be

decentralised from the group level and based on diverse approaches across coun-

tries and different economies. This would give host country authorities a wider

array of regulatory tools to address the particular risks that different banking groups

and conglomerates pose to their financial system. This would be an important step

in creating incentives for bank management to take more efficient financial risks

that promote more sustainable economic growth for the country or region in

question. Effective macro-prudential regulation therefore will require that host

countries intervene and challenge risk management and measurement models that

global banks use and which have been approved by their home regulatory author-

ities, but which may be inappropriate in a macro-prudential regulatory sense for

some host countries. Moreover, regulators working through IOSCO and the FSB

will have agreed a consistent regulatory framework for hedge funds oversight; and

there will be adopted consistent frameworks for registration, regulation and over-

sight of credit rating agencies for consideration by national legislatures.
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6 Other Aspects of International Regulatory Reforms

The crisis has led to significant changes in regulatory standards, stricter supervisory

practices, and institutional restructuring of financial regulation. Nevertheless,

weaknesses remain. Basel III continues to allow global banking groups to use

risk-weighted internal models to calculate credit, market, and liquidity risks that

rely on historic data and risk parameters that are based on individual bank risk

exposures and not on systemic risk across the financial system.22 Although Basel III

contains higher core tier one and tier one capital requirements, liquidity require-

ments and a leverage ratio, it remains essentially dependent on risk-weighted

models that were proven to be unreliable prior to the crisis because of their

disproportionate focus on risk management at the level of the individual firm,

whilst not taking into account macro-prudential risks across banking institutions

and markets.

Other parts of Basel III, however, are being utilised to enhance both micro-

prudential supervision and macro-prudential supervision. For instance, the pillar

2 supervisory review has been enhanced with the supervisory review enhancement

process (SREP) that includes separate assessments of bank capital and governance.

The SREP can be utilised to forecast the bank’s exposure to systemic risks and

related macro-prudential risks. The SREP is also designed to address bank corpo-

rate governance and risk management. The corporate governance dimension of

Pillar 2 is important for assessing the effect of Basel III on broader stakeholders

who are affected by the regulation and supervision of banks. Enhanced bank

corporate governance is designed not only to promote bank shareholder value but

also to control and limit the potential social costs of weak bank management and the

deleterious effect on the broader economy. In other words, pillar 2 of Basel III—

especially through the SREP process—is concerned the effect of bank governance

and risk management on stakeholders—those in the economy who are directly and

indirectly affected by banks. As discussed below, a significant of Basel III (and of

Basel II) can be utilised to address environmental and social governance issues.

As discussed above, the G20 and the Financial Stability Board have adopted the

overall objective of reconstructing financial regulation along macro-prudential

lines. This requires not only stricter capital and liquidity requirements for individ-

ual institutions, but also monitoring risk exposures across the financial system,

including the transfer of credit risk to off-balance sheet entities and the general level

of risk across the financial system. For example, the G20/FSB objective of requiring

systemically significant financial instruments (ie. OTC derivatives) to be traded

on exchanges and centrally cleared with central counterparties is an important

22 Despite significant increases in capital and liquidity requirements, Basel III essentially builds on

the edifice of Basel II by leaving in place the Basel II risk-weighting regime. However, Basel III

requires regulators to challenge banks more in the construction of their models and broadens

regulatory authority to require banks to undergo more frequent and demanding stress tests.
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regulatory innovation to control systemic risk in wholesale securities markets. Also,

systemically important financial institutions will be subjected to more intensive

prudential regulatory requirements, including higher capital requirements and more

scrutiny of their cross-border operations.

In addition, the wide scope of macro-prudential regulation will require a broader

definition of prudential supervision to include both ex ante supervisory powers,

such as licensing, authorisation and compliance with regulatory standards, and ex
post crisis management measures, such as recovery and resolution plans, deposit

insurance and lender of last resort. Indeed, the objectives of macro-prudential

regulation—to monitor and control systemic risks and related risks across the

financial system—will require greater regulatory and supervisory intensity that

will necessitate increased intervention in the operations of cross-border banking

and financial groups and a wider assessment of the risks they pose. The broad area

of recovery and resolution will necessarily involve authorities in restructuring and

disposing of banking assets and using taxpayer funds to bailout and provide

temporary support for ailing financial institutions.23

The exercise of macro-supervision and regulation along with overseeing recov-

ery and resolution programmes will require a greater role for host country author-

ities to ensure that the risk-taking of cross-border financial groups complies with the

host country’s macro-prudential objectives. Most host countries will be able to

achieve macro-prudential objectives in part by utilising traditional tools of macro-

economic policy—exchange rates, interest rates and fiscal policy—and by applying

traditional tools of micro-prudential supervision. However, under the FSB/G20

proposals, countries will be expected to intervene in a bank’s or financial firm’s
business practices at an early stage to require prompt corrective action to comply

with regulatory requirements. If necessary, the organisation will be instructed to

alter the organisational structure of the institution by requiring, for instance, that the

local operations of a cross-border bank be placed in a separately capitalised

subsidiary or independent legal entity. In consequence, the local operations of a

large systemically important institution could be compelled to undergo a

restructuring and/or recapitalisation by local authorities. Indeed, a key element of

any bank resolution regime is that the local authority can have tools at its disposal to

intervene in bank management (ie., restrict dividends), restructure creditor claims

or use taxpayer funds to recapitalise a systemically important institution or facilitate

the transfer of assets to a private purchaser in a bank insolvency.

23 Indeed, the Financial Stability Board has stated in its Key Attributes of Effective Resolution

Regimes for Financial Institutions that: “[t]o improve a firm’s resolvability, supervisory author-

ities or resolution authorities should have powers to require, where necessary, the adoption of

appropriate measures, such as changes to a firm’s business practices, structure or organisation [. . .]
To enable the continued operations of systemically important functions, authorities should eval-

uate whether to require that these functions be segregated in legally and operationally independent

entities that are shielded from group problems.” FSB Key Attribute 10.5, http://www.

financialstabilityboard.org/wp-content/uploads/r_111104cc.pdf?page_moved¼1.
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7 Environmental and Social Risks

An important question arises whether international financial regulation adequately

addresses systemic environmental risks—for example, the macro-prudential eco-

nomic risks associated with the banking sector’s exposure to high carbon assets. As
discussed above, Basel III has already taken important steps to address both micro-

prudential and macro-prudential systemic risks in the banking sector by increasing

capital and liquidity requirements and requiring regulators to challenge banks more

in the construction of their risk models and for banks to undergo more frequent and

demanding stress tests. Moreover, under pillar 2, banks must undergo a supervisory

review of their corporate governance and risk management practices that aims,

among other things, to diversify risk exposures across asset classes and to detect

macro-prudential risks across the financial sector. Regarding environmental risks,

Basel III already requires banks to assess the impact of specific environmental risks

on the bank’s credit and operational risks exposures, but these are mainly

transaction-specific risks that affect the borrower’s ability to repay a loan or address
the ‘deep pockets’ doctrine of lender liability for damages and the cost of property

clean-up. These transaction-specific risks are narrowly defined and do not constitute

broader macro-prudential or portfolio-wide risks for the bank that could arise from

its exposure to systemic environmental risks.

Recent research suggests that Basel III is not being used to its full capacity to

address systemic environmental risks and that such risks are in the ‘collective blind
spot of bank supervisors.’24 Despite the fact that history demonstrates direct and

indirect links between systemic environmental risks and banking sector stability

and that evidence suggests this trend will continue and become more pronounced

and complex as environmental sustainability risks grow for the global economy,

Basel III and other international financial standards have yet to take explicit account

of, and therefore only marginally address, the environmental risks that could

threaten banking sector stability.

Nevertheless, some international standard setting groups are taking the lead in

addressing environmental and social risks in the banking and other financial sectors.

The Sustainability Banking Network (SBN) of the International Finance Corpora-

tion—consisting of bank regulators of developing and emerging market countries—

i.e., China, Brasil and Peru—and a number of large banking groups and financial

institutions have adopted standards of bank corporate governance that incorporate

environmental and social risk criteria to be incorporated into a financial institution’s
risk management and governance strategy. Under the SBN guidelines, bank super-

visors in participating jurisdictions (no participation from Europe and US regula-

tors) have engaged in a variety of innovative regulatory and market practices to

control environmental systemic risks and to adopt practices that mitigate the

banking sector’s exposure to environmentally unsustainable activity and related

social risks.

24 See Alexander (2014b).
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These initiatives have been based on existing regulatory mandates to promote

financial stability by acting through the existing Basel III framework to identify and

manage banking risks both at the transaction specific level and at the broader

portfolio level. What is significant about these various country and market practices

is that the regulatory approaches used to enhance the bank’s risk assessment fall

into two areas: (1) Greater interaction between the regulator and the bank in

assessing wider portfolio level financial, social and political risks, and (2) enhanced

bank disclosure to the market regarding their exposures to systemic environmental

and social risks. These innovative regulatory approaches and market practices are

the result of pro-active policymakers and regulators adjusting to a changing world.

Other international bodies, such as the United Nations Finance Initiative, have

sought to promote further dialogue between practitioners and regulators on envi-

ronmental sustainability issues and to encourage a better understanding of these

issues by financial regulators.

Although the Basel Committee has worked with several international bodies to

address certain areas of social risks, such as financial inclusion,25 it (and other

international financial bodies, including the FSB) has not addressed larger environ-

mental and social risk governance concerns. Moreover, most advanced industrial

countries—including the European Union and its Member States and the United

States—have not formally incorporated environmental and social risk criteria into

their bank regulatory frameworks. However, China, Brazil and Peru, among other

members of the Sustainability Banking Network, are examples of countries that

have embarked on innovative risk assessment programmes to assess systemic

environmental and social risks from a macro-prudential perspective as they recog-

nise the materiality of systemic environmental and social risks to banking stability.

These state practices should be coordinated more through traditional international

financial standard-setting bodies, such as the Financial Stability Board.

8 Conclusion

The global financial crisis of 2007–2008 has called into question the efficacy of the

traditional international financial regulatory framework’s objectives and flexible

decision-making model. This has had important implications for the accountability

and legitimacy of the overall international financial regulatory system and its

international standard setting process. The chapter has discussed some of the

important issues of international financial regulatory reform following the global

25 See the Alliance for Financial Inclusion (AFI, established in 2008) (a membership organisation

with more than 100 banking supervisory entities and other financial sector policymaking bodies);

the G20 Financial Inclusion Experts Group (established in 2009); and the Global Partnership for

Financial Inclusion (GPFI, created in 2010 to implement the G20’s multi-year Financial Inclusion

Action Plan). See discussion in Basel Committee on Banking Supervision, ‘Range of practice in
the regulation and supervision of institutions relevant to financial inclusion’ (BIS: January 2016).
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financial crisis, namely how international regulatory restructuring has been

redesigned to achieve macro-prudential regulatory and supervisory objectives.

The role of the G20 and the Financial Stability Board has been important in

reorienting financial regulation to take into account macro-prudential objectives

and has raised questions regarding the efficacy of the regulatory models used

pre-crisis that were primarily based on a micro-prudential regulatory approach.

However, the FSB’s soft law framework and willingness to grant wide discretion to

national authorities in adopting a variety of macro-prudential approaches may

undermine its international effectiveness with competing jurisdictions retaining

the capacity to attract financial sector business based on more lenient regulatory

controls. Although this may add an element of regulatory competition that could be

helpful for the development of efficient international regulatory standards and rules,

it may also introduce regulatory arbitrage that could have deleterious effects on the

efficient operation and stability of the global financial system.

Nevertheless, an added benefit to the post-crisis international regulatory reforms

has been the greater influence exercised by non-G10 countries—the so-called

BRICS and other developing countries—in identifying other important regulatory

risk factors involving environmental and social risks that can threaten financial

stability and economic sustainability. The overall message—welcomed in many

reform circles—is that economic policymakers should consider building more

effective and binding international institutional mechanisms that transcend national

borders and which establish democratic solidarity between the financial sector and

all parts of society affected by financial risk-taking.
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The Federalisation of Financial Supervision

in the US and the EU: A Historical-

Comparative Perspective
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Abstract The federalisation processes of US and EU financial supervision have

both originally been founded on similar—although not identical—legal bases:

regulating interstate commerce in the US (US Const., Art. 1, Sect. 8, Cl. 3) and

establishing or ensuring the functioning of the internal market in the EU (Art.

114 TFEU).

The complexity of the US system, comprised of a patchwork of state and federal

authorities mainly established in the first part of the twentieth century, is the

product of both major economic failures and a specific political culture. The

progressive federalisation of financial supervision within the EU is the result of a

well-thought-out project of integration of the internal market. The last financial

crisis and the recognition of the overarching objective of financial stability have

nonetheless led to significant evolutions, more particularly through the establish-

ment of the three European supervisory authorities (ESAs). Moreover, and perhaps

more importantly, the latest initiatives related to the establishment of an EU

Banking Union have profoundly transformed the underpinnings of financial super-

vision in the EU since it is, from this point forward, partially linked with the

Economic and Monetary Union (EMU) process.

Within this framework, the purpose of this contribution is to explore how

political and legal differences between the EU and US systems have shaped and

influenced the structures and institutional aspects of supervision on both parts of the

Atlantic without necessarily leading to significant divergences as to the contents of

financial regulation. More specifically, a comparative study of these two systems

highlights significant differences as to the interplay between federal and State
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1 Introduction

On October 9, 2013, the President of the European Central Bank (ECB), Mario

Draghi, gave a speech at the Harvard Kennedy School of Government titled

“Europe’s pursuit of ‘a more perfect Union’”.1 Surprisingly, he choose to depict

EU financial supervision and EMU reforms through the lens of one of the objectives

embedded in the US Constitution2 instead of referring to the “process of creating an

even closer union” mentioned in the Treaty on European Union (TEU, Article 1, §

2).3 He explained that such closer union “creates anxiety” among EU citizens and

suggests “to promise an inexorable movement towards a future super-state” for

which “many Europeans [. . .] feel that they are not ready”.4 The relevance of these
two concepts shall not be exaggerated. Be it “closer” or “more perfect”, the “union”

is just an overarching objective and not a basis of competence. These provisions do

not, as such, empower the EU and the US to adopt legislative acts for the fulfilment

of the Union.

When it comes to financial supervision and, of course, more broadly, to the

regulation of economic activities, the competence of the US and EU legislative

authorities is founded on similar—although not identical—legal bases5: regulating

interstate commerce in the US (US Const., Art. 1, Section 8, Clause 3),6

establishing or ensuring the functioning of the internal market in the EU (Art.

114 TFEU).7 Besides, in the aforementioned speech, Mario Draghi also paralleled

the US “commerce power” and the EU’s internal market competence.8

The purpose of this chapter is neither to offer a comparative constitutional

analysis of these two seemingly similar bases of federal competence9 nor a com-

parative study of financial regulatory agencies and central banks in the EU and the

1Draghi (2013).
2 The Preamble of the US Constitution provides, inter alia: “We the people of the United States, in

order to form a more perfect union, [. . .], do ordain and establish this Constitution for the United

States of America”.
3 See also, TEU, Preamble, para. 13.
4 Draghi (2013).
5While all EU legislation must cite in its preamble its legal basis within the treaties, in the US,

there is “no formal obligation to recite a ‘basis’ in the constitution for a given federal legislative

measure” Bermann (1997, p. 32).
6 “The Congress shall have power [. . .] [t]o regulate commerce with foreign nations, and among

the several states [. . .]”.
7 “The European Parliament and the Council shall [. . .] adopt the measures for the approximation

of the provisions laid down by law, regulation or administrative action in Member States which

have as their object the establishment and functioning of the internal market” (Art. 114.1 TFEU).
8 Draghi (2013) (referring to “the political implications of a single market”).
9 For such an analysis, see Sch€utze (2014). See also Barnard and Peers (2014), pp. 315–317. For

the US, see Williams (2008) and Kitch (1980).
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US.10 Rather, it is aimed to highlight how slight differences between these federal

models have had significant consequences on how the institutional structures for

financial supervision have been devised on both sides of the Atlantic. The term

“Federation” (and, per extensionem “federal” and “federalism”) is to be understood

as a process of shared competences between two levels of government, thereby

being multi-constitutional, multi-jurisdictional, multi-legislative from a legal stand-

point, and regardless of the legal nature—domestic (constitution) or international

(treaty)—of the constituent charter of the federal entity.11 The federal phenomenon

therefore includes both the model of the federal state (like the US) as well as the

model of the international organization (like the EU) as long as they have the

distinctive traits of a Federation.12 Within this framework, the term “federalisation”

can be defined as the process through which a competence (for instance financial

supervision) is transferred from the State to the federal level.13

While a special focus is placed on EU and US systems, a short reference will be

made to Canada. Its Supreme Court rendered in 2011 an interesting advisory

opinion on the constitutionality of the Canadian Securities Act, more particularly

on the issue of whether the Act was within the Parliament’s authority under the

“Trade and Commerce Clause” of the Constitution, which is an equivalent of the

US Commerce clause.14 This advisory opinion is all the more relevant that only a

few judicial precedents provide guidance on institutional structures for financial

supervision in a federal context.15

Before doing so, it is noteworthy to point out that the institutional structure of US

financial regulation is more the result of several crises than the product of a duly

planned legal integration like in the EU. Indeed, almost all existing monetary and

financial regulatory authorities have been established between the Civil War and

the New Deal.16 The Office of the Comptroller of the Currency (OCC), the Federal

Reserve, the Securities and Exchange Commission (SEC) and the Federal Deposit

Insurance Corporation (FDIC) have been respectively established during the Civil

10 For a comparative study of the ECB and the Federal Reserve, see, Jabko (2006). See also Lavelle

(2014). For a comparative study including French, British, German and US models, see Bismuth

(2011), p. 63 et seq.
11 On this issue, see Beaud (2007), p. 91 et seq.
12 Elazar (2001), p. 31 et seq. On the federal dimension of the EU, see Menon and Schain (2006),

Burgess (2006), p. 226 et seq. and Levrat (2005), p. 285 et seq.
13 Broschek (2013), p. 97 (“federalization basically can be conceived as a contingent outcome

within the overarching process of political structuring that establishes institutionalized authority

relationships between territorial power holders”).
14 Supreme Court of Canada, Reference re Securities Act, 2011 SCC 66, [2011] 3 SCR 837.
15 Besides, the Canadian Supreme Court mentioned in its opinion “a fundamental principle of

federalism that both federal and provincial powers must be respected, and one power may not be

used in a manner that effectively eviscerates another” (Id., para. 7). See also, paras. 54 et seq.
16 Donahue and Pollack (2001), p. 85 (noting that “[t]he civil war and Reconstruction saw a

marked shift of authority away from the States and toward the federal government. Prosecuting the

war itself accelerated the growth of Washington’s power”).
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War, following the Bank Panic of 1907, the 1929 financial crisis and the subsequent

Great Depression.

While the initiatives taken following the 2008 financial debacle have

transformed the institutional structure of EU financial regulation, it must be

reminded that it is part of a wider project of legal and economic integration of the

internal market which has been deepened since the 1999 Financial Services Action

Plan that followed the recommendations of the Lamfalussy framework.17

However, since the 2010 sovereign debt crisis, the reform of financial regulation

in the EU is no longer only confined to a deeper integration and liberalisation of the

internal market. Indeed, financial stability has been promoted as an overarching

objective of financial regulation, which has affected the process of legal integration

in the EU.18 Second, within the framework of the establishment of a Banking Union

in the EU, financial regulation has reached the boundaries of the Economic and

Monetary Union. Art. 114 TFEU is no longer the exclusive base of federal compe-

tence for financial regulation reform in this context. It is the case of the Single

Supervisory Mechanism (SSM) established pursuant to Regulation 1024/201319

and based on Art. 127(6) TFEU. It is applicable to all euro area Member States and

open to the participation of other EU Member States. By distinguishing between

several categories of EU Member States, this has led to a system of multi-layered

regulation likely to make the institutional structure for banking supervision in the

EU even more complex than the US regulatory system.

After a first part analysing how federalisation of financial regulation can occur

without the intervention of the federal legislature (Sect. 2), the second part provides

a general overview of the federalisation of financial supervision in the EU and the

US (Sect. 3). The last part aims to assess the broader federal challenges that the EU

faces for the establishment of its Banking Union through the lens of the US system

(Sect. 4).

2 Federalisation of Financial Regulation “Without

Washington” (or Brussels)

Before analysing how institutional structures for financial supervision have been

built at the federal level in the US and the EU, it should be recognized that such

structures were originally established at state level. Interestingly, it is possible to

identify some examples where state authorities have spontaneously cooperated

without the intervention of federal authorities in order to promote an effective

17 See below note 31 and accompanying text.
18 Andenas and Chiu (2013), p. 335 et seq.
19 Council Regulation 1024/2013 conferring specific tasks on the European Central Bank
concerning policies relating to the prudential supervision of credit institutions, O.J. L 287/63

(2013).
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regulation at the federal level: in the US in the field of insurance regulation, in

Canada and, to a lesser extent, in the EU in the field of securities regulation.

In 1868, the US Supreme court ruled in Paul v. Virginia that insurance was not a
transaction of commerce, thereby excluding this activity from the scope of appli-

cation of the commerce clause.20 While this holding was overturned by the

Supreme Court in 1944,21 the Congress adopted in 1945 the McCarran-Ferguson

Act through which it chose to exempt insurance companies from most federal

regulations (particularly antitrust laws) and not to preempt state regulations in

this field.22 As early as 1871, States’ commissioners of insurance jointly constituted

a private law association, the National Association of Insurance Commissioners

(NAIC) in order to better coordinate their regulatory prerogatives. Interestingly,

this entity, which resembles in many ways a US federal agency, was established by

States right after the 1868 ruling for the preservation of their prerogatives through

common policies and a harmonization of their regulations.23 This is why the NAIC

has been perceived as a form of “federalism without Washington”.24

The Dodd-Franck Act reform of 2010 established a Federal Insurance Office

(FIO) housed within the US Treasury. However, it does not act as a supervisory or

regulatory authority over insurance companies since its main task is “to monitor

[. . .] the insurance industry, including identifying issues or gaps in the regulation of
insurers that could contribute to a systemic crisis in the insurance industry or the

United States financial system”.25 Therefore, the FIO represents only limited

progress at the federal level and has not called into question the de facto federal

regulation that exists through the cooperation of States’ authorities, even though the
current system is often criticized for its complexity.26

At the European level, the Forum of European Securities Commissions (FESCO)

is the only relevant, yet brief, experience of spontaneous cooperation between

national financial regulatory authorities. FESCO was established in 1997 as an

informal network by the 17 securities commissions of the Member States of the

European Economic Area (EEA) without the direct intervention of European

authorities.27 One of its missions was “to develop common regulatory standards

20 Paul v. Virginia, 75 U.S. 168 (1868).
21 United States v. South Eastern Underwriters Association, 322 U.S. 533 (1944); Polish National

Alliance v. National Labor Relations Board (NLRB), 322 U.S. 643 (1944).
22 For an overview, see Macey and Miller (1993).
23 Randall (1999), p. 630.
24 See Prybutok (1982). “Federalism without Washington” is defined as “the growing routinization

of interstate relationships that are not routed through Washington and that acts as counterbalance

to federal activity” Elazar (1972), p. 174.
25 Dodd-Franck Act, Section 313(c)(1)(A).
26 Brown (2013), p. 560 et seq. (pointing out that state insurance regulations lack uniformity, are

sometimes duplicative, time consuming as well as expensive, and contain regulatory gaps allowing

regulatory arbitrage).
27 FESCO, The creation of the Forum of European Securities Commissions (FESCO), Press

Release, FD1047, 9 Dec 1997. More generally, see Demarigny (2000).
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[. . .] concerning aspects that are not harmonised by the existing European

Directives”.28

However, it also promoted a common interpretation for the implementation of

EU legislation related to securities regulation29 and, moreover, the European

Commission attended its meetings.30 Due to this nexus with the European legisla-

tive process, it cannot be paralleled with the precedent of NAIC in the US and

cannot be regarded as a genuine form of “federalism without Brussels”. Besides, it

is not a surprise that, following the recommendations set forth in the Lamfalussy

Report of 2001,31 FESCO was replaced by the Committee of European Securities

Regulators (CESR), an “independent advisory group” established under EU law.32

In Canada, several initiatives have been undertaken at the inter-provincial level in

order to improve the cooperation between securities regulators without the interven-

tion of federal authorities, notably within the Canadian Securities Administrators, a

body consisting of all securities regulators from each province and territory. For

instance, in 2004, securities regulators (except Ontario) signed a memorandum of

understanding33 under which they agree to harmonize some of their regulatory

requirements and to implement a “passport system” based on mutual recognition

of decisions by participating jurisdictions in the harmonized fields.34

As pointed out by the Attorney General of Canada in his factum filed with the

Supreme Court within the framework of the advisory opinion on the constitution-

ality of the Canadian Securities Act, the aim of the passport system was “to achieve

some of the benefits of a single national regulator without creating an actual

national regulator”.35 It is important to note that, under the “Trade and Commerce

Clause” of the Canadian Constitution,36 the possibility of an effective and compre-

hensive concerted action by the provinces for the regulation of an economic activity

28 Id. See, for instance, FESCO, Signature of an European Memorandum of Understanding on the

surveillance of securities activities and creation of FESCOPOL, Press Release, 99-008,

1 Feb 1999.
29 See for instance, FESCO, Implementation of Article 11 of the ISD: Categorisation of investors

for the purpose of Conduct of Business Rules, 00-FESCO-A, 15 Mar 2000.
30 Thieffry (2001), p. 219 note 33.
31 Final report of the Committee of wise men on the regulation of European securities markets,

15 Feb 2001, http://ec.europa.eu/finance/securities/docs/lamfalussy/wisemen/final-report-wise-

men_en.pdf. Accessed 8 Sep 2015.
32 Art. 1 of Commission Decision 2001/527/EC establishing the Committee of European Securities
Regulators, O.J. L 191/43 (2001).
33 Provincial/Territorial Memorandum of Understanding Regarding Securities Regulation, 2004,

http://www.securitiescanada.org/2004_0930_mou_english.pdf. Accessed 8 Sep 2015.
34 Ibid., Art. 5 (“Under mutual recognition, participating jurisdictions would recognize that a

market participant who complies with, files documents under and/or receives approvals respecting

market access requirements of the primary jurisdiction, is deemed to be in compliance with or

exempt from the market access compliance, document filing and/or approval requirements of its

host jurisdiction(s)”).
35 Supreme Court of Canada, Reference re Securities Act, Factum of the Attorney General of

Canada, File No. 33718, para. 121.
36 Art. 91(2) of the 1867 Constitution Act.
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is a key indicator that adversely affects the federal power to regulate the said

activity.37 In that regard, the Supreme Court considered that “[t]he provinces,

acting in concert, lack the constitutional capacity to sustain a viable national

scheme aimed at genuine national goals such as management of systemic risk or

Canada-wide data collection”.38 While this finding would have justified the estab-

lishment of a federal securities agency, the court concluded that the proposed

legislation establishing a national regulator could not be sustained by the Trade

and Commerce Clause since it also dealt substantially with matters (contracts,

property) within the jurisdiction of provinces. The court’s advisory opinion is

nonetheless interesting to the extent that it highlights the possibility of a de facto
federal regulator and a game of “musical chairs” between the federal and the

provincial levels.

3 The Structure(s) for Financial Supervision in a Federal

Context

The issue is now to determine whether differences can be observed between

institutional structures for financial supervision in the US and the EU. In this

respect, an important distinction must be drawn between “federal financial regula-

tion” and “federal financial supervision”. The former refers to the sole adoption of

substantive rules at the federal level (that will not be considered here) while the

latter indicates the existence of a federal agency having the power to monitor

financial institutions and/or having a role to play in the process of adoption or

implementation of federal regulation.

In a comparative perspective, it can be shown that US and EU financial super-

vision models present significant differences stemming from both distinct visions of

federalism and differences between the dynamics of the “commerce clause” and of

the “internal market”.

3.1 The International Outreach of Federal Financial
Supervision

It must be noted beforehand that other matters of federal competence can also

justify the establishment of a federal agency, among them the issue of the repre-

sentation of the federal State at the international level, requiring that the state must

speak with “one voice” in its foreign relations.39

37 Supreme Court of Canada, above note 14, para. 80.
38 Id., para. 121.
39 However, it must be noted that the “one voice” doctrine is still highly debated. See

Moore (2014).
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For instance, the Dodd-Franck Act established the Federal Insurance Office

(FIO) which has a rather modest role in monitoring—and not supervising or

regulating—the insurance industry.40 It has nonetheless the authority “to coordinate

Federal efforts and develop federal policy on prudential aspects of international

insurance matters, including representing the United States, as appropriate, in the

International Association of Insurance Supervisors”.41 The FIO is therefore in the

position to take over the US foreign policy for the insurance sector.

The argument concerning the uniform representation of the federal State at the

international level was also introduced in the debate over the constitutionality of the

Canadian Securities Act. The Attorney General of Canada pointed out in his factum

filed with the Supreme Court that “[a] province cannot represent Canada’s interests
or speak for Canada at the international level”.42 He also noted that the “regrettable

absence of a voice that can speak for all of Canada at [IOSCO] [. . .] diminishes

Canada’s capacity to cooperate with other countries in the design and enforcement

of its securities laws, creating serious issues of effectiveness and accountability”.43

The court did not rule on this issue insofar as it considered that the bill trampled

over provincial jurisdiction. However, it noted in a historical account of previous

legislative initiatives that “the idea of a single Canadian securities regulator has

been percolating for more than 50 years”44 and that the issue of the uniform

representation of Canadian interests in the international arena was frequently put

forward as a justification for federal intervention.45

The EU offers a different system since the establishment of an EU body does not

generally have the effect of neutralizing the international activities of national

financial regulators.46 For instance, Article 33 of Regulation 1095/2010

establishing the European Securities and Markets Authority (ESMA) provides

that “the Authority may develop contacts and enter into administrative arrange-

ments with supervisory authorities, international organisations and the administra-

tions of third countries”47 but it must be done “[w]ithout prejudice to the respective

competences of the Member States and the Union institutions”.48 As to interna-

tional cooperation among standard-setting bodies, ESMA became an associate

member of IOSCO which is equivalent to the status of an active observer without

40 See above notes 25 and 26 and accompanying text.
41 Dodd-Franck Act, Sect. 313(c)(1)(E).
42 Factum of the Attorney General of Canada, above note 35, para. 118.
43 Ibid.
44 Supreme Court of Canada, above note 14, para. 95.
45 Id., paras. 13, 18.
46 On this issue, see Castellarin (2014), p. 197 et seq.
47 Regulation 1095/2010 establishing a European Supervisory Authority (European Securities and
Markets Authority), O.J. L 331/84 (2010).
48 Id.

238 R. Bismuth



voting rights,49 thus not overlapping with domestic regulators that are still ordinary

members of IOSCO.

3.2 Financial Supervision as an Integral Part of Financial
Regulation in the US

As to the distinction between the “commerce clause” and the “internal market” as

bases of competence, it is noteworthy to mention that they imply two significantly

different processes of market integration at the federal level.

Under the commerce clause of the US or Canadian constitution, it is the

determination of the existence of an interstate commerce that empowers the federal

State. To some extent, the federal competence stems from a factual determination

regarding the integration of the market. It is particularly clear in the Supreme Court

of Canada’s advisory opinion. The argument concerning the federal integration of

financial markets was first put forward by the Attorney General who, on the basis of

statistics and an impressive set of data, considered that “it is impossible today to

maintain credibly that the dominant characteristic of capital markets is anything

other than national and international. [. . .] The markets do not respect provincial

borders”.50 While the Supreme Court affirmed the unconstitutionality of the bill,

noting that the proposed Act “descends into the detailed regulation of all aspects of

trading in securities, a matter that has long been viewed as provincial”,51 it

nonetheless pointed out that it was beyond doubt that “much of Canada’s capital
market is interprovincial and indeed international”.52 The court also appeared to be

receptive to the arguments concerning the preservation of the integrity and financial

stability of Canada’s financial markets.53 Should the project of a Canadian financial

regulator be limited to such national issues, it would probably fall within the scope

of the Trade and Commerce Clause of the Canadian Constitution.

In the EU context, the functioning and the establishment of the internal market is

an objective of the EU for which the Union shall adopt “adopt the measures for the

approximation of the provisions laid down by law, regulation or administrative

action in Member States” (Article 114 TFEU). Therefore, unlike the commerce

clause in the US and Canada, the movement towards a deeper integration of the

market stems from federal legislative interventions. Arguably, there is a significant

asymmetry between these two approaches regarding market integration and this

will have an impact on how financial supervision is devised at the federal level.

49 IOSCO By-Laws, Art. 30 (stipulating that “Associate members may attend and speak at

meetings of the Presidents Committee”).
50 Factum of the Attorney General of Canada, above note 35, para. 98.
51 Supreme Court of Canada, above note 14, para. 114.
52 Id., para. 115.
53 Id., paras. 114, 117.
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In the US, as soon as an activity is regarded as “interstate commerce”, the federal

legislature has the choice not to preempt State law (which is still the case for

insurance)54 or to exercise its commerce power. In the latter case, the history of

financial regulation in the US has proven that, through a “ratchet effect”, the

aforementioned power will be fully exercised at the federal level, from both

institutional and normative standpoints, and without any delegation of authority

to state level.

This is true for the Securities and Exchange Commission (SEC) established

pursuant to the Securities Exchange Act of 1934 “in order to protect interstate

commerce”.55 The same applies for the Commodity and Futures Trade Commission

created in 1974.56

This clear separation of authority between the state and the federal levels is less

obvious yet significant in the banking sector. The US “dual banking system”

consists of two levels of governance under which commercial banks may be either

federally or state chartered. In this respect, they are respectively designated

“national banks” or “state banks”.57 National banks are subject to the supervision

and control of federal banking agencies (Federal Reserve, FDIC and OCC). State

banks can choose to become a member of the Federal Reserve System and are then

regulated by the Federal Reserve and the FDIC. For state banks that do not join the

Federal Reserve System, the FDIC acts a primary federal regulator. While state

banks can be controlled at both the state and the federal levels, it must be stressed

that state bank supervisors are not considered as agents responsible for

implementing federal regulation.

As a result, in the US system, the implementation of federal financial regulation

remains under the authority of federal agencies, which constitutes a significant

difference from the EU system.

54 See, above notes 20–22 (and accompanying text).
55 Securities Exchange Act, Title I, Sect. 2. More precisely, the Act refers to transactions in

securities that “(a) [. . .] are located and/or are effected by means of the mails and instrumentalities

of interstate commerce; (b) constitute an important part of the current of interstate commerce;

(c) involve in large part the securities of issuers engaged in interstate commerce; (d) involve the

use of credit, directly affect the financing of trade, industry, and transportation in interstate

commerce, and directly affect and influence the volume of interstate commerce” (Securities

Exchange Act of 1934, Title I, Sect. 2(1)).
56 Commodity Exchange Act, Sect. 2(a)(1)(A).
57 For an overview of the dual banking system, see Butler and Macey (1988) and Redford (1966).
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3.3 The “Institutional Turn” of EU Financial Regulation

At the EU level, the approximation of laws is, pursuant to Article 114 TFEU, a means

of achieving the establishment and the functioning of the internal market.58 There-

fore, all measures adopted under the aforementioned provision must be linked to this

objective and, to this extent, Article 114 TFEU has a more substantive, rather than

institutional, outreach. It does not prevent the establishment of an EU body, but such

decision is subject to some conditions and limitations.59 In its judgment concerning

the establishment of the European Network and Information Security Agency, the

CJEU declared that “the tasks conferred on such a body must be closely linked to the

subject-matter of the acts approximating the laws, regulations and administrative

provisions of the Member States”60 and that it is the case “where the [EU] body thus

established provides services to national authorities and/or operators which affect the

homogenous implementation of harmonising instruments and which are likely to

facilitate their application”.61 It is noteworthy to mention that, despite these stringent

safeguards developed in the case law of the CJEU, some Member States have been

reluctant to admit the institutional outreach of Article 114 TFEU. This is particularly

the case of the United Kingdom, which argued in the aforementioned case that “[t]he

power conferred on the [EU] legislature by Article [114 TFEU] is the power to

harmonise national laws and not one which is aimed at setting up [EU] bodies and

conferring tasks upon such bodies”.62

It is within this framework that, following the Lamfalussy Report,63 the EU

established in 2001 the European Securities Committee whose role was, pursuant to

Art. 2 of Commission Decision 2001/528/EC, “to advise the Commission on policy

issues as well as on draft legislative proposals the Commission might adopt in the

field of securities”.64 This procedure was later extended with the establishment of

new committees in the fields of banking65 as well as insurance and pensions.66 It

58 It is noteworthy to mention that the process of approximation of laws is not fully transposable in

US law under the commerce clause system since “federal commerce legislation cannot require

state legislatures to adopt ‘harmonized’ state laws” (Sch€utze 2014, p. 232) (referring to New York
v. United States, 505 U.S. 144 (1992)).
59 On this issue, see Van Cleynenbreugel (2014), p. 104 et seq.
60 CJEU, 2 May 2006, United Kingdom v Parliament and Council, C-217/04, I-3789, para. 45.
61 Id.
62 Id., para 11. See also, CJEU, 6 Dec 2005, United Kingdom v Parliament and Council, C-66/04,

I-10553, para. 18.
63 Final Report of the Committee of Wise Men on the Regulation of European Securities Markets,

above note 31.
64 Commission Decision 2001/528/EC establishing the European Securities Committee, O.J. L
191/45 (2001).
65 Commission Decision 2004/10/EC establishing the European Banking Committee, O.J. L 3/36

(2004).
66 Commission Decision 2004/9/EC establishing the European Insurance and Occupational
Pensions Committee, O.J. L 3/34 (2004).
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must also be noted that, even established under EU law, those bodies were only

composed of national regulators and their role was limited to assisting in the

preparation and implementation of EU legislation.

The establishment of the European System of Financial Supervision (ESFS)

after the 2008 financial crisis and following the recommendations of the De

Larosière Report67 undoubtedly constitutes an important step towards the institu-

tionalization of financial supervision in the EU.68 It is particularly the case of the

three European Supervisory Authorities (ESAs) responsible for micro-prudential

supervision: the European Securities and Markets Authority (ESMA), the European

Banking Authority (EBA) and the European Insurance and Occupational Pensions

Authority (EIOPA), all established on the basis of Article 114 TFEU.69 In their

founding regulations, the main tasks of the ESAs focus mainly on the establishment

of common regulatory standards, the consistent application of EU law, the conduct

of peer-review analyses of Member States authorities, the monitoring of market

developments and the monitoring of systemic risk.70 Such tasks encompass both

market integration and financial stability.71 Their powers are broader than those

vested in the Lamfalussy committees, but they cannot be regarded as genuine and

fully-fledged EU financial regulators. While they can “take individual decisions

addressed to competent authorities” in some circumstances (Art. 8(2)(e) of Regu-

lations 1093/2010, 1094/2010 and 1095/2010),72 they do not have direct supervi-

sory authority over financial institutions like US financial regulators. It is only after

a procedure establishing a failure to act on the part of a national authority, that the

ESAs may “adopt an individual decision addressed to a financial institution requir-

ing the necessary action to comply with its obligations under Union law including

the cessation of any practice” (Art. 17(6) of Regulations 1093/2010, 1094/2010 and

1095/2010).73 The strict conditions under which the ESAs may exercise supervi-

sory powers could explain why the issue of the appropriateness of Article

114 TFEU as the legal basis for their establishment has not been highly debated.74

However, recent developments indicate that Article 114 TFEU could constitute

an adequate legal basis for further federal market supervision. For instance, Reg-

ulation 513/2011 has conferred to ESMA exclusive responsibility for the

67 Report of the High-Level Group on Financial Supervision in the EU Chaired by Jacques de

Larosière, Brussels, 25 Feb 2009, p. 42 et seq., http://ec.europa.eu/finance/general-policy/docs/de_

larosiere_report_en.pdf. Accessed 8 Sep 2015.
68 Andenas and Chiu (2013), p. 339 et seq.
69 See, Regulations 1093/2010, 1094/2010 and 1095/2010 of 24 November 2010 [establishing a

European Banking Authority, a European Insurance and Occupational Pensions Authority and a

European Securities and Markets Authority], O.J. L 331/12, L 331/48 and L 331/84 (2010).
70 Tasks listed in Art. 8 of Regulations 1093/2010, 1094/2010 and 1095/2010 (above note 69).
71 Andenas and Chiu (2013), p. 339.
72 See above note 69.
73 See above note 69.
74 See, Opinion of Advocate General Jääskinen of 12 September 2013 in Case C-270/12, United

Kingdom v Parliament and Council, paras. 27–34.
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registration and supervision of credit rating agencies in the Union,75 suggesting

that, step by step, supervisory competences could be transferred from the national to

the federal level. The CJEU has also recently considered that, for the purpose of

preserving the “orderly functioning and integrity of financial markets or the stabil-

ity of the whole or part of the financial system in the Union”,76 the EU legislature

can empower ESMA to adopt, in the case of emergency, decisions directed at

certain participants in the financial markets “where there may be cross-border

implications and competent national authorities have not taken sufficient measures

to address the threat”.77 The court therefore acknowledges that the overarching

objective of financial stability stretches the limits of Article 114 TFEU and enables

a form of “authorification”78 in the field of financial supervision and regulation.

As a result, it is still true that national supervisory authorities are an important

and necessary component of the implementation and enforcement of EU legisla-

tion, but recent developments suggest that new prerogatives will be gradually

transferred to the ESAs, thereby meaning that more supervision will be exercised

at the federal level. Though this constitutes a point of convergence with the US

system, there are still significant differences between the structures of financial

supervision in the EU and the US. Moreover, it must be kept in mind that national

regulators sit on the Board of Supervisors of the ESAs (Art. 40(1)(b) of Regulations

1093/2010, 1094/2010 and 1095/2010)79 while, by contrast, state regulators in the

US do not participate in the governance of US federal agencies.80 This specific

feature of “hybridisation of federal supervision” in the EU also exists in the newly

established Banking Union.

4 Beyond the Internal Market: The Federal Challenges

Faced by the EU Banking Union Through the Lens of US

Federalism

The establishment of the ESFS has its origins in the 2008 financial crisis, but the

financial crisis later turned into a sovereign debt crisis for some euro area Member

States, significantly impacting the economy as a whole. Within this framework,

several initiatives have been undertaken to strengthen the economic governance of

the Eurozone and improve its credibility81: a European Stability Mechanism (ESM)

75 Regulation 513/2011 of 11 May 2011 Amending Regulation 1060/2009 on Credit Rating
Agencies, O.J. L 145/30 (2011).
76 CJEU, 22 January 2014, United Kingdom v Parliament and Council, C-270/12, para. 115.
77 Id. See also, paras. 97–119.
78 Lo Schiavo (2013), p. 300.
79 See above note 69.
80 See Bismuth (2011), pp. 152–153.
81 Tuori and Tuori (2014), p. 85 et seq.
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providing financial assistance to ESM Member States experiencing financing prob-

lems,82 a “Fiscal Compact” aimed at strengthening fiscal discipline within the euro

area83 (both established under two distinct treaties), as well as a Banking Union

with the objective to restore financial stability in the euro area and “to break the

vicious circle between banks and sovereigns”.84

This vicious circle stems from the fact that the bailout of the banking sector

transfers private debt to sovereign debt, thereby weakening national finances and

the fiscal position of governments and thus depreciating the value of sovereign debt

held by banks.85 Furthermore, a Banking Union is all the more necessary in the EU

where bank financing of the real economy is prevalent (about two-thirds of firms’
external financing while it represents one third in the US)86 and where the frag-

mentation of the banking system impair a smooth transmission of monetary

policy.87

4.1 A Banking Union Sitting Astride Between the Internal
Market and the EMU

The Banking Union is mainly composed of two mechanisms: a Single Supervisory

Mechanism (SSM) transferring a substantial part of banking supervision from

national supervisors to the ECB, and a Single Resolution Mechanism (SRM)

aimed at establishing an orderly resolution of failing banks. Both mechanisms are

mandatory for all euro area Member States and are only applicable to other Member

States on a voluntary basis.88 It is clear that the euro area forms the hard core of the

Banking Union which, according to the “Four Presidents’ report”, has been devised
in order to complete the EMU.89

82 Treaty establishing the European Stability Mechanism, 2 Feb 2012.
83 Treaty on Stability, Coordination and Governance in the Economic and Monetary Union,

2 March 2012.
84 Euro Area Summit Statement, D/12/7, Brussels, 29 Jun 2012.
85 For a brilliant overview of the economic and political underpinnings of the Banking Union, see

Geeroms and Karbownik (2014).
86 Draghi (2013). See also Geeroms and Karbownik (2014), p. 219 et seq.
87 Elliot (2012), p. 6 et seq. and Brescia Morra (2014), p. 2.
88 Art. 2(1) of Regulation 1024/2013 (above note 19), Art. 4(1) of Regulation 806/2014

establishing uniform rules and a uniform procedure for the resolution of credit institutions and
certain investment firms in the framework of a Single Resolution Mechanism and a Single
Resolution Fund, O.J. L 225/1 (2014).
89 Van Rompuy H, Towards a genuine economic and monetary union (in close collaboration with

Barroso J M, Juncker J-C, Draghi M) 5 Dec 2012, http://www.consilium.europa.eu/en/workarea/

downloadAsset.aspx?id¼17415. Accessed 8 Sep 2015. See also Draghi (2013) (pointing out that

the Banking Union “is a consequence of the monetary union”).
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The SSM and the SRM are founded on two different legal bases: Article 127

(6) TFEU for the SSM (power to confer supervisory functions to the ECB) and

Article 114 TFEU for the SRM (establishment and functioning of the internal

market).90 This might give the impression that the Banking Union is disunited in

its own legal foundations since its inception. It is also important to notice that a

framework dedicated to the better integration of the EMU overlaps with the broader

issue of the internal market. Indeed, the European Commission adopted a rather

contrasted view regarding the interplay between the Banking Union and the internal

market. While claiming that “[t]he single market and the Banking Union are thus

mutually reinforcing processes”,91 it added that “[t]he creation of the Banking

Union must not compromise the unity and integrity of the single market which

remains one of the greatest achievements of European integration”.92

4.2 The Potential Disruptive Effects of the Banking Union
on the Functioning of the Internal Market

The establishment of the Banking Union has prompted critical reactions from some

Member States. In particular, the United Kingdom has opted to remain outside the

supervisory mechanism of the Banking Union pursuant to the rules applicable to

non-euro area Member States. Sweden, Denmark and the Czech Republic have also

chosen not to participate in the SSM.

The UK expressed concern about the potential collateral damage caused by a

greater integration of the euro area. According to the British government, the

Banking Union is likely to lead to a “marginalisation of non-euro area interests”93

and results in measures that fail to respect their rights and interests. To this extent,

the Banking Union could have “the effect of creating a single market within the

Single Market”.94 This is why non-participating Member States have called for—

90Art. 127(6) TFEU provides: “[t]he Council, acting by means of regulations in accordance with a

special legislative procedure, may unanimously, and after consulting the European Parliament and

the European Central Bank, confer specific tasks upon the European Central Bank concerning

policies relating to the prudential supervision of credit institutions and other financial institutions

with the exception of insurance undertakings”. For Art. 114.1 TFEU, see above note 7.
91 European Commission, A Roadmap Towards the Banking Union. Communication from the

Commission to the European Parliament and the Council. COM(2012)510, 12 Sep 2010, p. 4.
92 Id.
93 HM Government, Review of the Balance of Competences between the United Kingdom and the

European Union—Economic and Monetary Policy, Summer 2014, p. 108.
94 Id., p. 109.
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and have secured—the adoption of measures of protection “against the risk that the

members of the Banking Union ignore the interests of the Single Market”.95

The issue raised by the UK highlights a distinctive feature of the EU compared to

the US. In the US system, the monetary area coincides with the economic zone of

the common market. In the EU, the economic space of the internal market includes,

but does not coincide with, the euro monetary area and the area of the Banking

Union. Within this framework, regulations adopted under the auspices of the

Banking Union affecting the provision of banking services among participating

Member States are likely to interfere with the unity and the integrity of the internal

market. To this extent, a deeper economic and monetary union might eventually

conflict with the integration of the internal market. It is for this reason that

Regulation 1024/2013 establishing the SSM explicitly provides that the supervisory

function of the ECB shall be exercised “with full regard and duty of care for the

unity and integrity of the internal market based on equal treatment of credit

institutions with a view to preventing regulatory arbitrage” (Article 1 § 1). Further-

more, the same regulation establishes a review mechanism stating that the

European Commission shall publish a report “with a special emphasis on monitor-

ing the potential impact on the smooth functioning of the internal market” (Article

32).

Another question might also be asked as to whether the optional character of the

Banking Union for non-euro area Member States affects the validity of the legal

basis of Regulation 806/2014 establishing the SRM (Article 114 TFEU). As long as

this mechanism is not binding on all EU Member States, is it still possible to argue

that it contributes to the completion of the internal market? A similar question had

been raised before the Supreme Court of Canada when it examined the constitu-

tionality of the Canadian Securities Act. The proposed legislation intended to

establish a federal regime of securities regulation the provinces were free to join.

While discussing the appropriateness of this voluntary mechanism under the Trade

and Commerce Clause, the court identified an apparent contradiction between the

optional nature of the federal regime and its truly national objectives (particularly

the integrity and financial stability of Canada’s financial markets) insofar as the

achievement of these objectives could be jeopardized by the non-participation of

one or more provinces.96 An analogy can easily be drawn with the apparent

inconsistency between the voluntary basis of the Banking Union allowing for the

non-participation of non-euro area Member States and the objective of the proper

functioning of the internal market.

95 HM Government, Review of the Balance of Competences between the United Kingdom and the

European Union—Economic and Monetary Policy, December 2014, p. 47 (pointing out the

following measures of protection that have been adopted: prohibition of discrimination by the

ECB; requirement by the ECB to enter into a memorandum of understanding with supervisory

authorities of non-participating Member States; voting safeguards in the EBA to address the risk

that Banking Union members vote as a bloc; and a requirement for EBA members to strive for

consensus).
96 Supreme Court of Canada, above note 14, para. 123.
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4.3 Towards a Complex “Triple Banking System” in the EU?

The Banking Union also poses certain problems as to its complexity. First, under

the SSM, a distinction exists between “significant” and “less significant” banks

(Regulation 1024/2013, Article 6), the former being directly supervised by the ECB

and the latter by the national competent authority.97 This structure resembles the

“dual banking system” in the US where commercial banks can be chartered at the

state level (state banks) or the federal one (national banks),98 a system that has

already been criticized by the International Monetary Fund (IMF) for its overall

complex institutional structure gathering together 50 State banking authorities

coexisting and sometimes competing with federal agencies.99

Second, it must be noted that, beyond the distinction between “significant” and

“less significant” banks within the Banking Union, there is a third category: the

bank (significant or not) already supervised by a national regulator of an EU

Member State having chosen to remain outside the Banking Union. The national

regulator is therefore in the position to apply EU regulations also applied by the

ECB, a situation that might lead to inconsistencies and adversely affect the uniform

application of EU law. In the US dual banking system, the State banking authority

does not have the responsibility of applying federal regulations, thereby ensuring

the consistent application of federal banking regulations by federal agencies.100

Consequently, the EU Banking Union could eventually lead to a “triple banking

system” even more complex, entangled and multi-layered than the system currently

in place in the US.

97 See, generally, ECB, Guide to Banking Supervision, November 2014, https://www.ecb.europa.

eu/pub/pdf/other/ssmguidebankingsupervision201411.en.pdf. Accessed 8 Sep 2015.
98 See above note 57 and accompanying text.
99 IMF, United States—Publication of Financial Sector Assessment Program Documentation—

Financial System Stability Assessment, IMF Country Report No. 10/247, July 2010 (noting that

“[th]e complexity of the US supervisory system and the diffusion of powers across agencies

undermined its efficiency, effectiveness, transparency, and accountability” (p. 7, para. 9) and that

“the complex web of multiple federal and state authorities as having contributed to regulatory gaps

and overlaps, as well as weaknesses in supervisory accountability” (p. 33, para. 54)). IMF, United

States—Financial Sector Assessment Program—Detailed Assessment of Observance of the Basel

Core Principles for Effective Banking Supervision, IMF Country Report No. 15/89 (“pointing out

that “[t]he dual banking structure does pose a challenge for international cooperation, and state

banking agencies with Foreign Banking Organization (FBO) presence do not always inform or

coordinate enforcement actions with home supervisors” (p. 6, para. 7)). See also Felsenfeld and

Glass (2011), p. 45 et seq. and Singh (2007), p. 32 et seq.
100 It must be reminded that in the US banking system, State banks are subject to the supervision of

a state supervisor and at least one federal authority (the Federal Reserve and/or the FDIC) (See

above note 57 and accompanying text).
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5 Conclusion

A comparative study of the federalisation of institutional structures for financial

supervision in the US and EU highlights significant differences between the two

federal systems that are originally based on two rather similar constitutional bases

of federal competence: regulating interstate commerce in the US, establishing or

ensuring the functioning of the internal market in the EU. In the US system, the

application of federal legislation remains under the authority of federal agencies

and is not delegated to state level. To this extent, there is an alignment between the

normative and the institutional perspectives. In the EU, the application of EU

legislation in the field of financial regulation has primarily rested with national

authorities. It is only after the global financial crisis of 2008 that the EU legislature

has more recently transferred supervisory powers to the ESAs, thereby highlighting

a process of “authorification” of the internal market.

An important leap has been achieved with the establishment of the Banking

Union and more particularly with the SSM transferring significant supervisory

powers to the ECB. However, the Banking Union, while mandatory for euro area

Member States, remains optional for other EU countries. This architecture is likely

to make financial supervision in the EU even more complex and multi-layered, but

may also cause interference with the functioning of the internal market.

In the exordium of his aforementioned speech at Harvard University, Mario

Draghi described recent EMU and EU financial reforms as a process of creating a

“more perfect union” (Preamble of the US Constitution) instead of referring to the

“process of creating an even closer union” (TEU, Article 1(2)). However, he

declared in his peroration that these accomplishments show “the commitment of

European nations to closer integration”.101 In light of recent EMU and EU financial

reforms, it is certainly, indeed, a closer integration for the EMU, but probably not a

“more perfect union” for the EU.
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Part II

The European Central Bank and Banking
Supervision from the Institutional

Perspective: Selected Aspects Covering the
Legal and Economic View



The ECB and Banking Supervision: Does

Single Supervisory Mechanism Provide

an Effective Regulatory Framework?

Kern Alexander

Abstract The chapter analyses the European Central Bank’s supervisory role for

banking institutions in the Single Supervisory Mechanism. It does so by analysing

the legal basis in the EU Treaty for the creation of the SSM and its institutional

effectiveness to conduct banking supervision. It discusses the EU institutional and

legal context of the Banking Union. The chapter traces the development of the SSM

Regulation through various stages under the Cyprus Council Presidency and after

amendments adopted by the European Parliament. It questions whether the ECB’s
strong form of independence under the EU Treaty is appropriate for its new role as a

bank supervisor, and whether its narrowly defined powers to supervise individual

banking institutions is adequate for it to address to macro-prudential financial risks.

The chapter concludes that further institutional and legal changes are necessary for

the ECB to become an effective bank supervisor.

Keywords European Union Law • Banking Regulation and Supervision •

Monetary Policy • Single Supervisory Mechanism • European Banking Law

1 Introduction

The European Central Bank (ECB) assumed substantial new powers and responsi-

bilities as a bank supervisor in November 2014 for over 6000 banks in the euro area.

This transfer of sovereignty from participating Member States to a European Union

institution raises important legal and economic policy issues regarding the optimal

design of banking regulation and supervision in Europe. This chapter analyses the

competences allocated to the European Central Bank under the Single Supervisory
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Mechanism Regulation (SSM Regulation)1 and whether these powers are adequate

for the ECB to be an effective macro-prudential bank supervisor. In doing so, the

paper will also analyse the ECB’s institutional structure and whether its strong form
of independence under the EU Treaty is appropriate for its role as a bank supervi-

sor—especially when exercisingmacro-prudential powers. It also considers whether

adequate accountability safeguards have been added to the SSM Regulation to

ensure that the ECB and the Single Supervisory Board can be held to account

judicially for its exercise of supervisory powers. The paper also suggests that the

ECB’s primary Treaty objective of maintaining price stability through monetary

policy tools may have the unfortunate effect of limiting its capacity to be an effective

macro-prudential supervisor. The chapter concludes by asserting that for the ECB to

be an effective macro-prudential supervisor it requires additional supervisory pow-

ers, including a more meaningful role in bank resolution, and more coordination

with the ECB’s monetary policy operations. These broader powers, however, also

mean that the ECB’s strong form of independence as set forth in the EU Treaty

should be revised to make the ECB more accountable to Council, Parliament, and

national governments than it presently is for the exercise of such broad powers.2

The ECB’s bank supervisory powers are exercised through a Single Supervisory
Mechanism (SSM) that has an executive board—a Single Supervisory Board

(SSB)—that is responsible for supervising large cross-border Eurozone banks

and overseeing the supervisory actions of national competent authorities respon-

sible for supervising small and medium sized credit institutions in participating

Member States. The ECB has ultimate discretionary authority to decide whether to

intervene and to take supervisory decisions that could supersede the decisions of

national competent authorities with respect to smaller credit institutions which the

ECB does not directly supervise. The Banking Union is primarily designed to sever

the link between banking fragility and over-indebted sovereigns by authorising the

European Stability Mechanism to recapitalise ailing euro area banks on the condi-

tion that these banks are subject to strict ECB supervision and conditionality.

Although the SSM Regulation has been praised as part of necessary regulatory

reforms to restore Euro area banking stability, it raises important legal and institu-

tional issues regarding the extent and scope of the ECB’s competence to supervise

banks and financial groups under the EU Treaty and, alternatively, whether or not

its powers and capabilities are adequate to achieve prudential regulatory objectives.

Academic commentary addressing the ECB’s role as a bank supervisor in the

Single Supervisory Mechanism has analysed its potential impact on the EU internal

market.3 For instance, Ferran analyses the impact of the European Banking Union on

the EU Single Market from a legal perspective by emphasizing the centripetal and

1Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the

European Central Bank concerning policies relating to the prudential supervision of credit

institutions.
2 See Alexander (2012a, b).
3 See Alexander (2012b).
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centrifugal effects of the Banking Union within the Single Market.4 On the one hand,

Banking Union might make joining the monetary union more appealing to those

Member States outside the euro zone, but which decide to join the Banking Union.

On the other hand, those states which are outside the Banking Union could potentially

be marginalized economically and financially within the EU, which, it is argued, will

inevitably undermine the unity of the Single Market.5 Furthermore, Ferran analyses

both the Single Supervisory Mechanism and the Single Resolution Mechanism to

argue that, despite some limits in the Banking Union’s design, their legal bases are
adequate enough to guarantee that the Banking Union has the authority to re-build

confidence and contribute to a reversal of the trend of EU banking and financialmarket

fragmentation.6 Other commentators analyse the impact of the SSM on the division of

competences between the ECB and national competent authorities of the participating

Member States of the Banking Union.7

The Banking Union represents an unprecedented transfer of sovereignty from

participating Member States to a European Union institution for conducting banking

supervision and in the case of the SRM for delegating authority to an EU agency to

have responsibility for the preparation, implementation and funding of a bank resolu-

tion regime. The chapter extends the academic analysis of the ECB’s bank supervisory
role in the Single Supervisory Mechanism by critically analysing the legal basis in the

EU Treaty for the creation of the SSM and its institutional effectiveness to conduct

banking supervision. In doing so, part I reviews the institutional and legal context of

the Banking Union. It assesses the structure and legal framework of the Single

Supervisory Mechanism and the amendments to the SSM Regulation resulting from

theCyprus Council Presidency and European Parliament negotiations. It then analyses

whether theECB’s strong form of independence under theEUTreaty is appropriate for

its role as a bank supervisor—andwhether its limited powers to take macro-prudential

regulatory and supervisory measures are adequate to ensure banking sector stability.

2 Historical Context for the ECB’s Supervisory Function

The question to what extent the European Central Bank should be engaged in

banking supervision had been one of the most contentious issues for the Delors

Committee in the late 1980s8 and in the drafting of the Maastricht Treaty and the

4 See Ferran (2014), p. 3.
5 Ibid.
6 See Ferran (2014), p. 2.
7 See generally Gortsos (2015).
8 Delors Report 1989—penultimate draft specified in paragraph 32 that the “system [ESCB] would

participate in the coordination of banking supervision policies of the national supervisory author-

ities.” But in the final report “national” was deleted implying that the supervisory authorities

would be European.
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Statute of the European System of Central Banks and of the European Central Bank

in 1991.9 National governments generally pressed for retention of supervision as a

national prerogative, whilst central bankers considered supervision to be a potential

task for the ECB. The resulting institutional framework created by the Maastricht

Treaty severely restricted the capacity of EU institutions (i.e., ECB) from providing

preventative pre-crisis prudential supervision, while also limiting socially benefi-

cial post-crisis resolution.10

3 Severing the Tie Between Banking and Sovereign Debt

Crises

In June 2012, as euro zone sovereign bond markets were experiencing extreme

volatility, EU policymakers and investors feared that a collapse of the Spanish

banking sector was imminent and would cause contagion throughout the euro zone

and seriously threaten the viability of the single currency area itself.11 During this

time, Spanish authorities were conducting negotiations with the European Com-

mission over the terms of a Eurozone bailout of the Spanish banking system.

Parallel with these negotiations, the European Council President, Herman van

Rompuy, issued a paper calling for a European Banking Union that had as its

main objective the severing of the link between the banking crisis and the sovereign

debt crisis.12 The Van Rompuy paper proposed that Banking Union consists of

three pillars: (1) the European Central Bank with vast new powers to supervise over

6000 banks in the Eurozone; (2) an EU-wide deposit guarantee scheme with

mutualisation of risk across Member States; and (3) an EU/euro area bank resolu-

tion authority and fund that would restructure banks and investment firms having

financial difficulties without direct costs to taxpayers.13 German Chancellor Angela

Merkel welcomed the proposals as an important step in obtaining German

9 See Maastricht Treaty Text and Committee of Governors’ Draft of the Statute of the European

Central Bank.
10 Then Article 105 (6) of Maastricht (of December 1991) provides:

The Council, acting by means of regulations in accordance with a special legislative procedure,

may unanimously, and after consulting the European Parliament and the European Central

Bank, confer specific tasks upon the European Central bank concerning policies relating to

the prudential supervision of credit institutions and other financial institutions with the

exception of insurance undertakings.

11 See European Council, President, ‘Towards a Genuine Economic and Monetary Union’, Report
by the President of the European Council, Herman van Rompuy, EUCO 120/12, Brussels (2012),

pp. 1–2. Available at http://ec.europa.eu/economy_finance/focuson/crisis/documents/131201_en_

pdf. Accessed 23 August 2015.
12 Ibid., pp. 3–4.
13 Ibid., pp. 6–7.
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parliamentary support for allowing the Spanish banking system to be recapitalised

by the Eurozone bailout fund—the European Stability Mechanism.14

The Van Rompuy paper formed the basis for the European Council of Ministers’
Decision in late June 2012 to create a euro area Banking Union designed to build a

more effective banking supervision regime in the Euro area and across the

European Union.15 This was followed by draft legislation proposed by the

European Commission on 12 September 2012 in the form of a Council Regulation16

conferring bank supervisory powers on the European Central Bank, and another

Regulation amending the European Banking Authority’s powers regarding its

interaction with the ECB in respect of the supervision of credit institutions.17 The

ECB’s supervisory powers would be exercised through a Single Supervisory Mech-

anism (SSM) that would have an executive board—a Single Supervisory Board

(SSB)—that would be primarily responsible for licensing, monitoring and

enforcing prudential regulations, such as capital adequacy requirements, liquidity

buffers, concentration and leverage limits, and all other prudential requirements

under EU law applicable to banks based in the euro area and other participating EU

jurisdictions.18 The ECB/SSB would also be empowered to approve bank recovery

plans and asset transfers between affiliates within banking groups or mixed finan-

cial conglomerates.19

As mentioned above, the Van Rompuy paper also envisaged bank resolution and

deposit insurance as the second and third pillars respectively of banking union.20 To

this end, the Commission proposed on 10 July 2013 a Regulation for a uniform set

of rules and procedures for the resolution of banks established within the euro area

and that resolution decision-making be centralised at the European level through

the creation of a Single Resolution Mechanism.21 Also, the Commission proposed

minor amendments to the Deposit Guarantee Scheme Directive in 2013 that were

approved by the European Parliament and Council in 2014 creating additional

obligations on all Member States to require more ex ante funding of the deposit

fund and reducing the time a depositor must wait to receive repayment when a bank

fails.22

14 See House of Lords, ‘Genuine Economic and Monetary Union’ and the implications for the UK

8th Report of Session 2013–14, HMSO, HL Paper 134, (14 February 2014), pp. 23–25.
15 Council, Conclusions, EUCO 76/12. (29 June 2012), p. 3.
16 Commission, Proposal for a Council Regulation conferring specific tasks on the European

Central Bank concerning policies relating to the prudential supervision of credit institutions,

COM(2012) 511 final, Brussels (12 September 2012).
17 Ibid.
18 SSM draft Regulation, Article 4 (1)-(4).
19 Article 4(1)(k).
20 See supra note 12.
21 See SRM Proposal, p. 5.
22 See Directive 2014/49/EU of the European Parliament and of the Council of 16 April 2014 “on
deposit guarantee schemes (recast)” (DGS Directive), repealing Directive 94/19/EC, OJ L

173, pp. 149–178.
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4 Banking Union and the Internal Market

The European Union can be distinguished from other international and regional

trade and investment agreements by the principle of the “internal market”,

contained in the Treaty on the Functioning of the European Union (TFEU).23 The

internal market principle has its origins in the Treaty of Rome of 1957 and has

served as a core building block of European economic and financial integration.24

The principle consists, in part, of the right of establishment and free movement of

persons, services and capital across Member State borders under conditions of

competitive equality.25 The rights of establishment and free movement in financial

services were reinforced by the Single European Act 198626 that recognised the

principle of mutual recognition which required host state regulatory authorities in

the European Economic Area (EEA) to recognise the home country authorisation

and prudential oversight of financial firms that were incorporated or established in

another EEA state and were operating in the host market. This paved the way for

adoption of the Second Banking Directive in 198927 that created the single passport

regime that allowed EU-based banks to establish branches and to supply cross-

border financial services in other EU states without having to obtain additional

regulatory authorisation by host states.28

Under the single passport regime, however, a cross-border banking group’s
subsidiary incorporated in another Member State was subject to the licensing

requirements and ongoing prudential supervision of the relevant host state author-

ity. Nevertheless, banking groups or banks individually have the right to establish a

subsidiary in another Member State under the same conditions as domestic banks

incorporated in those states based on the principles of non-discrimination, propor-

tionality and necessity.29 EU policymakers accepted the assumption that the home

23 Treaty on the Functioning of the European Union (TFEU) Title IV ‘Free movement of persons,

services and capital’, Articles 45–66. See Andenas and Snell (2002), pp. 69–139.
24 See Dermine (2003), pp. 31–96.
25 TFEU, Chapter 1 Workers, Articles 45–48, Chapter 2 Right of establishment, Articles 49–55,

Chapter 3 Services, Articles 56–62, Chapter 4 Capital and payments, Articles 63–66.
26 See Single European Act 1986, Article 18 (implementing Article 100a of the EEC Treaty). The

Act also provided for qualified majority voting by Council (instead of unanimity) for banking and

financial services directives and regulations. See Andenas and Hadjiemmannuilt (1997),

pp. 373–417.
27 Second Council Directive 89/446/EEC of 15 December 1989 on the coordination of the laws,

regulations and administrative provisions relating to the taking up and pursuit of the business of

credit institutions and amending Directive 77/780/EEC, O.J. L. 386, p. 1.
28 See Walker (2007), pp. 16–18.
29 Case C-442/02 CaixaBank France [2004] ECR I-8961. In Caixa bank, the ECJ interpreted the

proportionality and necessity principles to apply to a Member State’s regulation of a subsidiary of
a cross-border banking group by holding that ‘[a]ll measures which prohibit, impede or render less

attractive the exercise of that freedom must be regarded as such restrictions’ (para. 11). A

regulatory measure ‘hinders credit institutions which are subsidiaries of foreign companies in

raising capital from the public, by depriving them of the possibility of competing more
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state passport and mutual recognition principles would increase competition in

regulatory practices between Member States and would lead eventually to a more

or less harmonised system of regulatory and supervisory practices across the EU

that would promote the overall objective of European financial integration. The

banking crisis of 2007–09, however, revealed serious flaws in this approach to EU

banking regulation and supervision. The European Commission’s expert committee

led by Jacques De Larosiere considered these issues in a Report published in

February 2009 that called for reform of European financial regulation and supervi-

sion by creating three new European Supervisory Agencies to establish a

harmonised EU rulebook for financial regulation while leaving Member State

authorities with responsibility for applying and enforcing the rulebook in day-to-

day supervision.30 Reflecting the views in the De Larosiere Report, the Commission

proposed a European System of Financial Supervision, consisting of a European

Banking Authority, a European Securities and Markets Authority, and a European

Insurance and Occupational Pension Authority,31 that would establish a single

regulatory rulebook and supervisory framework for the financial sector. The three

European Supervisory Authorities would, with support from a European Systemic

Risk Board,32 promote more effective micro-prudential and macro-prudential reg-

ulation and supervision of European financial markets and a more efficient func-

tioning of the internal market.33

Shortly thereafter, the Commission was confronted with the euro zone sovereign

debt crisis that began in May 2010 with Greece receiving the first of three bailouts

effectively’, ‘with the credit institutions traditionally established in the Member State of estab-

lishment’ para. 12; and a regulatory measure ‘may be justified where it serves overriding

requirements relating to the public interest, is suitable for securing the attainment of the objective

it pursues and does not go beyond what is necessary in order to attain it’ (para. 17). See also Case

C-411/03 Sevic (that the distinction on the ground of different nationalities was discriminatory and

contrary to the right of establishment). See also Gambling cases, C-64/08, C-316/07, C-358/07,
C-360/07, C-409/07 and C-410/07)(invalidating non-discriminatory restrictions on gambling if the

measure lacks proportionality and not necessary to achieve a regulatory objective).
30 The High-Level Group on Financial Supervision in the EU (chaired by Jacque de Larosiere),

Report, Brussels: EU Commission, 25 February 2009, 39–41, 57. Available at: http://ec.europa.eu/

internal_market/finances/docs/de_larosiere_report_en.pdf. Accessed 28 October 2014. The De

Larosiere Report recognised the difference between ‘regulation’, defined ‘as a set of rules and

standards that govern financial institutions’, and ‘supervision’, defined as ‘the process designed to
oversee financial institutions in order to ensure that rules and standards are properly applied.’?
31 Regulation of the European Parliament and of the Council, No. 1093/2010 establishing a

European Supervisory Authority (European Banking Authority), O.J. 2010 L331/12; Regulation

of the European Parliament and of the Council, No. 1094/2010 establishing a European Supervisory

Authority (European Insurance and Occupational Pension Authority), O.J. 2010 L331/48; Regula-

tion of the European Parliament and of the Council, No. 1095/2010 503 establishing a European

Supervisory Authority (European Securities and Markets Authority), O.J. 2010 L331/84.
32 Regulation of the European Parliament and of the Council, No. 1092/2010 on European Union

macro-prudential oversight of the financial system and establishing a European Systemic Risk

Board, O.J. 2010 L331/1.
33 Ibid.
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from the European Commission and the International Monetary Fund and entering

into negotiations with its creditors to restructure its sovereign debt. As the euro zone

sovereign debt crisis intensified when Spain requested a bailout from the European

Stability Mechanism in May 2012, the Commission and the euro zone’s largest

economy—Germany—decided that further institutional consolidation of banking

supervision at the European level was necessary in order to help sever the link

between banking sector crises and sovereign debt crises. It was decided that the

European Central Bank was the most credible EU institution to be given the powers

of prudential bank supervision because of its relative success in maintaining price

stability in the euro area, its experience in guiding the euro zone banks and

sovereigns through the banking crisis 2008–09 and the sovereign debt crisis

2010–2012, and its strong legal basis in the EU Treaties guaranteeing its indepen-

dence from external political pressure.34 Moreover, the Banking Union would aim

to increase harmonised practices in banking supervision, resolution, and deposit

guarantee funding, thereby supporting further integration in the provision of bank-

ing and related financial services in the internal market and reversing the fragmen-

tation of banking markets that had been occurring since the global financial crisis

began in 2008.35

5 Single Supervisory Mechanism

After the Commission proposed the draft SSM Regulations in September 2012,

extensive negotiations occurred in the tri-logue between Parliament, Council and

the Commission resulting in significant amendments. Both SSM regulations were

approved in October 2013 and came into force in November 2013.36 Following a

one year transition period, the ECB assumed its full supervisory powers under the

SSM regulation on 4 November 2014.37 The SSM provides the main pillar of the

banking union and consists of the ECB and the national competent authorities of

participating Member States. Its overriding objectives are to ensure safety and

34 See discussion in European Council, President, ‘Towards a Genuine Economic and Monetary

Union’, 05.12.2012 (‘Four Presidents’ Report), pp. 6–9. Available at: http://www.consilium.

europa.eu/uedocs/cms_data/docs/pressdata/en/ec/134069.pdf. Accessed on 23 August 2015.
35 See European Commission, European Financial Integration Report 2009, Commission Staff

Working Document, Brussels: (11 December 2009), SEC(2009) 1702 final, demonstrating the

fragmentation of EU banking and financial markets after the onset of the financial crisis of

2007–08.
36 Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the

European Central Bank concerning policies relating to the prudential supervision of credit

institutions, OJ L 287/63 (29 October 2013).
37 SSM Regulation, Article 33 (2).
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soundness of the European banking system and to ensure the unity and integrity of

the EU internal market.38 All euro area Member States are automatically members,

while non-euro area members can decide to participate in the SSM through a

procedure involving the national competent authority entering into a ‘close coop-

eration’ with the ECB.39 For the other non-participating Member States, the ECB is

authorised to adopt a memorandum of understanding with the relevant national

competent authority that explains how the ECB will cooperate with the NCA in

performing their respective supervisory tasks.40 The ECB will also conclude mem-

oranda of understanding with each EU home state competent authority of a sys-

temically important financial institution.41

The ECB is responsible for direct supervision of ‘significant’ banks, which

represent almost 85% of banking assets in the euro area.42 The ECB will also be

indirectly responsible for the supervision by national competent authorities of

smaller, less systemically important banks.43 The SSM acting through the ECB

only has jurisdiction to apply and enforce EU prudential banking law and regulatory

requirements against ‘credit institutions’ under EU law.44 For instance, financial

institutions that do not accept retail deposits are not defined as ‘credit institutions’
under EU Law and therefore are not subject to SSM jurisdiction. Similarly, a ‘credit
institution’ subject to SSM jurisdiction for carrying on activities governed by EU

prudential banking law is not subject to SSM jurisdiction for activities not subject to

EU prudential banking law, such as brokering and dealing securities or the mar-

keting and sale of retail financial products. For such non-prudential activities, the

bank would be subject to other EU banking and financial law requirements, such as

38 SSM Regulation, Article 1.
39 SSM Regulation, Article 7 (1) & (2) (a)–(c), providing the legal requirements for ECB

cooperation with national competent authorities that enter ‘close cooperation’ with the SSM,

including rules that apply directly to banks established in participating countries.
40 SSM Regulation, Article 8.
41 SSM Regulation Article 6 (7)(b).
42 The criteria used to define a bank as significant are: total value of assets, whether it is one of the

top three largest banks in its home Member State; its importance to the economy of its home state

or the EU as a whole; and whether it has requested or received direct public financial assistance

from the European Stability Mechanism (ESM) or the European Financial Stability Facility

(ESFS). SSM Regulation, Article 6 (4) (i)–(iii).
43 SSM Regulation, Article 4 (1).
44 ‘Credit institution’ is defined as a firm which accepts deposits from the public that are insured by

the EU Deposit Guarantee Scheme Directive. See Capital Requirements Directive IV (CRD IV

Package) (including the Capital Requirements Directive and Capital Requirements Regulation),

entered into force 1 January 2014. The CRD IV transposes into European law the prudential capital

requirements for credit institutions and investment firms which are based on the internationally-

agreed Basel Capital Accord (Basel III agreement).
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conduct of business rules, which are the sole responsibility of national competent

authorities to monitor and enforce.45

The ECB will act through an executive board—the Single Supervisory Board

(SSB)46—that is responsible for supervising the euro zone’s largest cross-border
banks and the top three banks by size in each participating Member State. The SSB

is also responsible for overseeing the supervisory actions of participating national

competent authorities who directly supervise small and medium sized credit insti-

tutions in the SSM regime.47 The ECB/SSB has ultimate discretion to decide

whether to intervene and take direct oversight of small and medium sized institu-

tions that are ordinarily subject to direct supervisory control by national competent

authorities.48

The SSB’s organisational structure and operational functions will be separate

from the ECB’s monetary policy operations and related functions.49 Germany

insisted on separation of the ECB’s supervisory functions from its monetary policy

functions in order to protect ECB monetary policy from being influenced by the

pursuit of banking supervision mandates.50 The separation between monetary

policy and supervisory tasks within the ECB is reinforced by a requirement to

ensure the organisational separation of both the staff involved and their reporting

lines.51 The procedure for appointing the Chair and Vice Chair of the Supervisory

Board also reflects this separation: rather than having the ECB Governing Council

elect a member of the Executive Board as was proposed in the draft Regulation, the

Chair and Vice Chair are now appointed by the Ecofin and cannot be a member of

the ECB Governing Council.52 Moreover, the Supervisory Board will have to

submit draft supervisory decisions to the ECB Governing Council; the decisions

will be deemed adopted unless objected to by the Governing Council.53 Should it do

45 The SSM does not apply to most conduct of business rules that govern a credit institution’s
capital market activity—such as prospectus requirements, insider dealing and market abuse rules,

or mis-selling of retail financial products. These are subject to other areas of EU and national law

and are regulated by that country’s national competent authority (not the ECB).
46 SSM regulation, Article 26 (‘planning and execution of the tasks conferred on the ECB shall be

fully undertaken by an internal body composed of its Chair and Vice Chair’).
47 SSM Regulation, Article 6,(7) (a)-(c). See also Article 25 (8) (SSB shall adopt ‘draft decisions’
‘to be transmitted. . . to the national competent authorities of the Member States concerned.’).
48 SSM Regulation, Article 6 (5)(b), ‘when necessary to ensure consistent application of high

supervisory standards, the ECB may at any time, or on its own initiative after consulting with

national competent authorities or upon request by a national competent authority, decide to

exercise directly itself all the relevant powers for one or more credit institutions’.
49 SSM Regulation, Article 25 (‘Separation from monetary policy function’). Article 25 (2) states

‘[t]he ECB shall carry out the tasks conferred on it by this Regulation without prejudice to and

separately from its tasks relating to monetary policy and any other tasks.’
50 Peter Mulbert, Presentation at European Company and Financial Law conference, Bundestag,

Berlin (7 Nov 2014) (on file with author).
51 SSM Regulation, Article 25(2).
52 Article 26(3).
53 Article 26(8).
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so, a non-euro zone participating Member State has the option to challenge the

Council’s objection to a SSB draft decision. If the Council decides to confirm its

objection, thereby rejecting the Member State’s challenge, the participating

Member State may notify the ECB that it will not be bound by the Council decision,

in which case the ECB shall then consider whether to suspend or terminate the

Member State’s close cooperation in the SSM. A non-euro zone participating

Member State may also challenge a SSB decision that is not objected to by the

Council, and if the Council rejects the Member State challenge, the Member

State has the option to comply with the decision or if not to terminate its close

cooperation with the SSM, in which case it would be barred from re-joining for

3 years.54

Regarding accountability concerns, the ECB is directly accountable to the

European Parliament and Council for carrying out its supervisory role.55 Under

the SSM regulation, the Chair of the Single Supervisory Board (SSB) is required to

present an annual report in public to the European Parliament.56 Moreover, Article

21 was included as part of the Parliament-Council compromise to create a reporting

obligation for the SSB towards national parliaments57 that are similar in content to

the SSB’s reporting obligation under Article 20 to the European Parliament and

Council.

Prior to taking up its supervisory powers, the ECB conducted a comprehensive

assessment consisting of an Asset Quality Review (AQR) and stress tests in

2013–2014 for bank balance sheets that required banks that do not pass the stress

tests to raise additional capital in addition to their minimum capital requirements.58

54 Article 7(7). The European Parliament March compromise expanded this procedure in allowing

non-euro participating Member States to also disagree with the SSB’s draft decision itself (rather

than the Governing Council’s objection to it), which may result in the Member State terminating

its SSM participation for a 3 years.
55 SSM Regulation, Article 20. See also Article 26 (3), providing for the ‘Interinstitutional
Agreement between the European Parliament and the European Central Bank on the practical

modalities of the exercise of democratic accountability and oversight over the exercise of the tasks

conferred on the ECB within the framework of the Single Supervisory Mechanism’, 2013/694/EU,
OJEU L320/1. See also Memorandum of Understanding between the Council of the European

Union and the ECB on the cooperation on procedures related to the Single Supervisory Mechanism

(SSM) 11.12.2013. Available at: https://www.ecb.europa.eu/ecb/legal/ssm/framework/html/

index.en.html. Accessed on 23 August 2015. Inter-institutional Agreement (IIA) between the

European Parliament and the ECB.
56 The Inter-institutional Agreement part 1 (reports) provides that the ECB has a duty to submit a

report every year to the Parliament (defined as ‘Annual Report’). This report is concerned with the
execution of the task conferred to the ECB under Regulation (EU) No 1024/2013. The Chair of the

Supervisory Board must present the report to Parliament at a public hearing. Available at: https://

www.ecb.europa.eu/ecb/legal/ssm/framework/html.en. Accessed on 23 August 2015.
57 SSM Regulation Article 17aa.
58 On 26 October 2014, the ECB published the outcomes of a year-long financial health check (the

Comprehensive Assessment) of 130 banks in the Euro area. The assessment detailed the results of

the asset quality review (AQR) and a forward-looking stress test of the banks. The comprehensive

assessment was carried out under the current EU Capital Requirement framework (CRR/CRD IV)

The ECB and Banking Supervision: Does Single Supervisory Mechanism Provide. . . 263

https://www.ecb.europa.eu/ecb/legal/ssm/framework/html.en
https://www.ecb.europa.eu/ecb/legal/ssm/framework/html.en
https://www.ecb.europa.eu/ecb/legal/ssm/framework/html/index.en.html
https://www.ecb.europa.eu/ecb/legal/ssm/framework/html/index.en.html


After completing the AQR and the stress tests, the ECB began to exercise its

supervisory powers in the SSM framework in November 2014.59

6 The Legal Basis

Before analysing the SSM Regulation further, it is necessary to consider its legal

basis under the European Union Treaty. Prior to the proposal of the draft SSM

Regulation in September 2012, EU policymakers debated whether the ECB should

act as a bank supervisor and play a role in bank resolution. On the one hand, there

was an urgent need to sever the link between fragile banking institutions and

sovereign debtors by enhancing banking supervision to repair the banking sector.

The discipline and credibility of the European Central Bank was considered a

necessary remedy for the ineffective and weak supervisory practices of many

euro zone states that had contributed to causing the European banking and sover-

eign debt crisis. Indeed, a redesigned banking supervision regime built on the

shoulders of the European Central Bank was considered necessary to stem

the market panic that was sweeping euro zone sovereign debt markets in early

2012.60 After EU institutions agreed to provide emergency funding support for

and brought to attention the following results: (1) capital shortfall of €25 billion detected at

25 participant banks; (2) banks’ asset value need to be adjusted by €48 billion, €37 billion of

which did not generate capital shortfall; (3) shortfall of €25 billion and asset value adjustment of

€37 billion implies overall impact of €62 billion on banks; (4) additional €136 billion found in

non-performing exposure; and (5) adverse stress scenario would deplete bank’s capital by €136
billion reducing median CET1 ratio by 4 percentage points from 12.4 to 8.3%. European Central

Bank (ECB), ‘Aggregate Report on the Comprehensive Assessment’ (26 October 2014). Available
at: https://www.bankingsupervision.europa.eu/ecb/pub/pdf/aggregatereportonthecomprehensive

assessment201410.en.pdf. Accessed 28 October 2014.
59 SSM Regulation Article 33 (2). The original draft Regulation proposed that the ECB’s super-
visory powers be phased-in from 1 January 2013 until January 2014 with the creation of the Single

Supervisory Board on 1 January 2013 with responsibility for overseeing the largest euro area

cross-border banks and those banks seeking bailouts from the ESM, and then on 1 July 2013 with

the ECB/SSB beginning to supervise the remaining 6000 small and medium-sized credit institu-

tions in the euro area and on 1 January 2014 with the ESM authorised to inject capital into banks

requiring recapitalisation and who have agreed a restructuring plan. However, the Council and

Parliament agreed that the timetable was too ambitious and that ECB/SSB operations should begin

12 months after entry into force of the Regulation, which was 4 November 2013. SSM Regulation,

Article 27 (2). The one year lag was designed to give the ECB time to conduct the AQR and stress

tests in conjunction with the European Banking Authority.
60 As Spain began to lose access to sovereign debt markets in May 2012, urgent action was

considered necessary by EU policymakers to restore confidence in financial markets so that fragile

euro area countries could regain access to debt markets on sustainable terms. See House of Lords,

Genuine Economic and Monetary Union, and the implications for the UK 8th Report of Session

2013–14, HMSO, HL Paper 134, (14 February 2014), pp. 8–9.

264 K. Alexander

https://www.bankingsupervision.europa.eu/ecb/pub/pdf/aggregatereportonthecomprehensiveassessment201410.en.pdf
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/aggregatereportonthecomprehensiveassessment201410.en.pdf


Spain from the European Stability Mechanism in May 2012, the European Council

issued its Decision in June proposing a European Banking Union for euro area and

other participating Member States that would centralise banking supervision with

the ECB and concentrate resolution powers and deposit guarantee rules at the EU

level.61 In respect of banking supervision, this expedited plan of action required

activation of the enabling clause of Article 127 (6) (TFEU) that provides:

The Council, acting by means of regulations in accordance with a special legislative

procedure, may unanimously, and after consulting the European Parliament and the

European Central Bank, confer specific tasks upon the European Central bank concerning

policies relating to the prudential supervision of credit institutions and other financial

institutions with the exception of insurance undertakings.

On the other hand, policymakers questioned whether existing Treaty provisions

provided an adequate legal basis for the creation of a Banking Union. In particular,

there was concern that the ECB’s potential treaty powers were limited strictly to

micro-prudential supervision of banking and financial institutions based on a

unanimous vote of EU states, and therefore the ECB could not play a role in

broader supervision of financial markets, nor could it play a direct role in a

reformed bank resolution regime.62 According to this view, the EU Treaty required

amendment before the ECB and other EU bodies could be entrusted with broad new

financial supervisory and resolution powers to stabilise the euro zone banking

sector. Revising the Treaty, however, would require unanimous approval by Mem-

ber States and would take much more time than what was available to stabilise the

euro zone sovereign debt markets. Because of the growing stresses in the sovereign

bond markets for Spain and Italy in May and June 2012, EU policymakers decided

to utilise existing Treaty provisions to establish the Banking Union while providing

a fiscal backstop through the European Stability Mechanism for ailing euro zone

sovereigns and banks.63

Regarding the ECB’s competence to act as a bank supervisor, Article

13 (2) TFEU provides that EU institutions operate under the doctrine of conferred

powers, which states that public institutions are constrained by law, in this case by

treaty, because they are creatures of law.64 EU institutions only have powers

61 See supra note 12.
62 Indeed, it seemed unlikely until just before Eurozone sovereign debt crisis re-erupted in May

2012 that the Council (Ecofin) would activate the enabling clause of Article 127 (6) TFEU. EU

Ministers of Finance had rejected formal activation of the clause on a number of previous

occasions. See Davies (2006), p. 42.
63 See above notes 23–25 and accompanying text for discussion of ESM bank recapitalisation

instrument.
64 Case C-133/06 Parliament v Council (Safe Countries of Origin) [2008] ECR I-3189, holding,

inter alia, ‘each institution is to act within the powers conferred upon it by the Treaty.’ para 44, and
‘it has already been held that the rules regarding the manner in which the Community institutions

arrive at their decisions are laid down in the Treaty and are not at the disposal of the Member States

or of the Institutions themselves’ para 54.
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granted to them by the EU Treaties.65 The rationale behind this is that the exercise

of state power in a liberal society or market economy should be exceptional and

require justification and constraint.66 In other words, European institutions have

legal competence to exercise powers that are specifically conferred.

Under the Treaty, the ECB expressly does not have conferred powers to exercise

supervision over credit and other financial institutions unless it is authorised to do

so based on unanimous consent of all Member States. Therefore the SSM Regula-

tion was adopted unanimously by activating the enabling clause of Article

127 (6) (TFEU) as a basis for conferring supervisory powers on the ECB for credit

and other financial institutions. According to the language of Article 127 (6),

however, the ECB can only have supervisory powers conferred on it ‘concerning
policies relating to the prudential supervision of credit institutions and other

financial institutions with the exception of insurance undertakings.’ This means it

can only have supervisory powers conferred on it for individual credit and financial

institutions, not wider powers involving bank resolution, nor oversight of financial

conglomerates or investment firms not defined under EU law as ‘credit or other
financial institutions.’ Article 127 (6) essentially applies to micro-prudential super-

vision of ‘credit institutions and other financial institutions’ and not to supervision

of other financial firms or areas of the financial markets that are off the balance

sheets of credit and financial institutions, such as the shadow banking market.67 The

restrictive language of Article 127 (6) is presumably why the SSM Regulation was

designed specifically to apply only to individual ‘credit institutions’ as defined

under EU law and possibly to the larger banking groups of which they are a part.

The limited competence of the ECB to act as a bank supervisor under Article

127 (6) therefore would preclude it from engaging in any supervisory activities

directed at the broader financial system, including, for instance, the wholesale debt

securities markets or bank resolution and restructuring. This means that the ECB

would not have the competence to oversee the shadow banking market, which was a

source of systemic risk that caused the global banking crisis of 2007–09. Moreover,

it would not have the competence to put a credit institution (which it had the

competence to supervise) into resolution, nor could it exercise resolution powers,

such as transferring the assets of a distressed bank to a private purchaser, or transfer

a distressed bank’s assets to a bridge bank, nor even take legal measures to

coordinate with resolution authorities. The narrow supervisory competence allo-

cated to the ECB under Article 127 (6) suggests that the ECB would be acting ultra
vires if it took broader macro-prudential supervisory measures that go beyond the

micro-prudential supervision of individual credit institutions and financial

65 Case C-133/06, [2008] ECR I-3189, para 55. The TFEU Article 13 (2) provides ‘[e]ach
institution shall act within the limits of the powers conferred on it in the Treaties, and in

conformity with the procedures, conditions, and objectives set out in them’.
66 See discussion in Chambers et al. (2011), p. 60.
67 The Financial Stability Board has defined shadow banking as ‘a system of credit intermediation

that involves entities and activities outside the regular banking system’. See The Financial

Stability Board, Shadow Banking: Scoping the Issues (12 April 2011), p. 2.
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institutions. The narrowly conferred powers on the ECB under Article

127 (6) (TFEU) significantly limit its ability to perform effective banking supervi-

sion and supports the view that the ECB should not be granted banking supervisory

powers unless the Treaty is amended to provide it—at a minimum—with enlarged

powers to monitor the broader financial system (i.e., macro-prudential supervisory

powers) and to take interventionist measures (i.e., prompt corrective action) as part

of a bank resolution or restructuring.

7 Balancing the Price Stability Objective with Banking

Supervision

The ECB’s role as a bank supervisor might bring it into conflict with its main treaty

objective of price stability. According to this view, the ECB might be tempted to

lower interest rates or to loosen conditions for bank access to liquidity in order to

stabilise the banking sector, but this might lead to easier terms of credit thereby

conflicting with its price stability objective.68 This is why supervisory mandates for

central banks tend to be controversial. In general, the price stability mandate of

central banks is obstructed by short-term goals, e.g. avoiding high interest rates and

unemployment due to electoral and political pressures—hence the need for central

banks to be independent so that they are immune from these pressures. Accord-

ingly, a central bank receiving explicit or implicit employment or economic growth

mandates will face the same conflict. A supervisory mandate thus potentially results

in lenient monetary policies to prevent bank illiquidity and insolvency; central

banks also enjoy easier ‘bureaucratic entrenchment’ than a supervision-only agency
would, making them less accountable for the moral hazard they create. Empirical

evidence confirms that supervision mandates result in fewer bank failures but

higher inflation—though it has yet to be established whether such regimes are

better or worse in terms of overall welfare.69

The optimal governance architecture needed for such a double mandate is

unclear: lawmakers struggle to combine an efficient relationship between the

monetary and supervisory sides whilst yet ensuring adequate accountability.

Other governance issues are both external (especially towards national resolution

authorities) and internal, such as the transparency of central bank policies: while

excessive transparency may potentially damage the credibility of central banks,

e.g. when responding to temporary market disturbance, empirical evidence shows

that higher transparency in forecasts is associated with lower average inflation, and

68 This is why Principle 2 of the Basel Core Principles for Effective Banking Supervision

recommends that the functions of the bank supervisor and monetary policymaker be independent

from one another. See Principle 2 of Basel Committee’s Core Principles for Effective Banking

Supervision (September 2012). Basel: Bank for International Settlements.
69 See discussion in Hertig (2013).
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to some extent both less inflation persistence as well as reduced inflation

volatility.70

The SSM Regulation attempts to address the potential conflict in dual central

bank mandates by requiring that bank supervision decisions and monetary policy be

strictly separated by creating a Single Supervisory Board (SSB) which would have

separate staff to work solely on banking supervision matters and not to have links

with staff involved with monetary policy. Moreover, the December 2012 Cyprus

Presidency amendment to the SSM Regulation requiring the chairman and vice

chairman of the SSB to be appointed by ECOFIN, rather than by the ECB

Governing Council as originally proposed, is an important step to creating some

institutional safeguards to ensure the SSB’s independence. But the SSB’s oversight
of the SSM is ultimately accountable to the ECB’s Governing Council, whose

strong form of independence is guaranteed by the Treaty and whose overriding

mandate is to maintain price stability, which under the Treaty arguably takes

precedence over the ECB’s banking supervision mandate. However, the Governing

Council’s dual oversight of monetary policy and banking supervision will be

subject to separate agendas that rely on separate groups of staff and reporting

channels respectively to maintain a semblance of independence for the Council

whilst making decisions on monetary policy and banking supervision. However the

Council’s oversight of these dual areas is subject to the “separation” requirement in

Article 18 (3a), which mandates that Council decision-making is based on separate

agendas that rely on separate staff and reporting channels.71

Nevertheless, to reinforce the independence of the SSB, President Draghi set

forth conditions that were added as an amendment to the SSMwhich he argued were

necessary to make the plan work and protect the ECB’s reputation for maintaining

and achieving its monetary policy objective of price stability. He observed that

supervision and monetary policy must be ‘rigorously separated’, and that national

supervisors should play a significant role in any Eurozone supervisory plan.

The European Parliament nevertheless tried to address some of the weaknesses

in the accountability of the ECB under the SSM. The text of the 19th March 2013

tripartite agreement (“March compromise”) incorporates virtually all the amend-

ments from the Presidency compromise and reinforces some of its core principles.

The SSM tasks are further prohibited from interfering with or being determined by

the ECB’s other mandates, whether in relation to the ESRB or to the solvency

monitoring of monetary policy counterparties.72 Beyond the separation of the staff

involved on both sides of these firewalls, the Regulation now requires the ECB to

ensure an operational separation for the Governing Council itself as regards mon-

etary and supervisory functions, e.g. through separated meetings and agendas.73 In

another important change, a mediation panel created by the ECB will resolve

70 Ibid.
71 See Article 18(3a) of the 19th March 2013 tripartite agreement (“March compromise”).
72 Article 18(2) first subparagraph of the March compromise.
73 Article 18(3a) March compromise.

268 K. Alexander



differences of views expressed by the competent authorities of concerned partici-

pating Member States regarding an objection of the Governing Council to a draft

decision by the Supervisory Board.74

The role of the European Parliament has also been strengthened: the ECB must

now report to the Parliament and the Council as to how it has complied with the

separation of monetary and supervisory policy75 as well as cooperate “sincerely”

with parliamentary investigations.76 Further, the appointment of the Supervisory

Board’s Chair and Vice-Chair now requires the European Parliament to approve an

ECB proposal rather than being merely consulted.77

8 The ECB and Macro-Prudential Supervision

Although the definition of macro-prudential regulation and supervision is intensely

debated, it consists mainly of four main areas: (1) adjusting the application of

regulatory rules to institutions according to developments in the broader economy

(i.e., countercyclical capital requirements)78; (2) imposing regulatory controls on

contractual relationships between market participants (i.e., OTC derivatives counter-

parties, loan-to-value or loan-to-income ratios); (3) monetary policy controls, such as

interest rates, exchange rate controls, regulating money supply, and capital controls;

and (4) prudential requirements for financial infrastructure or firms providing infra-

structure services (i.e., capital requirements for derivative clearing houses).79 A

growing literature has analysed these different areas of macro-prudential regulation.80

At the institutional level, some macro-prudential supervisory authorities have

identified specific macro-prudential supervisory levers or tools (i.e., counter-

cyclical capital requirements and limits on distributions). For example, the UK

Financial Policy Committee has identified the following levers or tools81: Capital

requirements: Capital requirements could be varied depending on the riskiness of

assets at points in economic cycle. Counter-cyclical capital buffers could be

designed to dampen the credit cycle (for example, by imposing higher capital

requirements during a boom); Liquidity tools: Financial institutions can be required

to hold liquid assets, i.e. assets that can be easily turned into cash. Also, leverage

74Article 18(3b) March compromise.
75 Article 18(2) first subparagraph of the March compromise.
76 Article 17(9) March compromise.
77 Article 19(2) March compromise.
78 Experts have observed that countercyclical buffers could be difficult to implement. See

Brunnermeier et al. (2009) Chapter 4 (discussing design of countercyclical regulation).
79 Basel Committee on Banking Supervision (2011) Macroprudential Policy Tools and Frameworks.

Progress Report to G20. Available at: http://www.bis.org/publ/othp17.htm. Accessed on 5.06.2014.
80 See generally for a review of the literature, Alexander (2012c), p. 332.
81 See Bank of England, Financial Policy Committee, Financial Stability Report (March 2012).
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ratios could be used to limit the amount of leverage relative to the value of the

bank’s assets. Forward-looking loss provisions: Financial institutions can be

required to set aside provisions against potential future losses on their lending.

Collateral requirements: Lending could be limited by imposing higher collateral

restrictions, for example if growth in lending appears to be unsustainable. An

example is a loan to value requirement, which would limit the size of a loan relative

to the value of the asset. Similarly, “haircuts” on repurchase agreements would

limit the amount of cash that can be lent as a proportion of the market value of a set

of securities. Information disclosure: Greater transparency could help markets work

better. For example, in times of crisis, more information about different institutions’
risk exposure could increase the flow of credit as uncertainty is reduced.82

The wider scope of coverage and application of macro-prudential regulation will

necessarily involve a wider array of prudential supervisory tools that include both

ex ante supervisory powers, such as licensing, authorisation and compliance with

regulatory standards, and ex post crisis management measures, such as recovery and

resolution plans, deposit insurance and lender of last resort.83 Indeed, the objectives

of macro-prudential regulation—to monitor and control systemic risks and related

risks across the financial system—will require greater regulatory and supervisory

intensity that will necessitate increased intervention in the operations of cross-

border banking and financial groups and a wider assessment of the risks they pose.

The broad area of recovery and resolution will necessarily involve authorities in

restructuring and disposing of banking assets and using taxpayer funds to bailout

and provide temporary support for ailing financial institutions.84 Under the SSM,

does the ECB have the necessary scope of authority to be an effective macro-

prudential supervisor?

Under the initial Commission proposal in September 2012, the ECB/SSB was

given broad powers of prudential supervision: for instance, monitoring capital

adequacy, liquidity buffers and leverage limits85 and approving bank recovery

plans and asset transfers between affiliates within banking groups or mixed finan-

cial conglomerates.86 However, Council amendment had limited the use of macro-

82 Ibid.
83 See Report of the High Level Group on Financial Supervision in the EU, chaired by Jacques De

Larosiere (25 February 2009) Brussels: EU Commission. See also The Turner Review (March

2009 London: UK Financial Services Authority.
84 Indeed, the Financial Stability Board has stated in its Key Attributes of Effective Resolution

Regimes that:

[t]o improve a firm’s resolvability, supervisory authorities or resolution authorities should have

powers to require, where necessary, the adoption of appropriate measures, such as changes

to a firm’s business practices, structure or organisation [. . .] To enable the continued

operations of systemically important functions, authorities should evaluate whether to

require that these functions be segregated in legally and operationally independent entities

that are shielded from group problems. (FSB Key Attribute 10.5).

85 Article 4 (1)-(4) SSM Regulation.
86 Article 4 (1)(k) SSM Regulation.
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prudential supervisory powers to national competent authorities in the December

2012 Presidency amendments. The European Parliament considered the use of

micro-prudential powers alone for the ECB to be inadequate without the use of

‘limited’ macro-prudential supervisory tools. As a result, during the Tripatrtite

negotiations, the Parliament and Council agreed in March 2013 (the “March

compromise”) to final amendments to the SSM Regulation that included additional

powers for the ECB, acting through the SSB, to exercise certain macro-prudential

powers in limited situations. The ECB/SSM’s macroprudential tasks are set forth in

Article 5, entitled “Macroprudential tasks and tools”, which include the discretion to

impose stricter prudential requirements under the Capital Requirements Directive

(CRR/CRD IV), including higher capital buffers, on individual banks based on

macro-prudential factors in the country where the bank is based.87 Although the

exercise of these macro-prudential tools rests primarily with the national competent

authorities (NCAs),88 the ECB may intervene and utilise these tools “if deemed

necessary”,89 and in adopting a particular measure is then required to take the specific

circumstances of the Member State’s financial and economic situation into account90

as well as “duly consider” any objection of a Eurozone national competent authority

that seeks to address a macro-prudential risk on its own.91

Moreover, the Capital Requirements Regulation permits the ECB/SSM to take

macro-prudential measures, other than increased capital buffers, for banks based in

a participating Member State where the ECB has identified macroprudential or

systemic risks.92 Also, under the Special Resolution Mechanism, the ECB will have

limited macroprudential powers to cooperate with the SRM’s Single Resolution

Board in conducting an assessment of the extent to which banks and groups under

its supervision are resolvable without the assumption of extraordinary public

financial support, and to notify the SRB of a supervised entity requiring resolu-

tion.93 In addition, under the Commission’s proposed Regulation to implement the

Liikanen Committee’s proposals on structural regulation, the ECB will have the

87Article 5 SSM Regulation.
88 Article 4a(1) SSM Regulation.
89 Article 4a(2) SSM Regulation.
90 Article 4a(3) SSM Regulation.
91 Article 4a(2a)-(2b) SSM Regulation.
92 Capital Requirements Regulation (CRR/CRD IV), Article 458. Article 458 is entitled

‘Macroprudential or systemic risk identified at the level of aMember State’ and states in relevant part:

2. Where the authority determined in accordance with paragraph 1 identifies changes in the

intensity of macroprudential or systemic risk in the financial system with the potential to

have serious negative consequences to the financial system and the real economy in a

specific Member State and which that authority considers would better be addressed by

means of stricter national measures, it shall notify the European Parliament, the Council,

the Commission, the ESRB and EBA of that fact and submit relevant quantitative or

qualitative evidence.

93 Single Resolution Mechanism Regulation, Article 16 (1).
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authority to review the trading activities of banking groups under its supervision,94

and to have discretion to initiate the separation of deposit-taking banks from the

group’s trading entities.95 And the ECB may exempt entities under its supervision

from the scope of the proposed EU Structural Regulation altogether if it deems that

they have a sufficiently robust resolution strategy in place.96

Although theECBhas exceptional powers to impose higher prudential requirements

and additional capital buffers have been carved out in Article 5,97 the use of these tools

now rests primarily with the NCAs; the ECB may take over the task “if deemed

necessary”,98 and is then required to take the specific circumstances of the Member

State’s financial and economic situation into account99 as well as “duly consider” any

objection of an NCA proposing to address the local situation on its own.100

The SSM Regulation can be critically analysed on the grounds that it primarily

envisions the ECB engaging in micro-prudential supervision of individual credit

institutions with limited oversight of financial groups. Macro-prudential supervi-

sory powers are largely left to Member States but the ECB may also take certain

prescribed macro-prudential supervisory measures. The SSM Regulation fails to

recognise that micro-prudential regulation/supervision and macro-prudential regu-

lation/supervision are not mutually exclusive: they are part of a seamless process

which must be adequately coordinated to achieve their objectives. Effective macro

and micro-prudential regulation/supervision must be carried out and durably linked

in a sound institutional and legal framework to ensure the resilience and stability of

the financial system and to ensure that the supervisory authority is accountable to

those subject to its controls and directives.

9 Reconciling the ECB’s Independence with Effective

Banking Supervision

Article 130 TFEU a strong form of independence for the ECB in deciding what

measures it should use to conduct monetary policy and to achieve its primary

objective of price stability.101 Indeed, the ECB’s independence is widely

94 Proposal for a Regulation of the European Parliament and of the Council on structural measures

improving the resilience ofEUcredit institutionsCOM/2014/043final—2014/0020 (COD)Article 9(1).
95 Article 10(2). Once the separation initiated, the ECB will review the separation plan submitted

by the entity and can require its amendment (Article 18).
96 Article 4(2).
97 Article 5(1) SRM Regulation.
98 Article 5(2) SRM Regulation.
99 Article 5(3) SRM Regulation.
100 Article 5(4) SRM Regulation.
101 The ECB’s strong-form of independence is set forth in Articles 130 and 282(3), TFEU, Article

7 ESCB Statute (to carry out its tasks to achieve its overriding objective of price stability).
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considered to be why it has been viewed as a strong and credible institution in

managing the value of the euro and maintaining price stability. It is unsurprising

therefore why some would advocate that this credibility be extended to the ECB in

the form of banking supervision powers.

Nevertheless, it should be pointed out that monetary policy and banking super-

vision are very different. Monetary policy usually involves the use of a few macro

instruments—i.e. controlling interest rates and the quantity of money—to achieve

price stability, a measurable objective often defined as keeping inflation within a

range or below a target rate, and involving a more-or-less predictable trade-off

between inflation and unemployment. Strong legal guarantees of central bank

independence have been considered necessary in fulfilling the price stability

mandate.

Banking supervision, on the other hand, has a wider number of—often

conflicting—objectives: financial stability, investor and depositor protection, con-

sumer protection and financial crime. Moreover, it is much more difficult to

measure whether these objectives have been met and what the economic trade-

offs are in achieving them. Also, bank supervisors have the power to restrict and

restructure property and contractual rights—belonging to individual firms, depos-

itors, shareholders and creditors—and in doing so to utilise a far greater number of

regulatory instruments than is available in monetary policy.

This is one reason why banking supervision has been subjected to greater

accountability mechanisms than monetary policy by requiring, for example, that

firms and individuals be consulted before they are subjected to controls and that the

content of regulations are clearly ascertainable in advance and proportionate to

achieve a legitimate regulatory aim and can be challenged by those subject to them

before a fair and impartial tribunal. Accountability controls are also necessary

because bank supervisors also ordinarily have an array of investigation and sanc-

tioning powers which can be used against banks and financial firms, individuals and

other parties for failing to comply with micro-prudential regulatory requirements,

and parties subject to supervisory sanctions have the right of redress before fair and

impartial tribunals which can rule against the supervisor and modify or set aside

supervisory controls or sanctions if not warranted by law.

Unlike monetary policy, banking supervision requires different institutional

mechanisms to ensure a more equal balance between the independence and

accountability of the bank supervisor. The ECB’s strong form of independence—

as established by the Treaty—is inappropriate as a policy matter for a modern bank

supervisor, and without adequate accountability mechanisms would likely contra-

vene the legal principles of the rule of law as defined in ECHR decisions.102

102 See discussion in Alexander (2009), pp. 197–229.
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10 The ECB’s Accountability

The exercise of macro-supervision and regulation will require the ECB/SSM to take

decisions that may impinge on Member State economic policies and affect eco-

nomic policy management by other EU institutions, such as the Parliament, Council

and Commission and that of participating EU states in Banking Union. For exam-

ple, if the ECB/SSB were to decide to impose countercyclical capital requirements

or loan to value or loan to income limits, it would have a direct effect on specialised

lending structures and the terms of financial contracts used on a daily basis by

consumers and businesses, respectively. The use of these powers would raise

questions regarding the ECB’s accountability for these decisions to Member States

and EU institutions. The ECB’s limited form of accountability in terms of its

governance structure to other EU institutions and to Member States might be

inadequate for the exercise of such macro-prudential supervisory powers.

The SSM regulation also does not address the ECB’s institutional limitations as a

bank supervisor. In an era where global financial policymakers have accepted the

importance of macro-prudential regulation as extending from licensing to resolu-

tion, it is striking that the proposal for an ECB/SSM only provides ex ante

prudential supervisory powers for the ECB, while leaving bank resolution powers

to the Single Resolution Board or the direct regulation of financial conglomerates to

Member States. Indeed, most regulators now agree that effective regulation requires

a seamless process from crisis prevention through crisis management and for

oversight of systemically important financial conglomerates, but under the regula-

tion the ECB would not be authorised to engage in, among other things, prompt

corrective action, crisis management, nor would it be permitted to resolve a too-big-

to-fail bank, or to coordinate with the Single Resolution Fund to restructure an

ailing bank.

In addition, the ECB’s strong form of independence is particularly problematic

given the expected broad range of powers that the ECB is expected to exercise as a

macro-prudential supervisor that will have a more direct impact on economic

policy. Furthermore, the proposals do not address the institutional limitations that

could potentially restrict the ECB’s legal authority under the Treaty to engage in

macro-prudential supervision, nor do they provide for how the ECB would interact

with Member State authorities with respect to bank resolution.

11 Conclusion

The European Banking Union is seen by many as the first step towards resolving the

euro crisis. This chapter argues that the European Central Bank’s bank supervisory

powers as set forth in the Regulation establishing a Single Supervisory Mechanism

raise serious concerns about its effectiveness and accountability in carrying out its

supervisory functions and whether or not it can effectively achieve its regulatory
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objectives. The ECB’s strong form of independence as set forth in the EU Treaty,

designed to enable to achieve it to achieve its price stability objective, may impinge

on generally accepted accountability standards for effective banking supervision.

Also, the ECB’s role as a bank supervisor can be questioned on institutional

grounds. The ECB’s primary responsibility for price stability would result in

potential conflicts with its role as a bank supervisor with serious implications for

financial stability. Even if the ECB were granted enhanced supervisory powers by

Treaty amendment to exercise macro-prudential instruments, serious accountability

concerns would still exist because the exercise of broad supervisory powers over-

laps considerably with Union economic policymaking and affects the private rights

of shareholders and other investors in banking institutions. This requires that the

ECB’s strong form of independence be counterbalanced by greater accountability

mechanisms. These outstanding issues suggest that continued work on a European

Banking Union is needed in order to design a more accountable and effective

institutional framework that can better achieve macro-prudential regulatory and

supervisory objectives.
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The Role of the European Banking Authority

(EBA) After the Establishment of the Single

Supervisory Mechanism (SSM)

Christos V. Gortsos

Abstract The establishment of the Single Supervisory Mechanism (SSM) in 2013

has brought about a major institutional change in the governance of the single

banking market in the European Union. One of the aspects of particular importance

is the relationship of this new mechanism with the European Banking Authority

(EBA), which was established in 2010. This chapter analyses the role of the EBA

after the establishment of the SSM and is structured in three Sections. The first

Section briefly describes the legal framework pertaining to the establishment of the

EBA (see Sect. 1.1) and of the SSM (see Sect. 1.2), as well as Regulation (EU) No

1022/2013 amending the ‘EBA Regulation’ (see Sect. 1.3). The second

Section explores the relationship between the SSM and the EBA, by focusing on

the SSM as part of the European System of Financial Supervision (see Sect. 2.1),

and the amendments introduced to the EBA Regulation by Regulation (EU) No

1022/2013 (see Sect. 2.2). The main conclusions, included in the third Section, are

that under Regulation (EU) No 1022/2013 the EBA’s tasks and powers have been

enhanced, a new relationship between the ECB and the EBA after the establishment

of the SSM has been set up, and the EBA’s governance has been amended in order

to take into account the different position of the two groups of national competent

authorities-members of the EBA’s Board of Supervisors after the establishment of

the SSM: those of participating Member States and those of non-participating

Member States.
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1 The Legal Acts Establishing the EBA and the SSM

The European Banking Authority was established in 2010 by virtue of the EBA

Regulation1 along with the European Insurance and Occupational Pensions Author-

ity (the EIOPA) Regulation,2 and the European Securities and Markets Authority

(ESMA) Regulation.3 The legal basis for these Regulations is Art. 114 of the Treaty

on the Functioning of the European Union (TFEU).4

These three Authorities (the ESAs) succeeded and replaced the three Commit-

tees (CEBS, CESR and CEIOPS),5 which were set up following recommendations

in the 2001 Report of the Lamfalussy Committee.6 The tone is set in Recital 8 of

each of the statutory Regulations, which stresses the need to upgrade the role of the

Lamfalussy Committees, since ‘the Union has reached the limits of what can be

done within their context’. According to Art. 1, para 5 (first sentence) of their

statutory Regulations, their objective is ‘to protect the public interest by contribut-

ing to the short-, medium- and long-term stability and effectiveness of the financial

system, for the Union economy, its citizens and businesses’.

1 Regulation (EU) No 1093/2010 establishing a European Supervisory Authority (European

Banking Authority), O.J. L 331/12 (2010).
2 Regulation (EU) No 1094/2010 establishing a European Supervisory Authority (European

Insurance and Occupational Pensions Authority), O.J. L 331/48 (2010).
3 Regulation (EU) No 1095/2010 establishing a European Supervisory Authority (European

Securities and Markets Authority), O.J. L 331/84 (2010).
4 TFEU O.J. C 326/47 (2012). Regarding this choice, see Louis (2010), p. 149. In relation to the

EBA Regulation, see also its recital 17.
5 Commission Decision 2001/527/EC of 6 June 2001 establishing the Committee of European

Securities Regulators, O.J. L 191/43 (2001), Commission Decision 2004/5/EC of 5 November

2003 establishing the Committee of European Banking Supervisors, O.J. L 3/28 (2004), and Com-

mission Decision 2004/6/EC of 5 November 2003 establishing the Committee of European Insurance

and Occupational Pensions Supervisors, O.J. L 3/30 (2004). These decisions were repealed and

replaced in 2009 by the Commission Decisions 2009/77/EC on the CESR, O.J. L 25/18 (2009), 2009/

78/EC on the CEBS, O.J. L 25/23 (2009), and 2009/79/EC on the CEIOPS, O.J. L 25/28 (2009).
6 The Final Report of the Committee ofWise Men on the Regulation of European Securities Markets

is available at: http://ec.europa.eu/finance/securities/lamfalussy/report/index_en.htm. On the

Lamfalussy Report and these Committees, see, indicatively, Ferran (2004), pp. 58–126,

Hadjiemmanuil (2006b), pp. 804–818, Lastra (2006), pp. 334–341, and Tridimas (2011),

pp. 785–787. On the institutional arrangements for the regulation and supervision of the EU financial

sector prior to the establishment of the Lamfalussy Committees, see European Commission (2000).
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1.1 Establishment of the EBA

The ESAs, including the EBA, are a by-product of the work of the high-level, group

of experts, chaired by the France’s former central banker Jacques de Larosière,

known as the High-Level Group on Financial Supervision in the EU. This group

was set up by the European Commission in order to review the existing EU financial

regulatory and supervisory framework in the aftermath of the recent (2007–2009)

international financial crisis,7 and to submit appropriate proposals of re-adjustment.

The Group submitted its Report (the de Larosière Report) on 25 February 2009,8

which came to the conclusion that it was neither necessary nor feasible, in the near

future, to set up supranational supervisory authorities at European level,9 and in any

case, the micro-prudential supervision of financial firms, including credit institu-

tions, should not be assigned to the ECB.10 For the short-term horizon,11 the Report

proposed the creation of a European System of Financial Supervision (ESFS),12 a

proposal that was adopted. The ESFS, which entered into operation on 1 January

2011, consists of two main elements—the ESAs and the European Systemic Risk

Board (ESRB)13—and is characterised by the following asymmetry.

As to its first element, the creation of the ESFS, which applies to all EU Member

States and not only to those of the euro area, did not, literally speaking, lead to the

creation of supranational supervisory authorities of the financial system at EU level.

In principle, financial micro-prudential supervision remained national, although

prudential financial regulation was for the most part gradually Europeanised.14

In addition, the ‘sectoral approach’ with regard to European institutional

7 For a definition of financial crises, see Mishkin (2003), pp. 93–105. On the causes of this

particular crisis, see Gortsos (2012), pp. 127–130, with extensive further references out of a vast

existing literature.
8 The Report of the High-Level Group on Financial Supervision in the EU (2009) is available at:

http://ec.europa.eu/finance/general-policy/docs/de_larosiere_report_en.pdf. For an overview, see

Ferrarini and Chiodini (2009) and Gortsos (2010).
9 Report of the High-Level Group on Financial Supervision in the EU (2009), para 184, second and

third sentences.
10 Report of the High-Level Group on Financial Supervision in the EU (2009), paras 171 and

172, first sentence.
11 For the long-term it included a proposal on the eventuality of moving towards a system which

would rely only on two Authorities, mainly following a ‘functional approach’ to the institutional

architecture of the financial system’s micro-prudential supervision, currently in use in the Neth-

erlands and, as of April 2013, in the United Kingdom, see Report of the High-Level Group on

Financial Supervision in the EU (2009), Chapter III, Section V.
12 Report of the High-Level Group on Financial Supervision in the EU (2009) paras 194–214.
13 On the ESFS, see Louis (2010), Moloney (2010), Tridimas (2011), pp. 801–803, Gortsos (2011),

with particular emphasis on the role of the EBA, Di Noia and Furlò (2012), Ferran (2012),

Moloney (2012), Wymeersch (2012), and Thiele (2014), pp. 494–519.
14 Padoa-Schioppa (2004), p. 121, refers to this state of affairs as “European regulation with

national supervision”.
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arrangements concerning the financial system’s micro-prudential supervision was

maintained.15

On the other hand, with the establishment of the ESRB under Regulation

(EU) No 1092/2010,16 the macro-prudential oversight of the European financial

system became the first—and single until 2014—component of the Europeanised

‘bank safety net’.17 In connection to the functioning of the ESRB, the de Larosière

Report pointed out that specific tasks concerning the macro-prudential oversight of

the financial system should be conferred on the ECB,18 which led to the adoption of

Council Regulation (EU) No 1096/2010.19

To fulfil its objective, specific tasks and powers have been conferred upon the

EBA, which is based in London. In particular,20 according to Art. 8 of its statutory

Regulation (EBA Regulation), the main (in the author’s view) tasks were (and still

are) the contribution to the ‘establishment of high-quality common regulatory and

supervisory standards and practices’ (further specified in Arts. 10–16 and 34),21 the
contribution to the ‘consistent application of legally binding Union acts’ (further
specified in Arts. 17–21 and 29), as well as the monitoring and assessment of

market developments in the area of its competence, and the coordination, in

cooperation with the ESRB, of EU-wide assessments of financial institutions’
resilience to adverse market developments (conduct of ‘stress tests’, Art. 32).22

In the cases laid down in Arts. 17–19 (breach of EU law, action in emergency

situations and settlement of disagreements (‘mediation’) between competent

authorities in cross-border situations) the EBA has the right to substitute national

competent authorities if the latter fail to comply with the European Commission’s

15 As regards the reasons that led to this approach being adopted (although there were proposals for

the unification of Authorities), see Louis (2010), p. 154.
16 Regulation (EU) No 1092/2010 on European Union macro-prudential oversight of the financial

system and establishing a European Systemic Risk Board, O.J. L 331/1 (2010). The legal basis for

this Regulation is Art. 114 TFEU.
17 The concept of a Europeanised ‘bank safety net’, is developed in Gortsos (2015), Sect. A.
18 Report of the High-Level Group on Financial Supervision in the EU (2009), para 172, second

sentence, and paras 173–182.
19 Council Regulation (EU) No 1096/2010 conferring specific tasks upon the ECB concerning the

functioning of the ESRB, O.J. L 331/162(2010). The legal basis for this Regulation is the enabling

clause of para 6 of Art. 127 TFEU, which was activated for the first time in this case. On both these

Regulations, which lay down the EU framework on macro-prudential (financial) oversight, see

Ferran and Kern (2011), as well as Papathanassiou and Zagouras (2012), with extensive further

references.
20 See on this, indicatively, Louis (2010), pp. 155–165 (based on the Commission’s proposal),

Gortsos (2011), pp. 26–40, and Wymeersch (2012), pp. 249–288.
21 See on this also below in Sect. 3.
22 Para 1 of Art. 8 contains an exhaustive list (without prejudice to Art. 9) of the tasks conferred

upon the EBA, while para 2 features an exhaustive list of all regulatory and other powers conferred

on it in order to fulfil these tasks.
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formal opinions or EBA’s decisions. In the author’s opinion, this is the sole

supervisory task of the EBA.23

Other tasks include the stimulation and facilitation of the delegation of tasks and

responsibilities among competent authorities (Art. 28), the organisation and con-

duct of peer reviews of competent authorities (Art. 30), the close cooperation with

the ESRB (Art. 36), as well as the contribution to the consistent and coherent

functioning of colleges of supervisors (Art. 21), to the monitoring, assessment and

measurement of systemic risk (Arts. 22–24),24 to the development and coordination

of ‘recovery and resolution plans’ (Art. 25), to the strengthening of the European

system of deposit guarantee schemes (Art. 26), and to the development of methods

for the resolution of failing financial institutions and the assessment of the need for

appropriate financing instruments (Art. 27). The EBA’s power to collect informa-

tion from competent authorities in order to carry out its tasks is laid down in Art. 35.

In addition, according to Art. 9, para 1, the EBA has also been assigned the task

to ‘promote transparency, simplicity and fairness in the market for consumer

financial products or services across the internal market’. The means to discharge

this task include collecting, analysing and reporting on consumer trends, reviewing

and coordinating financial literacy and education initiatives by the competent

authorities, developing training standards for the financial system, and contributing

to the development of common disclosure rules.

1.2 Establishment of the SSM

The main legal source of the Single Supervisory Mechanism (SSM) is the Council

Regulation (EU) No 1024/2013 (SSM Regulation).25 The adoption of this Regula-

tion is a major leap towards the creation of the European Banking Union (EBU),26

the other main pillars of which are a Single Resolution Mechanism (SRM) and a

Single Resolution Fund (SRF) for covering funding gaps, if a decision is made for

the resolution of unviable credit institutions (and/or investment firms), which will

become operational by 1 January 2016, and a single deposit guarantee scheme (still

23 See on this Gortsos (2011), pp. 15–16.
24 The term ‘systemic risk’ has the meaning laid down in Art. 2, point (c), of Regulation (EU) No

1092/2010 governing the ESRB.
25 Council Regulation (EU) No 1024/2013 on conferring specific tasks on the European Central

Bank concerning policies relating to the prudential supervision of credit institutions, O.J. L 287/63

(2013).
26 For a general overview and assessment of the legal framework on the EBU, see indicatively

Binder (2013), Moloney (2014), various contributions in Castaneda et al. (2015), Tsibanoulis and

Kounadis (2015), Lastra (2015), pp. 355–382, Binder (2015a), and Gortsos (2015), Sect. A.
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pending, mainly due to the still high degree of fragmentation of national banking

systems within the euro area).27

The legal basis of the SSM Regulation is Art. 127, para 6 TFEU (repeated in Art.

25.2 of the Statute of the European System of Central Banks and of the European

Central Bank),28 which contains an enabling clause (known as the ‘sleeping beauty
clause’).

On the basis of Art. 6 of the SSM Regulation, the European Central Bank

(ECB) adopted on 16 April 2014 Regulation (EU) No 468/2014 (ECB Frame-

work Regulation).29 Its subject matter and purpose is to lay down rules on several

aspects, including a framework to organise the practical arrangements concerning

cooperation within the SSM.30 The institutional and regulatory framework

pertaining to the SSM is further specified in other legal acts of the Governing

Council of the ECB, containing provisions on the detailed operational arrange-

ments for the implementation of the tasks conferred upon the ECB by the SSM

Regulation.31

In addition, an Interinstitutional Agreement between the European Parliament

and the ECB was signed in October 2013 concerning the practical modalities of

the exercise of democratic accountability and oversight over the exercise of the

tasks conferred on the ECB within the framework of the SSM.32 Finally, in

December 2013 a Memorandum of Understanding (MoU) was also signed

between the Council and the ECB on the cooperation on procedures related to

the SSM.33

The SSM Regulation was adopted with full respect for the EU principles of

subsidiarity and proportionality according to the provisions of Art. 5 TEU and

entered into force on 3 November 2013. It is binding in its entirety and directly

applicable in all Member States.34 Nevertheless, a distinction must be made

between two categories. The first category comprises the ‘participating Member

27A fourth pillar of the EBU is a ‘single rulebook’ containing substantive rules on micro-and

macro-prudential regulation, recovery and resolution, and deposit guarantee schemes, aiming at a

‘maximum harmonisation’, as part of the single market for financial services applicable across all

EU Member States. See Gortsos (2015), Sect. A, under 3.2.2, 3.3.2 and 3.4.2, respectively, and on

the conditions for a complete EBU, see Sect. A, under 4.
28 TFEU O.J. C 326/47 (2012), Protocol (No 4) pp. 230–250.
29 Regulation (EU) No 468/2014 establishing the framework for cooperation within the SSM

between the European Central Bank and national competent authorities and with national desig-

nated authorities (SSM Framework Regulation), ECB/2014/17, O.J. L 141/1 (2014).
30 See details in Gortsos (2015), Sect. B, under 2.2.1.
31 For a general overview of these legal acts, see Gortsos (2015), Sect. B, under 2.2.2.
32 Interinstitutional Agreement between the European Parliament and the ECB on the practical

modalities of the exercise of democratic accountability and oversight over the exercise of the tasks

conferred on the ECB within the framework of the SSM, O.J. L 320/1 (2013).
33 For a compendium of all these legal acts with a brief introduction, see Binder and

Gortsos (2015).
34 Council Regulation (EU) No 1024/2013, SSM Regulation, O.J. L 287/63 (2013), Art. 34.
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States’, which are defined as meaning both35 the Member States whose currency is

the euro (in the ECB Framework Regulation also called ‘euro area participating

Member States’), and the Member States with a derogation which have established

a close cooperation in accordance with Art. 7, referred to as ‘non-euro area

participating Member States’.36 The second category comprises the ‘non-partici-
pating Member States’ which do not meet the above criteria (‘non-euro area

Member States’ in the terminology of the ECB Framework Regulation),37 including

the Member States which opted out of the EMU, i.e. the United Kingdom and

Denmark, according to the provisions of and the (different) conditions laid down in

Protocols (No 15) and (No 16)38 attached to the EU Treaties, respectively.39 The

majority of the Regulation’s provisions apply to the first category of Member

States.

According to its Art. 1, first sub-para, the SSM Regulation confers on the ECB

specific tasks ‘concerning policies relating to the prudential supervision of credit

institutions’ (a phrase taken over verbatim from Art. 127, para 6 TFEU). The ECB

must fulfil these tasks with a view to contributing to the safety and soundness of

credit institutions and the stability of the financial system within the EU and each

Member State, which is the objective of the ECB under the SSM Regulation, and

to preventing regulatory arbitrage, fully taking into account and caring for the

unity and integrity of the internal market based on equal treatment of credit

institutions.

Obviously, this ECB objective is different from the primary objective of the

European System of Central Banks (ESCB) under the TFEU, i.e. maintaining price

stability (TFEU, Art. 127, para 1, first sentence, inter alia).40

The new EU institutional architecture for banking micro-prudential supervision

within the context of the EBU, which is a ‘child’ of the current fiscal crisis in the

euro area, which erupted in 2010,41 is based on four main elements. The first

element concerns conferring specific tasks on the ECB for the micro-prudential

supervision of certain types of financial firms, mainly credit institutions, in transfer

from national competent (supervisory) authorities, and establishing a ‘Single
Supervisory Mechanism’ in relation to the exercise of the specific tasks conferred

on the ECB. The second element is specifying the financial firms, mainly credit

35 Council Regulation (EU) No 1024/2013, SSM Regulation, O.J. L 287/63 (2013), Art. 2, point

(1).
36 On the close cooperation, see Gortsos (2015), Sect. D, under 3.
37 Regulation (EU) No 468/2014, ECB Framework Regulation, ECB/2014/17, O.J. L 141/1

(2014), Art. 2, point (13).
38 TFEU O.J. C 326/47 (2012), Protocols (No 15 and 16), pp. 284–286 and 287, respectively.
39 On these Member States, see in detail Smits (1997), pp. 137–139.
40 On Art. 127, para 1 TFEU, see indicatively Smits (1997), pp. 184–187, and Louis (2009),

pp. 150–151.
41 For an evaluation of this crisis and the related policy responses, see indicatively Belke (2010),

Eichengreen et al. (2011), pp. 47–64, Athanassiou (2011), Aizenman (2012), Olivares-Caminal

(2011), Avgouleas and Arner (2013), de Grauwe (2013), Stephanou (2013), Hadjiemmanuil

(2015), pp. 6–10, d’Arvisenet (2015), and Zimmermann (2015).
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institutions, with regard to which these specific tasks should be conferred on the

ECB, The third element is creating ‘Chinese walls’ within the ECB in order to

ensure the effective separation of its monetary policy and other tasks from its (new)

supervisory tasks, and avoid conflicts of interest arising from concurrently pursuing

these two objectives (Art. 25 of the SSM Regulation), and the fourth element is

incorporating the SSM in the ESFS, without, in principle, touching upon the current

tasks of the EBA and the other components of the ESFS.42

The specific tasks conferred on the ECB (specified in Arts. 4, para 1, and 5) are

carried out within the SSM. This mechanism is neither an authority nor an agency

and has no legal personality. It is defined as meaning the ‘system of financial

supervision’ composed, as described in Art. 6, of the ECB and the national

competent (supervisory) authorities of participating Member States, including

those of Member States with a derogation, if the latter have established a ‘close
cooperation’ according to Art. 7.43

Accordingly, the SSM has a different institutional architecture from the

Eurosystem, to the extent that members of the latter are the ECB and (exclusively)

the national central banks of the Member States whose currency is the euro (TFEU,

Art. 282, para 1, second sentence), operating under the principle of decentralisa-

tion.44 National competent authorities, other than national central banks, are not

members of the Eurosystem. The same holds for central banks of Member States

with a derogation, which, nevertheless, are members of the ESCB (unlike national

competent authorities).45

1.3 Regulation (EU) No 1022/2013 Amending the ‘EBA
Regulation’

In the prospect of conferring supervisory tasks upon the ECB, it was deemed

necessary to introduce amendments to certain provisions of the EBA Regulation

in order to bring the EBA’s functions in line with the ECB’s function as a

42 The latter aspect is analysed in Sect. 2.2. Several aspects of this Regulation (and its proposal) are

analysed in d’Ambrosio (2013), Deutsche Bundesbank (2013), pp. 26–36, Ferran and Babis

(2013), Ferrarini and Chiarella (2013), Huber and von Pf€ostl (2013), Tr€oger (2013), Verhelst
(2013), Brescia Morra (2014), Dietz (2014), Gandrud and Hallerberg (2014), Moloney (2014),

Thiele (2014), pp. 519–525, Wymeersch (2014), Wiggins et al. (2015), Wissink et al. (2014), and

Binder (2015b). See also Masciandaro and Nieto (2014) on the governance of the SSM. For a

detailed analysis of the entire legal framework pertaining to the SSM, see Gortsos (2015), Sect.

C-F.
43 Council Regulation (EU) No 1024/2013, SSM Regulation, O.J. L 287/63 (2013), Art. 2, point

(9), and Art. 6, para 1, first sentence.
44 This principle is analysed in Priego and Conlledo (2005).
45 On the decentralised structure of the ESCB and the Eurosystem, see Smits (1997), pp. 92–94,

Hadjiemmanuil (2006a), pp. 551–554, Lastra (2006), pp. 208–214, and Louis (2009), pp. 135–148.
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supervisory authority over credit institutions. This reinforces the author’s argument

that the EBA and the other two ESAs are ‘quasi-’supervisory authorities only. More

precisely, they have significant regulatory powers, well-defined powers with regard

to supervisory convergence and cooperation, but limited stricto sensu supervisory

powers over financial firms.46 An exception is that the supervision of credit rating

agencies operating in the EU has been specifically (and directly) assigned to

ESMA, in accordance with Regulation (EU) No 1060/2009 of the European

Parliament and of the Council as in force.47

The above-mentioned circumstances encouraged the European Parliament and

the Council to adopt Regulation (EU) No 1022/2013 on 22 October 2013. The

Regulation entered into force on 30 October 2013 (Art. 3) and its legal basis is also

Art. 114 TFEU. It was drafted in parallel and adopted concurrently with the SSM

Regulation (hence the term ‘twin’ Regulations) and amends the EBA Regulation on

several aspects.

2 The Relationship Between the SSM and the EBA

Both the SSM Regulation and its twin Regulation (EU) No 1022/2013 amending

the EBA Regulation are aimed at incorporating the SSM within the ESFS, which

has been in operation since 1 January 2011. Indeed, the ECB has become part of the

ESFS with regard to the tasks conferred on it by the SSM Regulation.48 At the same

time, Art. 3 of the SSM Regulation lays down specific cooperation principles for the

ECB, on the basis of the considerations in Recital 31:

The conferral of supervisory tasks on the ECB should be consistent with the framework of

the ESFS and its underlying objective to develop the single rulebook and enhance conver-

gence of supervisory practices across the whole Union. Cooperation between the banking

supervisors and the supervisors of insurance and securities markets is important to deal with

issues of joint interest and to ensure proper supervision of credit institutions operating also

in the insurance and securities sectors.

The ECB should therefore be required to cooperate closely with EBA, ESMA and

EIOPA, the European Systemic Risk Board (ESRB), and the other authorities which form

part of the ESFS. The ECB should carry out its tasks in accordance with the provisions of

46 See on this above, under Sect. 1.1. See also Wymeersch (2014), p. 66, stating that: ‘EBA’s
activities are mainly related to regulation and standard setting, not to supervision as the latter could

be widely delegated to an agency’.
47 Regulation (EU) No 1060/2009 on credit rating agencies, O.J. L 302/1 (2009). This Regulation

is in force as amended by Regulation (EU) No 513/2011, O.J. L 145/30 (2011) and Regulation

(EU) No 462/2013, O.J. L 146/1 (2013). The same applies to trade repositories, which are

infrastructures for the centralised collection and maintenance of derivatives’ records, under

Regulation (EU) No 648/2012 on OTC derivatives, central counterparties and trade repositories,

O.J. L 201/1 (2012).
48 Regulation (EU) No 1093/2010, EBA Regulation, O.J. L 331/12 (2010), Art. 2, para 2, point (f),

as amended by Art. 1, point (2), of Regulation (EU) No 1022/2013, O.J. L 287/5 (2013).
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this Regulation and without prejudice to the competence and the tasks of the other

participants within the ESFS. It should also be required to cooperate with relevant resolu-

tion authorities and facilities financing direct or indirect public financial assistance.

2.1 The SSM as Part of the ESFS: The Provisions
of the ‘Twin Regulations’

The rules laid down in Art. 3 require the ECB to cooperate closely with EU bodies

and national authorities. These include the three ‘European Supervisory Authori-

ties’, i.e. the EBA, the ESMA and the EIOPA, the ESRB, and the other authorities

forming part of the ESFS, which ensure an adequate level of regulation and

supervision in the EU,49 i.e. the competent or supervisory authorities, as specified

in the EU legal acts referred to in Art. 1, para 2 of the EBA Regulation.50 It should

be recalled that the competent or supervisory national authorities of all EU Member

States form part of the ESFS.

Moreover, for the purposes of the SSM Regulation, the ECB participates in the

EBA’s Board of Supervisors (i.e. its supreme body), under the conditions set out in

Art. 40 of the EBARegulation and Art. 13 (o) of the Rules of Procedure of the ECB.51

In particular, according to Art. 40, para 1, (new) point (d) of the EBARegulation, one

representative nominated by the Supervisory Board of the ECB (not necessarily a

member of this Board or a person employed by the ECB) is a non-voting member of

the EBA’s Board of Supervisors.52 Accordingly, the ECB representative’s position is
subordinated to that of the national supervisory authorities-members of the EBA’s
Board of Supervisors.53 This representative may exceptionally, like the EBA’s Chair-
person and Executive Director, attend discussions within the Board of Supervisors

relating to individual financial institutions.54 Thus, Art. 13 (o), para 1 of the Rules of

Procedure of the ECB clarifies that the ECB representative is appointed (and recalled)

by the President of the ECB on a proposal by the Supervisory Board.55 The opposite,

49 Council Regulation (EU) No 1024/2013, SSM Regulation, O.J. L 287/63 (2013), Art. 3, para

1, first sub-para.
50 Regulation (EU) No 1093/2010, EBA Regulation, O.J. L 331/12 (2010), Art. 2, para 2, point (f).
51 Regulation (EU) No 1093/2010, EBA Regulation, O.J. L 331/12 (2010), Art. 3, para 2. The

Rules of Procedure pertaining to the ECB tasks under the SSM Regulation are laid down in the

ECB Decision 2014/179/EU amending Decision ECB/2004/2 of February 2004 adopting the Rules

of Procedure of the ECB (ECB/2014/1), O.J. L 95/56 (2014).
52 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (21) (a), amending Art.

40, para 1, point (d) of the EBA Regulation.
53 As Wymeersch (2014), p. 67, points out: ‘(. . .) so will the ECB represented on the Board of

Supervisors of the EBA, but without a vote, there were all national supervisors�including those of

non-participating states�still have a vote’.
54 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (24) (b), amending para 4 of

Art. 44 of the EBA Regulation.
55 On the ECB’s Supervisory Board, see Gortsos (2015), Sect. F, under 2.1.
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however, does not apply as the EBA is not represented in the ECB’s Supervisory
Board, not even under observer status.

In addition, the (new) para 4 (a) of Art. 40 of the EBA Regulation provides that

in discussions not relating to individual financial institutions, as provided in Art.

44, para 4, the representative nominated by the ECB’s Supervisory Board may be

accompanied by a representative of the ECB (again not necessarily a person

employed by the ECB) with expertise on central banking tasks.56 The Rules of

Procedure of the ECB clarify, for that case as well, that the accompanying second

representative is nominated by the President of the ECB.57

Finally, the ECB must carry out its tasks under the SSM Regulation without

prejudice to the competence and the tasks of the EBA, the ESMA, the EIOPA and

the ESRB.58 In particular, the ECB is not permitted to take on the EBA’s tasks (nor
the tasks of the other components of the ESFS). Recital 32 of the SSM Regulation

states on this:

The ECB should carry out its tasks subject to and in compliance with relevant Union law

including the whole of primary and secondary Union law, Commission decisions in the area

of State aid, competition rules and merger control and the single rulebook applying to all

Member States. EBA is entrusted with developing draft technical standards and guidelines

and recommendations ensuring supervisory convergence and consistency of supervisory

outcomes within the Union.

The ECB should not replace the exercise of those tasks by EBA, and should therefore

exercise powers to adopt regulations in accordance with Art. 132 of the Treaty on the

Functioning of the European Union (TFEU) and in compliance with Union acts adopted by

the Commission on the basis of drafts developed by EBA and subject to Art. 16 of

Regulation (EU) No 1093/2010.

2.2 Amendments Introduced to the EBA Regulation by
Regulation (EU) No 1022/2013

The amendments introduced by Regulation (EU) No 1022/2013 to the EBA Regu-

lation refer to three aspects. The first aspect refers to the relationship between the

ECB and the EBA (apart from the above-mentioned in Sect. 2.1 (see also Sect. 2.2.1).

The second aspect refers to the new tasks and powers of the EBA, as well as the

amendments to its pre-existing tasks and powers (see Sects. 2.2.2 and 2.2.3), and the

third refers to the amendments to the EBA’s governance (see Sect. 2.2.4).

56 Regulation (EU) No 1022/2013, O.J. L287/5 (2013), Art. 1, point (21) (b).
57 ECB Decision 2014/179/EU amending Decision ECB/2004/2 of February 2004 adopting the

Rules of Procedure of the ECB (ECB/2014/1), O.J. L 95/56 (2014), Art. 13 (o), para 2.
58 Council Regulation (EU) No 1024/2013, SSM Regulation, O.J. L 287/63 (2013), Art. 3, para 3.
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2.2.1 The Relationship Between the ECB and the EBA

The EBA must act in accordance with the SSM Regulation, along with the other

legal acts referred to in Art. 1, para 2 of the EBA Regulation.59 On the other hand,

for the purpose of carrying out its tasks under the SSM Regulation and with the

objective of ensuring high standards of supervision, the ECB has to apply, inter alia,

all relevant legal acts which constitute sources of European banking law,

i.e. legislative acts of the European Parliament and of the Council under Art.

289 TFEU, and delegated and implementing acts of the European Commission,

based on EBA’s draft technical standards, according to Arts. 290 and 291 TFEU,

respectively.60

The ECB is included in the definition of the term ‘competent authorities’.61

Accordingly, Arts. 18 and 19 of the EBA Regulation (on the EBA’s actions in

‘emergency situations’ and its ‘mediation powers’ between competent authorities in

cross-border situations) have been amended in order to take into account the fact

that the ECB is also a competent authority.62

2.2.2 The EBA’s Tasks Revisited

Regulation (EU) No 1022/2013 endows the EBA with four new tasks and amends

several of its pre-existing ones. In particular, the first new task is the development

and updating (taking into account notably changing business practices and models

of financial institutions63) of a legally non binding ‘European supervisory hand-

book’ for financial institutions in the entire EU, setting out supervisory best

practices for methodologies and processes.64 This handbook is different from the

59 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (1), amending Art. 1, para 2 of

the EBA Regulation.
60 Council Regulation (EU) No 1024/2013, SSM Regulation, O.J. L 287/63 (2013), Art. 4, para

3, first sub-para.
61 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (4), amending Art. 4, point

(2) (i) of the EBA Regulation.
62 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (7), amending Art. 18, paras

1 and 3 of the EBA Regulation, and Art. 1, point (8), amending Art. 19, para 1, of the EBA

Regulation. See on this further in Wymeersch (2014), pp. 70–72.
63 The term ‘financial institutions’ is defined in the EBA Regulation (Art. 4, point (1)) as including

‘credit institutions’, a definition not consistent with the other sources of EU banking law, where

financial institutions are defined as explicitly not being credit institutions (Regulation (EU) No

575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential require-

ments for credit institutions and investment firms (. . .) (Capital Requirements Regulation, CRR),

O.J. L 176/1 (2013), Art. 4, para 1, points (1) and (26)).
64 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (5)(a)(i), inserting a new point

(aa) to Art. 8, para 1 of the EBA Regulation. See on this Wymeersch (2014), pp. 67–68.

Points 5(a)(ii)-(iii) of Art. 1 introduce minor amendments to points (c) and (i) of Art. 8, para 1 of

the EBA Regulation.
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ECB’s ‘Guide to banking supervision’, which was published for the first time in

September 2014, was subsequently updated in November 2014,65 and is addressed

to supervised entities in participating Member States. It is worth mentioning that

the ECB’s power to adopt Guidelines and Recommendations and take Decisions66

in accordance with the SSM Regulation is subject to and must be in compliance

with the relevant European banking law, including the provisions of that EBA

handbook.67

Another innovative element is the attribution to the EBA of the power to

promote convergence of the ‘Supervisory Review and Evaluation Process’
(SREP) referred to in Art. 97 of the Directive 2013/36/EU on Capital Requirements

Directive IV (CRD IV)68 in order to bring about strong EU supervisory standards.69

In addition, as a novum, the EBA must consider, at least annually, whether it is

appropriate to carry out EU-wide assessments of the resilience of financial institu-

tions (stress tests), in accordance with Art. 32 of the EBA Regulation, inform the

European Parliament, the Council and the Commission of its reasoning, and, if

considered appropriate, disclose the results for each participating financial institu-

tion.70 In the same context, when conducting stress tests, the EBA has the additional

obligation to develop common methodologies for asset evaluation.71

The EBA must also establish a ‘Committee on financial innovation’ composed

of all relevant competent supervisory authorities, including the ECB, with a view to

achieving a coordinated approach to the regulatory and supervisory treatment of

65 This Guide is available at: https://www.bankingsupervision.europa.eu/press/publications/html/

index.en.html.
66 The ECB’s regulatory power to adopt Recommendations and Decisions is based on Art.

132, para 1 TFEU (carried over verbatim in Art. 34 of the Statute), whereas the power to adopt

Guidelines is based on Arts. 12.1 and 14.3 of the Statute.
67 Council Regulation (EU) No 1024/2013, SSM Regulation, O.J. L 287/63 (2013), Art. 4, para

3, second sub-para, second sentence.
68 In fact, this is a misnomer for the Directive, which mainly addresses several other prudential

aspects, rather than merely capital requirements.

Directive 2013/36/EU on access to the activity of credit institutions and the prudential

supervision of credit institutions and investment firms (. . .) (Capital Requirements Directive

IV), O.J. L 176/338 (2013). On the SREP see also European Banking Authority (2014),

Guidelines on common procedures and methodologies for the supervisory review and evalua-

tion process (SREP), EBA/GL/2014/13 (available at: http://www.eba.europa.eu/documents/

10180/935249/EBA-GL-201413þ%28GuidelinesþonþSREPþmethodologiesþandþprocesses

%29.pdf/4b842c7e-3294-4947-94cd-ad7f94405d66).
69 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (9), inserting a new Art.

20 (a) to the EBA Regulation.
70 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (11), inserting a new para

1 (a) to Art. 22 of the EBA Regulation.
71 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (17) (a), inserting a new point

(d) to Art. 32, para 2, of the EBA Regulation.
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new or innovative financial activities, and providing advice for the EBA to present

to the European Parliament, the Council and the Commission.72

Several Arts. of the EBA Regulation have been amended as well with a view to

enhancing the EBA’s pre-existing tasks. For example, in Art. 21 on the colleges of

supervisors referred to in the CRR and in the CRD IV, the EBA is called upon to

promote (and not simply to contribute to promoting), within the scope of its powers,

their efficient, effective and consistent functioning and foster the consistency of the

application of EU law among these colleges. In addition, it must ensure a consistent

functioning of colleges of supervisors for cross-border institutions across the EU,

and (novum), where appropriate, convene a college’s meeting.73

Finally, similar amendments are introduced to Arts. 25 (on recovery and reso-

lution procedures), 27 (on the European system of bank resolution and funding

arrangements), 30 (on peer reviews of competent authorities), and 31 (on the

coordination function).74 Arts. 36 (on the relationship with ESRB), and

37 (on the Banking Stakeholder Group) have been amended as well.75

2.2.3 The EBA’s Powers Revisited

The EBA’s powers have also been enhanced by Regulation (EU) No 1022/2013. In
particular, when carrying out its tasks in accordance with the EBA Regulation, the

EBA must use the full powers available to it, and with due regard to the objective to

ensure the safety and soundness of credit institutions, take fully into account the

different types, business models and sizes of credit institutions in order to overcome

the shortcomings related to the ‘one-size-fits-all approach’.76 It must also have due

regard to the principles of better regulation, including the results of cost-benefit

analyses produced in accordance with the EBA Regulation.77

For the contribution to the establishment of high-quality common regulatory and

supervisory standards and practices, the EBA may also develop, apart from its

pre-existing powers (development of draft regulatory and technical standards,

72 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (6) (a), replacing para 4 of

Art. 9 of the EBA Regulation. Point 6 (b) amends Art. 9, para 5, fourth sub-para, of the EBA

Regulation.
73 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (10), amending paras 1 and

2, first sub-para, of Art. 21 of the EBA Regulation.
74 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, points (12), (13), (15) and (16),

respectively.
75 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, points (19) and (20), respectively.
76 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (5) (b), inserting a new para

1a to Art. 8 of the EBA Regulation.
77 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (5) (c), inserting a new para 2a

to Art. 8 of the EBA Regulation.
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guidelines and recommendations, and provision of opinions78), ‘other measures’
based on the legal acts referred to in Art. 1, para 2 of the EBA Regulation.79

The EBA information rights have been expanded. In particular when the EBA

requests information directly from relevant financial institutions, holding compa-

nies or branches of a relevant financial institution and/or non-regulated operational

entities within a financial group or conglomerate that are significant to the financial

activities of the relevant financial institutions, and the addressees of such a request

do not provide the EBA promptly and without undue delay with clear, accurate and

complete information, the EBA must inform the ECB and the relevant authorities in

the Member States concerned. Subject to national law, these must cooperate with

the EBA with a view of ensuring full access to the information and in order to verify

the information.80

2.2.4 Amendments to the EBA’s Governance

With regard to the EBA’s governance, the EBA Regulation has been amended in

the following way. The composition of the committees within the EBA and of the

independent panels of its Board of Supervisors, their voting modalities and their

rules of procedure are modified, while a new independent panel for the purposes of

Art. 17 (on the breach of EU law) is also established.81 Furthermore, in view of

future developments, the Commission is requested to publish, by 31 December

2015, a Report on the composition of EBA’s Management Board, and the compo-

sition of the independent panels.82

The decision-making process in the Board of Supervisors is also modified. The

principle of simple majority has been maintained with the following exceptions,

which reflect the need to keep a balance between participating and

non-participating Member States.83 Firstly, with regard to the acts specified in

Arts. 10–16 of the EBA Regulation (on the development of draft regulatory and

technical standards, guidelines and recommendations) and measures and decisions

adopted under Art. 9, para 5, third sub-para (on the prohibition or restriction of

certain financial activities) and Arts. 62–66 (on financial provisions) thereof, the

Board of Supervisors takes decisions on the basis of a dual majority: a qualified

78 Regulation (EU) No 1093/2010, EBA Regulation, O.J. L 331/12 (2010), Arts. 10–16 and 34.
79 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (5) (a) (i), amending para

1, point (a), of Art. 8 of the EBA Regulation.
80 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (18) (c), inserting a new para

7a to Art. 35 of the EBA Regulation. Paras 1–3 and 6 of this EBA Regulation’s Art. are also

amended by Art. 1, points (18) (a), and (18) (b), respectively.
81 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (22), amending Art. 41 of the

EBA Regulation and inserting a new para 1 (a).
82 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 2.
83 On the ECB’s relationship with the EBA after the establishment of the SSM in particular with

regard to non-participating Member States, see Schammo (2014).
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majority84 of its members including at least a simple majority of its members from

competent authorities of participating Member States and a simple majority of its

members from competent authorities of non-participating Member States. Sec-

ondly, with regard to decisions in accordance with Arts. 17–19 of the EBA

Regulation (on the breach of EU law, action in emergency situations and mediation,

respectively), the decision proposed by the panel is also adopted by a dual majority

of the voting members of the Board of Supervisors, but in this case a simple

majority of its members from both groups of competent authorities is required.

Exceptionally, in the case of decisions in accordance with Arts. 17 and 19, from

the date when the voting members from competent authorities of non-participating

Member States are four or less, the decision proposed by the panel will have to be

adopted by a simple majority of the voting members of the Board of Supervisors,

including at least one vote from members from competent authorities of

non-participating Member States.85 In addition, according to the review close of

the new Art. 81a, in this case the Commission will have to review and report to the

European Parliament, the European Council and the Council on the overall oper-

ation of the voting arrangements described in Arts. 41 and 44, taking into account

any experience gained in the application of this Regulation.86

It is clarified that the independence of the Board of Supervisors’ members is

without prejudice to the tasks conferred on the ECB by the SSM Regulation.87

Finally, Regulation (EU) No 1022/2013 introduces minor amendments to the

EBA Regulation with respect to Art. 45, para 1 (on the term of office of the

members of the EBA’s Management Board), Art. 47, para 4 (on the Management

Board’s tasks), and Art. 81, para 3 (on the EBA Regulation’s review by the

Commission).88 It also inserts two new Arts. (49a and 52a) on the expenses of the

EBA’s Chairperson and Executive Director.89

3 Concluding Remarks

The contribution of the EBA (and the other ESAs), which are ‘children’ of the
recent (2007–2009) international financial crisis, in the making of European finan-

cial law has been very important. Recital 7 of the SSM Regulation states on this:

84 This majority is defined in Art. 16, para 4 of the TEU, O.J. C 326/13 (2012), and in Art. 3 of

Protocol No 36 attached to the Treaties on transitional provisions, O.J. C 326/322 (2012).
85 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (24) (a), amending para 1 of

Art. 44 of the EBA Regulation.
86 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (31).
87 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, point (23), inserting a new sub-para

to Art. 42 of the EBA Regulation.
88 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, points (25) (26) and (30),

respectively. Point (29) deletes the transitional provision of Art. 63, para 7, of the EBA Regulation.
89 Regulation (EU) No 1022/2013, O.J. L 287/5 (2013), Art. 1, points (27) and (28), respectively.
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The [EBA] (. . .) and the (. . .) ESFS (. . .) have significantly improved cooperation between

banking supervisors within the Union. EBA is making important contributions to the

creation of a single rulebook for financial services in the Union, and has been crucial in

implementing in a consistent way the recapitalisation agreed by the euro Summit of

26 October 2011 of major Union credit institutions, consistent with the guidelines and

conditions relating to State aid adopted by the Commission.

According to the provisions of Arts. 10–15 of their statutory Regulations, the

ESAs have the power to elaborate draft regulatory and implementing technical

standards, then submit them to the European Commission for endorsement through

the issuance of delegated and implementing acts. This solution was evidently

adopted for both categories of technical standards, because the ESAs do not have

the power to issue legally binding acts. Such a power could only be conferred upon

them by amendment of the TFEU, which was not an option. According to the

applicable institutional framework of the EU, the legally binding nature of these

technical standards was ensured through the endorsement by the Commission of the

drafts developed by the ESAs (in the legal form of Commission Regulations and

Directives). The ESAs can also adopt acts of soft law, in the form of guidelines and

recommendations (Art. 16), for the consistent application of EU financial law

across Member States.90

Overall, the new legislative process enables the adoption of rules by EU insti-

tutions with the more active involvement of supervisory authorities, through the

ESAs which de facto have a definitely superior technical knowledge of the subject-

matters. It is also worth mentioning that even though their main function is

regulatory, the ESAs have been given powers (not available to their predecessors)

to ensure that there are mechanisms in place enabling national supervisory author-

ities to arrive at the best possible supervisory decisions for cross-border financial

institutions. They also have powers to ensure that there is sufficient cooperation and

information exchange between national supervisory authorities, that joint action by

national authorities is not hindered by complex regulatory and supervisory require-

ments in Member States, and that Member States and national supervisory author-

ities do not seek national solutions as a response to problems at EU level.

On the other hand, under the SSM, which is a ‘child’ of the current fiscal crisis in
the euro area, the micro-prudential supervision of certain (and in particular the most

systemically important) credit institutions incorporated in euro area Member States

was conferred on the ECB on 4 November 2014.91 This is called upon to carry out

the relevant specific tasks in cooperation with the national competent authorities

within the SSM, along with the other tasks already conferred upon it, particularly in

relation to the definition and implementation of the single monetary policy in the

euro area (within the framework of the ESCB), and the contribution to the macro-

90 For an overview of the legislative process applied to financial law, see Gortsos (2015), Sect. A,

under 5.2.1, with further references.
91 See Sect. 1.2.
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prudential oversight of the EU financial system according to the provisions of

Council Regulation (EU) No 1096/2010.92

The creation of the SSM is a reform element, that of improved micro-prudential

banking supervision, that was not addressed adequately before. It should be recalled

that the 2009 de Larosière Report, which was elaborated in order to identify the

causes of the recent (2007–2009) international financial crisis, highlighted weak

financial supervision as a major cause.

In light of the foregoing presentation (see Sect. 2), the current division of

objectives and tasks among the ECB, the ESRB and the EBA is the following.

The ECB is responsible, within the SSM and with a view to contributing to the

safety and soundness of credit institutions and the stability of the financial system

within the EU as a whole and in each Member State, for the micro-prudential

supervision of credit institutions and some other types of supervised entities

(financial holding companies and mixed financial holding companies) with

regard to the specific tasks conferred on it by Arts. 4, para 1, and 5 of the SSM

Regulation.

The ESRB, supported by the ECB (to which specific tasks have been assigned, as

already mentioned, by Regulation (EU) No 1096/2010), continues, according to

Art. 3, para 1 of its statutory Regulation, to be responsible for the macro-prudential

oversight of the European financial system with the objective of contributing to the

prevention or mitigation of systemic risks to financial stability in the EU arising

from developments within the financial system.

The EBA, whose objective according to Art. 1, para 5 of its statutory Regulation

is the protection of the public interest by contributing to the stability of the financial

system, for the EU economy, its citizens and businesses and is definitely not a

supervisory authority, continues to have the tasks and powers conferred on it by

Arts. 8 and 9,93 which have nevertheless been enhanced with the entry into force of

Regulation (EU) No 1022/2013.94 This Regulation (mainly), along with the SSM

Regulation, also lays down the relationship, the new modus vivendi, between the

ECB and the EBA after the establishment of the SSM, in order in particular to take

into account the fact that the ECB is also a competent authority.95 Finally, it amends

the EBA’s governance taking especially into account the different position of the

two groups of national competent authorities-members of the EBA’s Board of

Supervisors’ after the establishment of the SSM: those of participating Member

States and those of non-participating Member States.96

No matter how efficiently this new institutional constellation will function in

the short-term, its complexity raises legitimate concerns. As a ‘child’ of two

92 See Sect. 1.1.
93 See Sect. 1.1.
94 See Sect. 2.2.3. Wymeersch (2014), p. 68, correctly remarks that in order to meet its enhanced

tasks the EBA will have to be endowed with additional human and financial resources.
95 See Sects. 2.1 and 2.2.2.
96 See Sect. 2.2.4.
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subsequent crises within a very short period of time it embodies all the shortcom-

ings of crisis-driven reforms. Its fundamental revision requires, however, some

time and ultimately the political conditions for an amendment of the Treaties.

Nevertheless the discussion of this aspect is definitely outside the scope of this

chapter.
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The Single Supervisory Mechanism (SSM):

Selected Institutional Aspects and Liability

Issues

Raffaele D’Ambrosio

Abstract In its role of supervisory authority the ECB enjoys no limitation of

liability. This approach is unjustified in the light of the 2012 Basel Core Principles

for Effective Banking Supervision and it is also inconsistent with the unitariness of

the Single Supervisory Mechanism (SSM). Within the SSM the ECB and the

National Competent Authorities (NCAs) are vested with the same supervisory

powers, allocated according to the criteria laid down under the SSM Regulation.

In this regard it is expected that both the ECB and the NCAs will be subject to the

same liability regime.

A limitation of the ECB’s liability should be inferred from the Member States’
legislations on the legal protections of supervisors or from the case law of the CJEU

and the “sufficiently serious violation” criterion therein.

The ECB’s liability is without prejudice to that of the NCAs. The allocation of

liability within the SSM basically depends upon the allocation of supervisory tasks

and powers to the ECB and the NCAs. Nevertheless, there are cases where the

allocation of tasks and powers is unclear.

In other cases, the ECB is the competent authority, but only the NCAs have the

power to act. To the extent that the ECB has the power to give NCAs mandatory

instructions liability lies basically with the ECB and not with the NCAs.

The ECB shall make good any damage caused to third parties by its staff and the

members of its bodies. Both of them enjoy the immunities under Protocol 7 on the

privileges and immunities of the EU, but may be sued for damages by the ECB to

recover the costs it has to pay to third parties.
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1 Inferring the Limitation of the ECB’s Liability from

the General Principles Common to Member States’ Laws
and the Court of Justice of the European Union’s
Sufficiently Serious Violation Criterion

1.1 Introduction

In its opinion of 27 November 2012 on the draft Regulation on the Single Super-

visory Mechanism (CON/2012/96) the ECB pleaded for the limitation of its liabil-

ity in the performance of its supervisory tasks to some form of qualified

unlawfulness1.

This notwithstanding, Recital No 61 of Council Regulation No 1024/2013

(hereinafter SSMR)2 continues to subject the ECB, in its new role of supervisory

authority, to the common liability regime provided for all EU Institutions under

Article 340 TFEU.

Under this regime EU institutions, including the ECB in its capacity as super-

visory authority, do not expressly enjoy any legal protection for anything done or

omitted in the discharge of their functions.

As regards the ECB’s supervisory tasks under the SSMR, this approach is not

justified with regard to either the 2012 Basel Core Principles for Effective Banking

Supervision or most of the main Member States’ national legislations providing a

legal protection for supervisors.

The absence of any limitation of the ECB’s liability is also inconsistent with the

singleness and the unitariness of the SSM.

Under the SSM, the ECB and the National Competent Authorities (hereinafter

NCAs) are required to perform the same supervisory duties though basically

allocated according to the status as significant or less significant of the credit

institution concerned.

In accordance with the above it is expected that both the ECB and the NCAs will

be subject to the same liability regime so as to ensure consistency in the perfor-

mance of the supervision within the Single Supervisory Mechanism (hereinafter

SSM).

It is the aim of this first part of the paper to show how a limitation of the ECB’s
liability, though not clearly resulting from the wording of Article 340 TFEU, could

be inferred (i) from the principles of supervisors’ liability common to the EU

national legislations or, alternatively, (ii) from the case law of the Court of Justice

of the European Union’s (hereinafter the CJEU) on the liability of EU Institutions

and Member States and the “sufficiently serious violation” criterion therein.

1 See Sect. 1.7 of the Opinion.
2 O.J. 2013, L 287/63.
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1.2 The SSM Liability Regime Under Recital No
61 of the SSM Regulation and the Court of Justice Task
to Infer a Legal Protection for the ECB from the National
Legislations

Under Recital No 61 of the SSMR “in accordance with Article 340 TFEU, the ECB

should, in accordance with the general principles common to the laws of the

Member States, make good any damage caused by it or by its servants in the

performance of their duties”.

Similar rules are provided for under the European Supervisory Authorities

(ESAs) Regulations with regard to the European Banking Authority (EBA), the

European Securities and Markets Authority (ESMA) and the European Insurance

and Occupational Pensions Authority (EIOPA) respectively3.

Nevertheless, a part from ESMA’s responsibilities with regard to Credit Rating

Agencies (CRAs)4 and a few other cases where ESMA5 and the other ESAs are

vested with specific powers over institutions6, ESAs essentially do not enjoy direct

supervisory powers.

But even where ESAs are exceptionally vested with specific supervisory powers,

the need of limiting their liability is not so imperious.

Indeed, ESAs basically lack of discretionary power in the performance of their

statutory duties and they are not called to arbitrate on conflicting public interests7,

which is in line with the “Meroni doctrine” as developed in the CJEU’s case law8.

Indeed, one of the main reasons invoked in order to limit the supervisors’
liability is the need to preserve their discretionary powers.

3 As regards to EBA see Article 67 of Regulation No 1093/2010 (O.J. 2010, L 331/12) as amended

by Regulation No 1022/2013 (O.J., 2013, L 287/5).
4 Regulation No 1060/2009 (O.J. 2009, L 30271) as amended by Regulation 513/2011 (O.J. 2011,

L 145/30) and by Regulation 462/2013 (O.J. 2013, L 146/1).
5 See Regulation No 648/2012 (O.J. 2012, L 201/1) on OCT derivatives, central counterparties and

trade repositories (Articles 54 ff.), Regulation No 236/2012 (O.J. 2012, L 86/1) on short selling and

certain aspects of credit default swaps (Article 28), Regulation No 600/2014 (so-called MIFIR;

O.J. 2014, L 173/84) on markets in financial instruments and amending Regulation (EU) No

648/2012 (Articles 46–49 on the provision of investments services and the performance of

investment activities by third country firms).
6 See Articles 9(5), 17(3), 18(4) and 19(4) of the EBA Regulation and the corresponding provisions

of the other ESAs Regulations.
7 See Craig (2012), p. 150.
8 See ECJ, Case C-9/56, Meroni v High Authority, ECR 1957–1958, p. 133; Case C-98/80,

Romano v Institut National d’Assurance ECR 1981, p. 01241; Joined cases C-154/04 and

C-155/04, Alliance for Natural Health and others v. Secretary of State for Health, ECR 2005,

p. I-645; United Kingdom of Great Britain and Northern Ireland v. European Parliament and

Council of the European Union, Case C-270/1222, §§ 44–54, electronic Reports of Cases (Court

Reports—general).
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The case of the ECB and NCAs is therefore apparently different from that of

ESAs since the former are entrusted within the SSM with broad discretionary

decision making powers in the performance of their supervisory tasks towards

credit institutions.

The need to avoid specious lawsuits so as to preserve the ECB’s and the NCAs’
margin of manoeuvre is all the more stringent considering the multiplicity of

interests that both the EU and national supervisors have to counterbalance in their

decisions.

The second part of Recital 61 maintains the liability of NCAs in accordance with

their respective national legislations.

Consistently with the Principle No 2 of the 2012 Basel Core Principles for

Effective Banking Supervision, there is a clear trend towards the limitation of

supervisors liability within the EU Member States, due to the need of granting

their discretion9.

Based on this trend, the CJEU may find some principles specifically applicable

to supervisors’ liability in the different EU Member States with the aim of ensuring

a form of legal protection for the ECB too.

On the contrary reference to the general principles common to the tort or

administrative law of Member States is less helpful than appears.

Indeed, “save for very general principles which themselves offer little guidance

to the judicial inquiry, there is in fact no common corpus of rules governing the

non-contractual liability of public authorities in the national laws”10.

Consequently, “the search for appropriate standard is perforce selective” so that

“far from looking for the lowest common denominator, the ECJ has approached the

interpretation of Article 288(2) [of the Treaty establishing the European Commu-

nity, now Article 340 TFEU] creatively”11.

It is the author’s view that a similar creative approach could be followed by the

CJEU also in the field of ECB liability as supervisory authority.

In the light of the above the CJEU would be expected to take into account the

several specific rules on the legal protection of supervisors and, in the absence of

such rules, the grounds on which the national courts base their reluctance to admit

the supervisors’ liability.
Indeed, both the national legislators and the national courts are prone to protect

supervisors in the performance of their duties and to grant them the necessary

margin of manoeuvre to counterbalance the several public interests they have in

charge to protect.

9 On limitations of supervisors’ liability within Member States see: Nolan (2013), pp. 2 ff.;

Dijkstra (2012), pp. 3 ff.; Athanassiou (2011), p. 12; D’Ambrosio (2008), pp. 249 ff.; Tison

(2003), p. 11; Andenas (2002), pp. 411 ff.; Andenas and Fairgrieve (1998), 285 ff.
10 See Tridimas (2006), p. 478.
11 See Tridimas (2006), p. 478; see also Gaja (1986), pp. 542–544. In the same vein see the opinion

of the Advocate-General Gand in Joined Cases 5, 7 and 13 to 24/66, Firma Kampffmeyer and other

v. Commission, § II.1, ECR 1967, p. 320.
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This is particularly true in the field of EU banking law, where, besides the

protection of depositors’ rights, there are other primary public interests that super-

visors are in charge to safeguard, such as those of preserving the sound and prudent

management of the credit institutions and the overall stability of the financial

system12.

Therefore, the CJEU’s task of finding the common principles applicable to the

ECB liability stemming from the several regimes applicable in the different Mem-

ber States should be not necessarily aimed at ensuring the best possible protection

for claimants.

Though there are still some divergences among the Member States legal frame-

works, these latter should not prevent the CJEU to choose a common approach.

In its work of finding these principles common to the laws of the Member States,

the CJEU could reach a fair compromise between the common law liability regimes

for supervisors, based on the bad faith criterion, and the civil law liability ones,

based on the gross negligence criterion.

1.3 The Trend Towards the Limitation of Supervisors’
Liability Within the Member States: The German,
English and French-Based Liability Regimes

Liability regimes in EU countries show a clear trend towards a form of legal

protection for supervisors, spanning from immunity from investors (Germany and

Austria) to the limitation of liability to bad faith (the UK, Ireland, Bulgaria, Estonia

and Malta) or gross negligence (France Luxembourg, Latvia, Belgium, Italy, the

Netherlands and Cyprus)13.

In the German literature supervision of financial institution was traditionally

undertaken in the interest of the public at large and not to protect individuals.

The underlying idea—the so-called Schutznormtheorie—is that liability is to be

denied where a particular claimant is not among those whom a specific legal rule is

intended to protect or where the legal rule is intended to protect the interest of the

public at large rather than those of any private individual14.

In the light of the above, depositors and investors cannot have any tort claims

against supervisors15.

12 See Nolan (2013), pp. 195–196.
13 For an overview of the supervisors’ liability regimes across EU Member States see

Dijkstra (2012).
14 Angeletti (1997), pp. 223 ff.
15 The requirement of sufficient proximity between the claimant and the wrongdoer is, in common

law, tantamount to the German Schutznormtheorie.
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The immunity of supervisors vis-�a-vis the investors was premised upon a

decision of the German Supreme Court in a case concerning the supervision of

insurance companies16.

Nevertheless, in two decisions handed down in 197917 concerning the supervi-

sion of banks the Court departed from this doctrine.

In response to this case law, the 1984 legislation on credit institutions (amended

in 1988) stated that banking supervision had to be exclusively undertaken in the

public interest and was therefore intended to exclude claims from individuals18.

The German financial legislation of 2002 confirmed this view. Section 4(4) of

2002 Law on the Federal Institution for the Supervision of Financial Services

corresponds to the provision of the 1984 Law as amended in 198819.

The case of Austria seems to be similar. Though under Austrian legislation the

supervisor is also liable for simple negligence, injured third persons, such as

depositors, do not enjoy a right to be awarded damages20.

In the UK liability of financial supervisors is confined to bad faith.

The statutory limitation from liability for damages was introduced in the UK

under the 1987 Banking Act and was then confirmed by the 2000 Financial Services

and Market Act21, on the ground that the public interest is better served by an

uninhibited watchdog than by a legally responsible one22.

A similar provision is now to be found in the Financial Services Act of 201223

which charges the Prudential Regulation Authority, a subsidiary of the Bank of

England, with prudential tasks instead of the Financial Supervisory Authority.

Regardless of the statutory provisions, supervisors have always been well

protected in common law24.

Even in the absence of a specific rule, the courts exclude any duty of care falling

upon supervisors on the basis of the following arguments: (i) no proximity between

the supervisor and investors, since supervision is exclusively in the public interest25;

16 See Andenas (2002), p. 525, footnote no 136.
17 See cases Wetterstein and Herstatt, in BGHZ, 74, pp. 144 ff., and 75, pp. 120 ff. See H€upkes
(2000), pp. 123–138.
18 See Andenas and Fairgrieve (2002), pp. 757 ff.
19 Section 4(4) stipulates that “the Federal Financial Services Authority exercises its tasks and

competences only in the public interest”.
20 See Section 1(1) of the Amtshaftungsgesetz (the Public Liability Act: AHG).
21 See Section 19.
22 See McLean (1998), pp. 442 ff. and, in case law, Yuen Ku Yeu v. Attorney General of Hong

Kong, WLR, 1987, 3, 776 ff.
23 See Schedule 1ZA, Section 30.
24 See Rossi (2003), pp. 650–651.
25 See Yuen Ku Yeu v. Attorney General of Hong Kong, WLR, 1987, pp. 785–787.
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(ii) the need to grant the supervisory authority discretionary powers26; (iii) the need

to impede a flood of claims against supervisors27.

As the immunity provided for under the 2000 Financial Services and Market Act

(now under the Financial Services Act of 2012) is not applicable to acts undertaken

in bad faith, claims against the supervisory authority are mainly based on the wilful

tort of misfeasance in public office, which is the only traditional public law tort in

English law28.

Besides the remedies under EU law29, in the BCCI case claims against the Bank

of England were based on the misfeasance in public office tort30.

The tort consists in an exercise of power by a public officer in bad faith that

causes loss to the claimant.

The most stringent form of the tort is targeted malice. It requires proof that the

public officer has acted with the intention of injuring the claimant. The other is

untargeted malice and occurs when the public officer acts in the knowledge that he

is exceeding his powers and that in doing so he will probably injure the claimant31.

The focus of the BCCI case was upon the second form (untargeted malice) of the

mental requirement of the tort of misfeasance in public office.

The debate in the House of Lord concerned two questions: (i) the first pertained

to the public officer’s knowledge of the unlawfulness of his act; (ii) the second

concerned the awareness of the consequences of that unlawful act.

The court ruled that: (i) on the knowledge of the illegality, the claimant must

show that the officer acted with a state of mind of reckless indifference to the

illegality; (ii) on the awareness of the consequences, the claimant must show that

the public officer acted with a state of mind of recklessness about the consequences

of his act in the sense of not caring whether these consequences happened or not32.

The regime of supervisor liability in Ireland mimics the English one.

Not only is the supervisor deemed not liable in negligence since the courts held

that there is insufficient proximity between the latter and investors33, but specific

rules are also in force that expressly limit the supervisor’s liability to bad faith34.

26 See United States v. Gaubert, 1991 [2001] 3 S.C.R. 537, 2001 SCC 79. See also Yuen Ku Yeu

v. Attorney General of Hong Kong, WLR¸ 1987, p. 786 and Davis and other v. Radcliffe, 1990, in

All.E.R., 1990, p. 536.
27 See Davis and other v. Radcliffe, quoted under footnote no 26.
28 See Caranta (1993), Milan, p. 543.
29 See Sect. 1.4.
30 See House of Lords, Three Rivers District Council and others v. Governor and Company of the

Bank of England, WLR, 2000, 2 and UKHL, 2001, 16. In the literature see Andenas (2000),

pp. 394–395.
31 See Andenas (2002), p. 519.
32 See Andenas (2002), pp. 519–522.
33 See High Court, McMahon v. Ireland, the Attorney General and the Registrar of Friendly

Societies I.L.R.M. 1998 610 that explicitly followed the advice in Yuen-Kun-Yeu v. Attorney

General of Hong-Kong.
34 See Section 33AJ of the Central Bank Act 1942 updated to 22 February 2013.
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In the light of the above, the specific tort of misfeasance in public office also

applies to Bank of Ireland bodies and officers.

Similarly to English case law, Irish courts suggest that the necessary degree of

malice “may be inferred from recklessness”35.

The new approach of the House of Lords in the BCCI case and the trend in the

Irish courts case law may reduce the differences in the protection granted to

supervisors between the EU common law legal regimes for supervisors’ liability
and most of the EU civil law legal regimes (such as those in force in France and in

other French-based legal frameworks), where the liability of supervisors is confined

to the gross negligence.

Due to the complex and sensitive nature of financial supervision, the case law of

the French Conseil d’Etat traditionally requires claimants—since the Sieur Bapst
case36 of 1963—to show faute lourde (gross negligence) in liability actions lodged

against the State for the alleged defective financial supervision of the competent

public authority37.

Nevertheless, the Sieur Bapst case gave no definition of what faut lourd entails.

Some clarifications were made in the Sieur d’André case of 1964: not avoiding
the crisis of a financial intermediary coupled with knowledge of the signals of the

crisis should met the faute lourde criterion38.
The standard of liability applied by the French Administrative Courts was

particularly high39. Not surprisingly, until the Kechichian case of 2001, only one

claim had ever satisfied the faute lourde requirement (Achard case of 1964)40.

This restrictive approach was temporarily abandoned by the Cour Administra-
tive d’Appel de Paris in the El Shikh and Kechichian cases: the Court decided that

the standard of faute simple (negligence) applied to the supervisory role of the

Commission Bancaire41.

35 See High Court, July 23, 1984, Corliss v. Ireland, unreported.
36 See Conseil d’Etat 28 June 1963, Sieur Bapst, Recueil, 1963 411.
37 Fairgrieve and Belloir (1999), pp. 17 ff. Besides the supervisory powers, the French prudential

authority is also vested with sanctioning powers. These latter were tantamount to judiciary powers.

As a consequence of that, under a first stance of Conseil d’Etat case law, they did not raise to the

State’s liability (Conseil d’Etat 28 June 1963, Sieur Baptst, Recueil, 1963, 412). As from Darmant

case, the Conseil d’Etat applied to these “quasi-judiciary powers” the faute lourde rule: Conseil

d’Etat 29 December 1978, Darmont, Recueil, 1978, 542. Besides the judgments above, see also:

Conseil d’Etat, 4 January 1952, Pourcelet, Recueil, 1952, 4; Cour Administrative d’Appel de Lyon,
28 December 1990, Recueil, 1990, 963; Conseil d’Etat 12 October 1983, Consort Levy, Recueil,

1983,406 and Dalloz 1985 Informations Rapide, 203.
38 See Conseil d’Etat, 28 June 1963, Sieur d’André, Recueil, 1964, 329. See Fairgrieve and Belloir
(1999), pp. 16 ff. Subsequent cases underline this requirement. See Conseil d’Etat, 29 December

1978, Recueil, 1978, 542; Tribunal Administratif de Marseille, 1 December 1998, Fauvry, JCP

Edition Entreprise, 1989, II, 15480.
39 See Cliquennois (1995), pp. 4 ff.
40 See Conseil d’Etat, 24 January 1964, Achard, Recueil, 1964, 43.
41 See Cour Administrative d’Appel de Paris, 30 March 1999, El Shikh, AJDA, 1999/11, 951 and

Cour Administrative d’Appel, 25 January 2000, Kechichian, unreported.
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Nevertheless, the ruling of the Cour Administrative d’Appel was immediately

overturned by the Conseil d’Etat which confirmed the faute lourde approach42.
The protective role of faute lourde in the area of financial supervision is

therefore still deemed necessary in France in order to provide a margin of manoeu-

vre for the public bodies charged with supervisory powers, even though the Conseil
d’Etat recognised the liability of the State for the unlawful conduct of the Com-
mission Bancaire.

Liability regimes based on the gross negligence requirement were also intro-

duced in most of the EU countries, including Italy.

Article 24(6-bis), of Italian Law No 262 of 2005, as amended by Article 4(2), of

Legislative-Decree No 303 of 2006, stipulates that supervisory authorities and their

staff are responsible only if their acts or omissions are shown to have been in bad

faith or due to gross negligence.

The new Italian regime of supervisors liability replaced the previous one based

on the general tort law standard of negligence43.

The Italian Supreme Court’s (Corte di Cassazione) case law is still dealing with

claims against supervisory authorities lodged before the entry into force of the Law

No 262 of 2005.

Nevertheless, though not referring to the gross negligence criterion, the outcome

of the Corte di Cassazione’s assessment of supervisors’ liability44 comes to nearly

the same conclusions as the French Conseil d’Etat jurisprudence45.
Supervisors are often protected by courts irrespective of a specific rule limiting

their liability.

Case law shows that even where actions for damages are governed by the

ordinary law of civil or administrative liability, it is rare for a damages claim by

a depositor against a financial supervisor to succeed46.

Indeed, depositors may fall at any one of a number of hurdles, as clearly results

from:

(i) the German Schutznormtheorie or the proximity requirement in common

law47;

42 See Conseil d’Etat, 30 November 2001, Kechichian, Juris-Classeur Périodique, 2002, édition

Générale., II, No. 10042.
43 See Article 2043 of the Italian Civil Code which foresees that “any wilful or negligent act that

causes an unjustified damage to another obliges the person who has committed the act to pay

damages”.
44 See the judgment no 3132 of 2001 (case Hotel Villaggio Santa Teresa di Gallura), in Foro it.,

2001, I, c. 1139.
45 In the same vein see Rossi (2003), p. 663.
46 Nolan (2013), pp. 2 ff. For an analysis of hurdles claimants may incur where relying upon the

tort of negligence rather than to that of misfeasance in public office see Andenas (2002),

pp. 529–531.
47 See cases referred to under footnote no 25.
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(ii) the characterization under the French Conseil d’Etat case law of some French

supervisory authority’s powers as quasi-judicial48;
(iii) the reluctance to award compensation for pure economic loss in common

law49;

(iv) the difficult to admit negligence liability for omissions in common law50;

(v) the exclusion of liability, in common law and in the Swiss Public Liability

Act, for the deliberate act of a legally responsible third party51;

(vi) the difficulties when it comes to establishing that the supervisor is in fault,

considering, among the others circumstances, its margin of manoeuvre52;

(vii) the difficulties claimants will face (basically in French administrative courts)

in establishing that the supervisor’s fault was the cause of their loss53.

In the light of the above, the limitation of supervisors liability is not only the

subject of some specific rules in force in most of the EU (and non-EU) countries

aimed at protecting the supervisory authorities from specious lawsuits, but it is also

the effect of some general (though not common) principles of tort and administra-

tive law applied in different Member States.

1.4 Whether and to What Extent the Rules on the Legal
Protection of Supervisors Are Compatible
with the European Convention of Human Rights
and with EU Substantive Banking Legislation

The overview above authorizes the conclusion that the CJEU is entitled to find

common rules and criteria for limiting the liability of the ECB while performing the

tasks entrusted to it by the SSMR.

Nevertheless, this conclusion is conditional upon the solution of the further

problem of whether and to what extent the rules on the legal protection for

supervisors in force in EU Member States are compatible with (i) the European

Convention of Human Rights (hereinafter ECHR)54 and the corresponding

48 See the Conseil d’Etat’s case law under footnote no 37.
49 See Nolan (2013), pp. 212–213.
50 See House of Lords, Gorringe v Calderdale MBC, WLR, 2004, 1, p. 1057. See Nolan

(2013), p. 213.
51 See Yuen Kun Yeu, 1987, WLR, 1987, p. 786, and Davis v. Radcliffe in All.E.R., 1990, p. 541.
52 See Yuen Ku Yeu v. Attorney General of Hong Kong, 1987, Davis and other v. Radcliffe, 1990

and United States v. Gaubert, 1991 quoted under footnote no 26.
53 French case law is here worth mentioning. See CAA Paris, El Shikh case, AJDA, 1999/11,

952, and Kechichian case of 25 January 2000.
54 See D’Ambrosio (2008), pp. 297–301. See also Athanassiou (2011), pp. 26–27.
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provisions of the Charter of fundamental rights and (ii) the substantive EU banking

legislation.

Under Article 6 of ECHR “in the determination of his civil rights and

obligations. . . everyone is entitled to a fair and public hearing within a reasonable

time by an independent and impartial tribunal established by law”.

The European Court of Human Rights (hereinafter ECtHR) held that Article

6 “secures to everyone the right to have any claim relating to his civil rights and

obligations brought before a court or tribunal” and that it “embodies the right to a

court, of which the right of access, that is the right to institute proceedings before

courts in civil matters, constitutes one aspect only”55.

Nevertheless, Article 6 of the ECHR cannot be used to create civil rights that do

not exist under the substantive law of the State concerned.

Even though this was not crystal clear in some decisions of the ECtHR56, the

Court now firmly adheres to the position that Article 6 only applies to procedural

rules57.

Since the rules limiting or excluding supervisors’ liability cannot be considered

as procedural ones, they do not fall within the scope of Article 6 of the ECHR58.

As regard to the ECB, the above problem needs to be examined in the light of

Article 47 of the Charter of fundamental rights.

Under Article 52(3) of the Charter “in so far as” the “Charter contains human

rights which correspond to rights guaranteed by the Convention for the Protection

of Human Rights and Fundamental Freedoms, the meaning and scope of those

rights shall be the same as those laid down by the said Convention. . .”.
It follows that the ECtHR’s interpretation of the right to a fair trial contained in

the ECHR needs to be taken into account by the CJEU as regards the same right

provided for under the Charter, as the relevant provisions are perfectly aligned.

Though the rules limiting the supervisor’s liability or even excluding the latter

towards investors may be considered as compatible with Articles 6 of the ECHR

and 47 of the Charter of fundamental rights, since both these Articles protect

procedural rather than substantive rights, a further problem arises here as to whether

and to what extent the rules on the legal protection of supervisors can be deemed

compatible with the substantive EU banking law59.

The key issue is whether and to what extent EU banking legislation confers

rights on depositors that may be invoked by their relevant national courts.

In the Peter Paul case of 200460 the ECJ stated that limitation of supervisors

liability in German law was compatible with EU banking legislation on the

55 See ECtHR, Golder v. UK, 21 February 1975, Appl. no. 4451/70, § 36, [1975] 1 EHRR 524.
56 See ECtHR, Osman v. UK, 28 October 1998, (87/1997/871/1083), §139, [1998] EHRR 101.
57 See ECtHR, Z and others v. UK, 10 May 2001, Appl. no. 29392/95, § 87, [2001] EHRR 5.
58 See Athanassiou (2011), pp. 27–28.
59 See D’Ambrosio (2008), pp. 286–297; and Athanassiou (2011), pp. 22–26.
60 ECJ, Case C-222/02, Peter Paul and others v Bundesrepublik Deutschland, ECR 2004 I-09425.
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assumption that banking directives did not contain any rule granting rights to

depositors.

Similarly held the House of Lords in the BCCI case61.

Under both these judgments the supervisory powers that directives entrust on the

national authorities vis-�a-vis credit institutions were deemed as only aimed at

ensuring the sound and prudent management of the credit institutions.

Nevertheless, protection of depositors and/or investors is included within the

purposes of the Directive on deposit guarantee schemes (Recital 14)62, the ESAs

regulations63 and the SSMR (Recital 30) and it is still the paramount goal of EU

legislation on financial markets64.

In the light of the above one may conclude that under the Francovich-
Dillenkofer standard65, EU legislation is intended to confer rights on individuals

when the content of those rights is identifiable on the basis of the legislation itself.

The ECJ seems to be satisfied with the demonstration that EU rules are intended

to protect the interests of private individuals, without it being required that such

rules themselves confer enforceable rights.

The mere circumstance that these rules protect a multiplicity of interests should

not in itself preclude a Francovich-Dillenkofer liability, but it has an influence on

the assessment of the seriousness of the breach66.

In the light of the above, substantive EU legislation on financial markets is

intended to protect investors not only when safeguarding the interests of individual

investors is the exclusive or the overarching objective of a directive or a regulation,

as in the case of legislative acts on prospectuses and investment services, but also

when these legislative acts are meant to safeguard collective interests within

multiple objectives, as in the case of banking legislation.

Under the latter, the protection of depositors is neither the only nor the over-

arching interest safeguarded by EU legislation, the others being at least the sound

61 See footnote no 30.
62 Directive 2014/49/EU on deposit guarantee schemes (O.J. 2014, L 173/149).
63 Regulations on ESA include the protection of depositors and investors in the main tasks of

financial supervisory authorities as it emerges from: (i) Article 1, paragraph 5, let. f; (ii) Article

8.1, lit. h; (iii) Article 9, paragraph 1; (iv) Article 26.
64 See Article 5, paragraph 1, of Directive n. 2003/71/EU (O.J. 2003, L 345/64) on the prospectus

to be published when securities are offered to the public or admitted to trading. See also the

Directive 2004/39/EU on markets in financial instruments (the so-called MIFID1; O.J. 2004, L

145/1): Recitals 17, 26, 31, 44 and 61 and Articles 11, 13, paragraphs 3, 6 and 8, 18, 19 ff. The

corresponding new provisions contained in the Directive 2014/65/EU (the so-called MIFID2;

O.J. 2014, L 173/349) show the same rationale: see, among the others, Recitals No 3, 4, 39, 42,

45, 51, 74, 77, 86, 87 and 151, and Articles 16(3), (8) and (9), 23, 34–30, 74(2) and 75. In case law

see ECJ, Case C-604/11, Genil 48 SL v Bankinter, 2013, WLR, § 39 and Case C-248/11, §

48, Nilaş and Others, European Criminal Law, 2013, 3, 257.
65 See ECJ, Joined Cases C-6 and C-9/90, Francovich v. Italian Republic, ECR 1991 I-5375, and

Joined Cases C-178, C-179, C-188-90/94, Dillenkofer and Others v. Federal Republic of Germany,

ECR 1996 I-4845.
66 See Sect. 1.6.
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and prudent management of credit institutions and the overall stability of the

financial system.

The circumstance that EU banking law grants rights to depositors, while

preventing the complete immunity of supervisors towards them, is not incompatible

with a certain level of limitation of supervisors’ liability.
Indeed, a degree of limitation of supervisors’ liability is a fair compromise

between the need to protect the rights of depositors and the need to ensure

supervisors enjoy the necessary margin of discretion in the performance of their

task of counterbalancing all the interests protected by EU law.

1.5 Towards a Common Criterion?

In the light of the above, the CJEU could infer the common principles applicable to

the ECB liability only from the Member States legal frameworks providing a

limitation of supervisors liability, since the immunity towards depositors is incom-

patible with EU banking law and the absence of any limitation of liability is in

contrast with the duty of supervisors to counterbalance depositors rights with the

protection of other primary public interests.

Common principles on supervisors’ liability should be drawn by the CJEU from

the national legal systems based on bad faith and gross negligence.

Under the author’s view the broad interpretation of the House of Lords and the

Supreme Court of Ireland of misfeasance in public office approaches the gross

negligence criterion as restrictively applied in the French Conseil d’Etat
jurisprudence.

In the light of the English and Irish Courts case law, it is difficult to see the gap

between gross negligence and bad faith.

In the BCCI case recklessness is still interpreted in a subjective sense of

awareness of risk by the defendant. Thus, inadvertent recklessness in the sense of

reasonable foreseeability is not enough.

Nevertheless, “recklessness about the consequences, in the sense of not caring

whether the consequences happen or not, will satisfy the test”, so that “the ‘couldn’t
care less’ test for recklessness as to consequences is elastic”67.

In the light of the above, meeting the gross negligence standard in Sieur d’André
judgment it is a very short step.

Indeed, in the Sieur d’André judgment the standard for gross negligence is

accomplished where the claimant had not avoided the crisis of a financial interme-

diary and this was coupled with knowledge of the signals of the crisis.

One may therefore conclude that “misfeasance is now an intentional tort for

which recklessness suffices” and that “the gap between this tort and the tort of

67 See Andenas (2002), p. 521.
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negligence, premised on the all-pervading notion of reasonable foreseeability, has

undoubtedly been narrowed”68.

1.6 Liability Under EU Law: The Sufficiently Serious
Violation Criterion and the ECB’s Task of Protecting
a Multiplicity of Interests Within the SSM

The legal protection of the ECB in its vest of supervisory authority can be

alternatively derived by the CJEU from the sufficiently serious violation criterion

applied to the liability of EU institutions.

The sufficiently serious violation criterion applies not only to the legislative acts

of EU institutions, as traditionally laid down in CJEU case-law69, but also to the

administrative ones70.

As regards the supervisor’s administrative activity, a sufficiently serious viola-

tion occurs when the supervisor manifestly and gravely disregards the limits of its

discretionary powers71.

The circumstance that the rules embodied in EU banking law, including the SSM

Regulation, protect a multiplicity of interests has an influence on the assessment of

the seriousness of the violation.

As clarified in Recital 30 SSMR, in its capacity as both micro- and macro-

prudential supervisory authority the ECB carries out the new tasks conferred upon it

by the Regulation referred to with a view to ensuring the safety and soundness of

banks, the stability of the financial system and the unity and integrity of the internal

market, thereby ensuring the protection of depositors and improving the functioning

of the market.

The multiplicity of interests that the ECB must protect and counterbalance under

the SSMR amplifies its margin of manoeuvre, which will turn the sufficiently

serious rule into an effective means to counter the risk of excessive claims against

the ECB72.

Despite the ECJ jurisprudence, the post-Bergaderm case law of the Court of First

Instance (hereinafter CFI) seems to follow a different methodology in assessing

institutions’ liability.

68 See Andenas (2002), p. 529.
69 See ECJ, Case C-5/71, Zuckerfabrik Sch€oppenstedt v Council ECR, 1971, 975.
70 See ECJ, Case C-352/98, Laboratoires Pharmaceutiques Bergaderm SA v. Commission of the

European Communities, §§ 39–47, ECR 2000 I-2591.
71 This criterion has been followed by the ECJ starting from the Bergaderm case. See Tridimas

(2006), p. 478.
72 See Tison (2004), p. 8.
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As noted in the literature, “the ECJ focuses on discretion whilst the CFI prefer an

analysis which attributes importance to the legislative or administrative nature of

the breach and is dominated by the concept of duty of care”73.

Nevertheless, in the Comafrica case74, the CFI found that there was no lack of

care by the Commission, taking into account, among the other circumstances, the

complexity of the import regime and the time constraint involved.

Both the circumstances also occur, mutatis mutandis, in the field of banking

supervision, so that one may conclude that even following the different approach of

the CFI’s case law the ECB liability would be in most cases excluded (or at least

limited) given the complexity of the questions involved in banking supervision and

the time constraint to which the supervisor is subject.

1.7 The Singleness and Unitariness of the SSM as a Further
Element Suggesting a Limitation of Liability for the ECB
as Supervisory Authority

Though not having legal personality, the SSM is an unitary mechanism which the

SSMR refers to under several perspectives, pertaining to both the structural and the

functional aspects.

In the light of the above, one may infer that the ECB and the NCAs shall carry

out the supervisory tasks entrusted to them within a System, which has to be single,

unitary and integrated. This principle should guide the ECB’s exercise of its

responsibility for the effective and consistent functioning of the SSM.

The following elements highlight the unitariness of the SSM: (i) the SSMR deals

with the independence and accountability regime of the System as a whole (Articles

19(1), first sentence, 20 and 21 SSMR); (ii) the qualification of the SSM as a unitary

system of both the ECB and NCAs can be inferred from the allocation of the

supervisory tasks75.

Scrutiny of the requirements for the banking licence is under the remit of the

NCAs76. Where the applicant does not comply with these requirements, the NCA

and not the ECB is the authority empowered to reject the authorisation. Should the

NCA’s assessment conclude for the authorization to be granted, the final say shall

pertain to the ECB (Article 14(2) SSMR), but the ECB’s decision is taken following
a silent consent procedure, which is a further element highlighting the unitariness of

the System (Article 14(3) SSMR).

73 See Tridimas (2006), p. 492.
74 See CFI, Joined Cases T-198/95, T-171/96, T-230/97, T-174/98 and T-225/99, Comafrica and

Dole Fresh Fruit Europe v. Commission, § 149, ECR 2001 II-1975.
75 See Sect. 2.
76 For further details see Sect. 2.3.
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Assessment of the acquisition of qualifying holdings falls within the scope of the

NCAs competence (Article 15(2) SSMR)77, though the ECB has the final say; but,

again, ECB’s decisions are taken under a silent consent procedure (Article 15

(3) SSMR).

With regard to the supervisory powers pertaining to authorised credit institu-

tions, NCAs are not only competent—under the ECB’s oversight—to supervise the

less significant ones but are also responsible for assisting the ECB with the

preparation and implementation of any acts relating to the tasks conferred on the

latter under the SSMR (Article 6(3) SSMR).

Moreover, NCAs are responsible for assisting the ECB in the performance of its

investigations and on-site inspections, including the obligation of facilitating its

access to the business premises of the legal persons subject to its supervisory

powers (Articles 11(2) and 12(5) SSMR).

Recital 28 is even more clear in recognising the NCAs as having some crucial

prudential supervisory competences within the SSM. It stipulates, in fact, that tasks

not conferred on the ECB shall include, among the others, the day-to-day verifica-

tion of credit institutions.

The existence of some NCA supervisory tasks pertaining to all credit institutions

under the SSM and instrumental to the ECB tasks is, again, another argument for

the unitariness of the System.

Besides the exercise of powers entrusted to them by the SSMR, NCAs are

responsible for assisting the ECB in the preparation and implementation of any

ECB acts relating to the tasks under Article 4, and may be required by the ECB to

use the powers conferred upon them under their pure national law vis-�a-vis the

significant credit institutions (Article 9(1) SSMR)78 or to initiate a sanctioning

procedure to both significant credit institutions for violations of national law or in

applying non-pecuniary sanctions and the members of their management bodies

(Article 18(5) SSMR)79.

Whilst NCAs’ responsibilities are not confined to less significant credit institu-

tions, the ECB is vested with ultimate responsibility for ensuring the smooth

functioning of the SSM, which again highlights the unitariness of the System.

Furthermore, it is on the assumption that the ECB and the NCAs are essential

components of a single and unitary system, that Article 6(2) SSMR stipulates that

they shall both be “subject to a duty of cooperation in good faith, and an obligation

to exchange information”.

The outcome of this obligation is that both the ECB and the NCAs should have

access to the same information, on the ground of avoiding double reporting

requirements for the credit institutions80, which again underlines the singleness

77 For further details see Sect. 2.3.
78 For further details see Sect. 2.5.
79 For further details see Sect. 2.5.
80 Recital 47 stipulates that “the ECB and the national competent authorities should have access to

the same information without credit institutions being subject to double reporting requirements”.

314 R. D’Ambrosio



and unitariness of the System, which appears as a de facto unique authority to the

addressees of the supervisory powers.

To sum up, both the ECB and the NCAs are subject to identical supervisory

duties, which are performed on the basis of the same set of information and

sometimes (as per Articles 14 and 15 SSMR) following the same assessment.

It would therefore be inconsistent with this framework for the ECB and the

NCAs to be subject to different liability regimes.

Moreover, no limitation of the ECB’s liability may induce the ECB to over-rely

on the NCAs enjoying a greater degree of legal protection in their respective

national legal frameworks, which, in turn, may de facto distort the allocation of

supervisory powers and responsibilities within the SSM.

Distortions in the allocation of supervisory powers may trigger unintended side-

effects with regard to other aspects of the SSM’s architecture, as they may affect the

allocation of accountability obligations towards the EU or the national Parliaments

under Articles 20 and 21 SSMR.

Indeed, the EU Parliament may be partially deprived in favour of the national

ones of its primary function of overseeing the exercise of the tasks conferred on the

ECB by the SSMR.

1.8 Would the CJEU’s Limitation of ECB Liability
as Supervisory Authority Pass the Test of an IMF
Assessment Under Basel Core Principle No 2?

This part concludes for a limitation of the ECB’s liability, grounded on the Court

creative interpretation of Article 340 TFEU rather than on the ad hoc provision

contained in the SSMR.

A problem arises here as to whether such a limitation would pass the test of an

IMF’s assessment under Basel Core Principle No 2 according to which “the legal

framework for banking supervision includes legal protection for the supervisor”.

According to the Basel criteria on the use of the assessment methodology81,

assessment of the compliance of countries with the Basel Core Principles should be

such as “to allow a judgment on whether criteria are fulfilled in practice, not just in

theory”; this seeks to clarify that the mere existence of laws and regulations “does

not provide enough indication that the criteria are met”82.

Vice-versa, the methodology is silent and lacks any criterion for the assessor,

where a country’s legislation does not formally limit the liability of the supervisor,

though de facto its concrete application by the courts provides it with enough

protection.

81 See Core Principles for Effective Banking Supervision, §§ 56–57.
82 See Core Principles for Effective Banking Supervision, § 57.
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This is a methodological lacuna, where the legal protection of the supervisor,

though not expressly provided for in the legislation, is the outcome of jurispru-

dence’s interpretative role.
In the absence of a specific rule limiting the ECB liability, an IMF assessment on

its legal protection as supervisory authority may therefore lead to the conclusion of

the non-compliance of the SSM with the Basel Core Principle No 2.

2 The Allocation of Responsibilities, Powers and Liabilities

Between the ECB and the NCAs Within the SSM

2.1 Introduction

In the light of Article 127(6) TFEU, the SSMR vests the ECB with some key

prudential supervisory tasks in relation to all credit institutions established in the

participating Member States83.

Though the conferral of tasks also implies, as a rule, that of the relevant

responsibilities and powers, there are nonetheless some exceptions.

Thus some preliminary clarifications are needed in order to ascertain how tasks,

responsibilities and powers are exactly allocated to the ECB and the NCAs within

the SSM.

(a) The tasks not expressly conferred on the ECB remain under the remit of the

NCAs (Article 1 and Recital 28 SSMR).

Some of these tasks are assigned to the exclusive NCAs’ jurisdiction and are

outside the SSM’s domain. Some other are assigned to the NCAs but may be carried

out only within the SSM, as is the case for the day-to-day verifications of the credit

institutions.

(b) a part from NCAs’ tasks referred to above, prudential tasks with regard credit
institutions are fundamentally assigned to the ECB.

Nevertheless, though these tasks are exclusively assigned to the ECB, responsi-

bilities are allocated only to the ECB or to both the ECB and the NCAs, depending

on the significant or less significant status of the credit institutions concerned.

(c) This notwithstanding, there are some cases where, though the ECB is vested

with the tasks, it is not entrusted with the relevant powers.

As regards participating Member States in close-cooperation, tasks and powers

are always allocated to different authorities, the former being conferred on the ECB

and the latter on the NCAs.

As regards the participating Member States of the Eurozone, a misalignment

between tasks and powers basically occurs where the latter are provided for under

83Under Article 2, No (1) “‘participating Member State’means a Member State whose currency is

the euro or a Member State whose currency is not the euro which has established a close

cooperation in accordance with Article 7”.
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pure national law (i.e.: national law not transposing directives) or where sanctions

are to be applied to natural persons or to credit institutions for violations of

national law.

The allocation of liability to the ECB and the NCAs is basically aligned with the

allocation of tasks, responsibilities and powers.

In cases of misalignment between tasks and powers (i.e.: the ECB has the task

whilst the NCAs are vested with the relevant power) the ECB is expressly

empowered to give instructions to the NCAs.

Where the ECB gives instructions to the NCAs the allocation of liabilities is

conditional upon the margin of manoeuvre that NCAs enjoy in following these

instructions.

Discussing all the issues above it is the aim of this second part.

2.2 The Tasks Conferred on the ECB and Those Remaining
Under the Jurisdiction of NCAs

The tasks assigned to the ECB are listed under Article 4(1) SSMR.

Instead of dealing with each of the tasks conferred on the ECB, the author will

rather focus on cases (i) where a task of the NCA is also a task of the SSM and

should therefore be subject to the ECB’s coordinating powers and (ii) where it is not
crystal clear to what extent a task falls under the remit of the ECB or the NCA.

Tasks remaining under the remit of the NCAs are referred to in Recital No

28 SSMR.

This latter clarifies that “supervisory tasks not conferred on the ECB should

remain with the national authorities. Those tasks should include the power to

receive notifications from credit institutions in relation to the right of establishment

and the free provision of services, to supervise bodies which are not covered by the

definition of credit institutions under Union law but which are supervised as credit

institutions under national law, to supervise credit institutions from third countries

establishing a branch or providing cross-border services in the Union, to supervise

payments services, to carry out day-to-day verifications of credit institutions, to

carry out the function of competent authorities over credit institutions in relation to

markets in financial instruments, the prevention of the use of the financial system

for the purpose of money laundering and terrorist financing and consumer

protection”.

Recital No 28 only mentions the tasks remaining under the remit of the NCAs

but does not distinguish between them, depending on the nature of the task

(supervisory or non-supervisory) or the status of the addressee of the powers in

which these tasks materialise (credit institutions or other financial intermediaries).

It is the author’s intention to make this distinction on the assumption that it is

relevant in order to ascertain which of the NCAs’ tasks remain under the exclusive

remit of the NCAs (i.e. the non-supervisory tasks and the supervisory tasks
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involving financial intermediaries other than credit institutions) and which come

under the SSM regime, being strictly instrumental to the ECB’s tasks (the supervi-
sory tasks involving credit institutions).

In doing that, Recital No 28 should be read in conjunction with Articles 1, 6

(3) and 17(1) and with Recitals No 29 and 37 SSMR.

In the light of the above, one may distinguish between:

(i) the NCAs’ supervisory tasks involving credit institutions such as those of

receiving “notifications from credit institutions in relation to the right of

establishment and the free provision of services” (Recital 28 in conjunction

with Article 4(2) SSMR) and carrying out “day-to-day verifications of credit

institutions” (Recital 28 in conjunction with Recital 37 and Article 6

(3) SSMR); these tasks come under the SSM regime since they are strictly

instrumental to the ECB supervisory tasks;

(ii) the NCAs supervisory tasks involving financial intermediaries not supervised

by the ECB (Recital 28 SSMR);

(iii) the NCAs non-supervisory tasks involving credit institutions, such as those of

carrying out “the function of competent authorities over credit institutions in

relation to markets in financial instruments” (Recital 28 SSMR), “the preven-

tion of the use of the financial system for the purpose of money laundering and

terrorist financing” or “consumer protection” (Recital 29 SSMR).

That tasks under (i) do not pertain exclusively to the NCAs but are also SSM

tasks is confirmed by the SSM Framework Regulation (hereinafter SSMFR)84,

which explicitly regulates how they have to be carried out in order to allow the

ECB to accomplish to its responsibilities.

In one case—the day-to-day verification of credit institutions—the SSMFR has

even turned an NCA task into an ECB task, departing from the wording and the

rationale of the SSMR Recitals and provisions85 and from the principle of subsid-

iarity on which the Regulation is based (Recital 87 SSMR).

This notwithstanding, under Part II, Title 1, of the SSMFR, the day-to-day

verification of significant credit institutions is carried out within the SSM through

Joint Supervisory Teams (hereinafter JSTs).

This is clearly laid down in Article 3 of the SSMFR, in the light of which JSTs

are the operational units within which NCAs staff assist the ECB in the supervision

of significant supervised entities86.

84 Regulation (EU) No 468/2014 (O.J. 2014, L 14171) of the ECB establishing a framework for the

cooperation within the Single Supervisory Mechanism between the European Central Bank and

the national competent authorities and national designated authorities.
85 Besides the Recitals 28 and 37 mentioned in the text, see also Recital 79 and SSMR. This latter

suggests the idea that ECB would be only entitled to require an NCA to involve staff members of

another NCA as well as to establish arrangements with NCAs to ensure an appropriate exchange

and secondment of staff with and among the NCAs.
86 See Sect. 3.2.
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Instead of establishing coordination between the ECB and the NCAs, with the

ECB having the power to give the latter instructions, the SSMFR has provided for

the NCAs’ staff to be coordinated directly by ECB within the JSTs.

In the light of the above JSTs national members act on behalf of the ECB rather

than the NCAs and their activity appears to be an extension of an ECB task than an

NCA task.

NCAs keep the task of supervising financial institutions other than credit

institutions.

Nevertheless, to single out which financial institutions do not have the status of

credit institutions is not always an easy task.

The wording of Article 1 SSMR may help the interpreter, as it clarifies that the

SSMR “shall not confer on the ECB any other supervisory tasks, such as tasks

relating to the prudential supervision of central counterparties”.

Nevertheless, there are cases where a bank carries out the activities of both a

credit institution and a central counterparty. In such cases a reasonable criterion in

order to ascertain which is the competent authority could be that of the prevailing

activity.

Under Recital No 28 SSMR “other bodies which are not covered by the

definition of credit institutions under Union law but which are supervised as credit

institutions under national law” shall not fall under the SSM.

Moreover, NCAs remain responsible for supervising credit institutions activities

in relation to the market in financial instruments87.

Furthermore, as clearly shown by Recital 28 SSMR, the NCAs remain compe-

tent with regard to the consumer protection and the fight against money laundering.

2.3 The Allocation of Supervisory Competences Within
the SSM: The Criterion Contained Under Article 6 SSMR
and Its Exceptions

In the light of Article 4(1) SSMR: (i) the ECB is competent to carry out supervisory

tasks “in relation to all credit institutions established in participating Member

States”; (ii) these tasks have to be performed “within the framework of Article

6”; (iii) they have to be carried out “for prudential supervisory purposes”.

It follows that the prudential supervision of all credit institutions is assigned to

the ECB, but some credit institutions will be directly supervised by the ECB,

whereas others could continue to be directly supervised by the NCAs under the

oversight of the ECB.

87Not surprisingly, the ECB’s banking license will cover neither the investment services activity

nor other credit institutions activities in relation to the market of financial services.
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The criteria according to which the ECB is competent to supervise credit

institutions directly are laid down in Article 6 SSMR and are specified in Articles

39 ff. SSMFR.

The ECB will be competent to exercise direct supervision on those credit

institutions that are considered significant on the basis of the three following

criteria: their size, their importance for the economy of the EU or any participating

Member State and the significance of their cross-border activities88.

In addition, there is another group of credit institutions that are supervised

directly by the ECB: “those for which public financial assistance has been requested

or received directly from the EFSF or the ESM” (Article 6(4) SSMR).

Beyond these criteria, the ECB may also decide to take over the direct supervi-

sion of credit institutions that are less significant “when necessary to ensure

consistent application of high supervisory standards”, including “in the case

where financial assistance has been requested or received indirectly from the

EFSF or the ESM” (Article 6(5)(b), SSMR)89.

Exceptions to the allocation of supervisory powers laid down under Article 6 of

the SSMR are contained in Articles 14 and 15.

These Articles regulate the power to grant and withdraw banking licenses and

the power to assess the acquisition and disposal of qualifying holdings respectively.

Though in the above cases the ECB is expected to be the only competent

authority, NCAs play an important role as well.

With regard to the task of granting and withdrawal of banking licenses the

ECB’s power is subject to specific arrangements reflecting the role of NCAs90.

As already explained91, if the applicant does not comply with the requirements

for the authorisation to be granted, the NCA rejects the application and the

procedure ends at the national level; if the applicant complies with these require-

ments, the NCA takes a draft decision subject to the ECB’s silent consent.
The initial assessment of credit institutions’ compliance with the requirements

for the authorisation to be granted is therefore carried out by the NCAs. This

assessment includes all national law provisions both those transposing Directive

36/2013 and the pure national ones (Recital 21 SSMR).

Withdrawals of banking licenses are adopted by the ECB following consulta-

tions with or acting on a proposal from NCAs.

The latter case occurs “where the national competent authority which has

proposed the authorization. . . considers that the authorisation must be withdrawn

in accordance with the relevant national law”; the NCA “shall submit a proposal to

the ECB to that end” and “the ECB shall take a decision on the proposed withdrawal

88 See in the literature Lackhoff (2013), 454 ff.
89 Under Article 68 SSMFR ECB is not obliged to accept to take over the direct supervision of a

less significant credit institution upon the NCA request.
90 See Recital 20 SSMR.
91 See Sect. 1.7.
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taking full account of the justification for withdrawal put forward by the national

competent authority” (Article 14(5) SSMR).

As regards the task of assessing the acquisition and disposal of qualifying

holdings, though the ECB is the only competent authority, NCAs are vested with

the power to make a preliminary assessment of compliance with national law; in

this case and differently from what is provided for with regard to banking licenses

the NCA’s assessment is limited to national law transposing the Directive 2013/36

and should not include the pure national law (Recital 22 and Article 15 SSMR).

Not influenced by the criterion laid down under Article 6 of the SSMR92 is the

allocation of macro-prudential supervisory tasks.

In the light of Article 5 SSMR, both the national authorities and the ECB may

apply the macro-prudential tools provided for under the CRD IV/CRR package in

relation to all credit institutions irrespective of their status as significant or less

significant.

The initiative in applying the tools is taken by the national authorities.

The ECB may apply higher buffers or take stricter measures in place of the

national authorities. The ECB should apply these tools even where the national

authorities did not apply them at all.

This notwithstanding, compliance with macro-prudential instruments should be

supervised by the relevant competent authority, the ECB for significant credit

institutions and the NCAs for the less significant ones.

As is clarified by Recital 24, the provisions of the SSMR “on measures aimed at

addressing systemic or macro-prudential risk are without prejudice to any coordi-

nation procedures provided for in other acts of Union law”.

The Recital seems to refer to the ESRB Regulation93 and to the multilateral

coordination procedures therein for the adoption of macro-prudential tools, whilst

coordination procedures under Article 5 SSMR are on a bilateral basis between the

national authorities and the ECB.

Not crystal clear is the allocation of responsibilities on the application of

administrative sanctions under Article 18 SSMR.

According to the prevailing view, Article 18 should be read in accordance with

Article 6 and the allocation of supervisory powers therein.

Nevertheless, this reading should also consider both the nature of the rule

violated (whether Union law or national law) and the status of the addressee

(whether legal or natural person).

As a consequence, the ECB may apply its sanctioning powers fundamentally

towards the significant credit institutions, following the general criterion under

Article 6.

92 See Napoletano (2014), pp. 185–197.
93 See Regulation No 1092/2010 (O.J. 2010, L 331/1) on European Union macro-prudential

oversight of the financial system and establishing a European Systemic Risk Board (ESRB).
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Moreover, in the light of the criteria laid down in Recital 36 SSMR (Recital

36 SSMR) the ECB cannot impose penalties on natural persons or apply sanctions

for violations of national law.

Under this interpretation, which is also the one followed in Part X of the

SSMFR:

(i) the allocation of sanctioning powers to the ECB and the NCAs in the case of

violations of requirements under directly applicable Union law is conditional

upon the significant or less significant status of the credit institution concerned

(Article 18(1) SSMR and Article 124(1)(a) SSMFR);

(ii) the ECB’s power to require NCAs to open sanction proceedings in the case of
violations of national law transposing banking directives is intended to be

limited to significant credit institutions (Article 18(5) and Article

134 SSMFR);

(iii) sanctions for violations of ECB regulations and decisions are applied by the

ECB not only to significant credit institutions but also to less significant ones,

to the extent that these regulations and decisions create obligations upon the

latter (Article 18(7) SSMR and Article 122 SSMFR);

(iv) NCAs remain competent to apply: pecuniary administrative penalties to nat-

ural persons; non-pecuniary sanctions to both the natural and legal persons;

sanctions for violations of pure national law (Article 18(5) and Article

134 SSMFR).

2.4 Cases of Misalignment Between Prudential Supervisory
Tasks and the Relevant Powers

Member States whose currency is not the euro may wish to participate in the SSM.

Article 7 of the SSMR provides that a regime of close cooperation may be

established allowing such Member States to participate.

Under the regime of close cooperation, the ECB will carry out the tasks referred

to in Article 4(1) and (2) and Article 5 of the SSMR in relation to credit institutions

established in the Member State under close cooperation (Article 7(1), first

sub-paragraph, SSMR).

This means that, with respect to both the significant and the less significant credit

institutions established in a Member State under close cooperation, the ECB and the

NCAs will be in a position comparable to their situation under the SSMR with

respect to credit institutions established in the euro area Member States.

Nevertheless, since the ECB may not act directly in relation to credit institutions

established in a Member State under close-cooperation must ask the relevant NCA

to make use of its supervisory powers under the ECB instructions (Article 7(1),

second sub-paragraph, SSMR).
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With regard to the participating Member States of the Eurozone a misalignment

of prudential tasks and powers exceptionally occurs under provisions of Articles 9

(1), third sub-paragraph, and 18(5) SSMR.

For the exclusive purpose of carrying out the tasks conferred on the ECB by

Articles 4(1), 4(2) and 5(2), Article 9(1) SSMR provides for two different rules.

The first is contained in sub-paragraph 2 and vests the ECB, besides the powers

entrusted to it by the SSMR, with the same powers as NCAs enjoy under relevant

Union law.

The second is contained in sub-paragraph 3 and gives the ECB the right to

require NCAs, by way of instructions, to make use of powers conferred upon them

by national law.

The powers the ECB can benefit from under Article 9 are only those which may

be encompassed within the “exclusive purpose of carrying out the tasks conferred

on it by Articles 4(1), 4(2) and 5(2)” (Article 9(1) in conjunction with Article 9

(2) SSMR), including the investigatory powers, as clearly emerges from the title of

Article 9 itself.

Under Article 9(1), sub-paragraph 2, a first question arises as to whether

“relevant Union law” includes only the legislative acts adopted before the entry

into force of the SSMR or also those adopted subsequently.

It is the author’s view that Article 9(1), sub-paragraph 2, SSMR needs to be read

strictly as to comply with the principle of conferral.

ECB shall have all the powers which competent and designated authorities shall

have under the relevant Union law, “unless otherwise provided for” by the SSMR.

Provisions of the SSMR that not allow the ECB to enjoy the NCAs powers under

Union law may be found for example in the field of sanctions94.

This clarified, it is now possible to assess the meaning and the scope of the

provision contained in Article 9(1), sub-paragraph 3, SSMR.

It is the author’s opinion that this provision refers exclusively to powers pro-

vided for by pure national law, i.e. by national law not implementing EU Directives.

A different and broader interpretation would, in the author’s view, be incompat-

ible with the second sub-paragraph of Article 9(1) and would create an unaccept-

able overlapping of the two sub-paragraphs.

Article 18(5) SSMR vesting the ECB with the power to require NCAs to open

proceedings aimed at ensuring that appropriate penalties are imposed needs to be

read as limited to significant credit institutions only (Article 134 SSMFR).

Thus NCAs should not be empowered to open these procedures against the

significant credit institutions unless the ECB so requires.

Within these constraints, Article 18(5) of the SSMR refers to cases not covered

by paragraph 1 of the same Article.

Since the latter only applies to the administrative pecuniary penalties that the

ECB may impose for violations of directly applicable Union law by credit

94 See Lackhoff (2014), p. 21, footnote no 60.
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institutions, financial holding companies and mixed financial holding companies,

paragraph 5 of Article 18 SSMR consequently refers to the application:

(i) of any penalties to natural persons, irrespective of the nature of the rule

violated;

(ii) of any penalties in case of violations of national law;

(iii) of any non-pecuniary penalties, including those which may be imposed in case

of violations of directly applicable Union law.

2.5 The ECB’s General Power to Give Instructions to NCAs
and the NCAs Margin of Manoeuvre

In all the above cases of misalignment between the ECB tasks and the NCAs

powers, the ECB is empowered to give instructions to the NCAs.

(a) Under Article 7 SSMR, the ECB power to instruct NCAs is consubstantial to

the mechanism of close cooperation.

Where the ECB considers that a measure relating to the tasks referred to in

Article 4(1) and (2) of the SSMR should be adopted by an NCA of a participating

Member State in close cooperation in relation to a supervised entity or group, it will

address to this NCA:

(i) in the case of a significant credit institution, a general or specific instruction,

request or guideline requiring the issuance of a supervisory decision in relation

to that significant supervised entity or group; or

(ii) in the case of a less significant credit institution, a general instruction, request

or guideline (Articles 107(3) and 108(2) SSMFR).

Article 7 SSMR is silent on the NCAs constraints in following the ECB

instructions.

Under paragraph 2(c) of Article 7 SSMR, it is up to the relevant national

legislation to ensure that its national competent authority will be obliged to adopt

any measure requested by the ECB in relation to credit institutions.

Moreover, under paragraph 4, second sub-paragraph, of Article 7 SSMR “the

national competent authority of the concerned Member State shall take all the

necessary measures in accordance with the obligation referred to in point (c) of

paragraph 2”.

In the light of the above, one may conclude that in the performance of their duty

to implement the ECB instructions within the framework adopted by each Member

State in close cooperation NCAs enjoy a broad margin of manoeuvre.

(b) Differently from the regime in force with regard to close cooperation, the

ECB’s powers under Articles 9(1), third sub-paragraph, and 18(5) SSMR, to

instruct the NCAs of Member States of the Eurozone on the adoption of a particular

supervisory decision are to be considered as an exception to the normal
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performance of the ECB’s tasks, since here the ECB is basically vested, together

with both the tasks and the relevant supervisory powers.

Article 9 (1), third sub-paragraph, SSMR stipulates that ECB may require by

way of instructions NCAs to make use of their powers “under and in accordance

with the conditions set-out in national law”.

No detail is laid down under this provision on the powers of the ECB in the

beginning of this procedure. Therefore, once the instruction is adopted by the ECB,

NCAs should maintain their margin of manoeuvre in full, within the scope of the

relevant national rules.

(c) Margins of manoeuvre even broader than those under Article 9(1), third

sub-paragraph, SSMR, are those that NCAs enjoy under Article 18(5) SSMR.

Indeed, the wording of Article 18(5) SSMR suggests that NCAs are only obliged

to open a proceeding and retain a margin of manoeuvre on its conclusion and on the

specific penalty or measure95 to be applied to the offender.

Paragraph 5 of Article 18 stipulates that “in the cases not covered by paragraph

1 of this Article. . . the ECB may require national competent authorities to open

proceedings with a view to taking action in order to ensure that appropriate

sanctions are imposed. . .”.
Recital 36 is even more clear in recognizing NCAs’ broad discretion, since it

stipulates that “where the ECB considers it appropriate for the fulfilment of its tasks

that a sanction is applied for such breaches [violations of national law transposing

directives], it should be able to refer the matter to national authorities for those

purposes”.

(d) Besides the above cases of misallocation of tasks and powers, the ECB may

give instructions to NCAs on the way they are to exercise their own responsibilities

pertaining to less significant credit institutions or prepare or implement any ECB

tasks.

Indeed, under Article 6(5)(a), first and second sub-paragraphs, SSMR “the ECB

shall issue regulations, guidelines or general instructions to national competent

authorities, according to which the tasks defined in Article 4 excluding points

(a) and (c) of paragraph 1 thereof are performed and supervisory decisions are

adopted by national competent authorities. . .”.
Moreover, under Article 97(5) SSMFR, “if the ECB requests an NCA to further

assess specific aspects of a material NCA supervisory procedure [regarding a less

significant credit institution], this request shall specify which aspects are concerned.

The ECB and the NCA shall respectively ensure that the other party has sufficient

time to enable the procedure and the SSM as a whole to function efficiently”.

In the light of the above the ECB’s instructions to NCAs pertaining to less

significant credit institutions have as a rule a general nature. Thus NCAs enjoy in

this field a broad margin of manoeuvre for the adoption of their detailed supervisory

decisions.

95Measures are limited to members of a credit institution management board or to any other

individuals who under national law are responsible for a breach by a credit institution.
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But even where the ECB may address specific requests to NCAs with regard to a

specific procedure concerning a less significant credit institution it is up to the NCA

to assess the aspects underlined by the ECB’s request.
To conclude on this point, irrespective of the nature of the ECB’s request

(general or specific as it is) NCAs maintain broad discretion in accomplishing it.

This conclusion is not only in line with the wording of the provisions referred to

above but it is also consistent with the allocation of responsibilities to the ECB and

the NCAs within the SSM.

NCAs’ margins of manoeuvre in following the ECB’s requests concerning less

significant credit institutions cannot be narrower than those they enjoy when using

their pure national law powers in relation to significant credit institutions.

(e) A completely different situation occurs in the case provided for in Article 6

(3) SSMR.

This stipulates that “were appropriate and without prejudice to the responsibility

and accountability of the ECB for the tasks conferred on it by this Regulation,

national competent authorities shall be responsible for assisting the ECB, under the

conditions set out in the framework mentioned in paragraph 7 of this Article, with

the preparation and implementation of any acts relating to the tasks referred to in

Article 4 related to all credit institutions, including assistance in verification

activities. They shall follow the instructions given by the ECB when performing

the tasks mentioned in Article 4”.

Here NCAs enjoy no margin of discretion since both the tasks and the powers

fall under the remit of the ECB. NCAs are therefore responsible for assisting the

ECB but they have to follow its instructions in full.

2.6 The Side-Effects of the Allocation of Tasks,
Responsibilities and Powers on the Allocation of Liability
Within the SSM

The allocation of liabilities to the ECB and the NCAs within the SSM is funda-

mentally aligned with the allocation of tasks and, as the case may be, with the

allocation of responsibilities and powers.

In the light of the analysis in the foregoing paragraphs it is possible to draw the

following conclusions.

As regards the granting or refusal of banking licenses, three cases can be

distinguished:

(i) non-compliance with the requirements provided for in EU and national law;

since only NCAs can reject an authorization only NCAs can be liable;

(ii) compliance with the requirements needed for granting authorizations; since

the ECB has the final say following an NCA’s proposal, both the ECB and

NCAs may be liable, with the exception of the license for performing
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investment services, where NCAs are exclusively competent and therefore

exclusively liable;

(iii) withdrawal of an authorization; the ECB may withdraw a banking license on

its own initiative or acting upon a proposal by an NCA taking full account of

the justification it gives; in the first case only the ECB is liable; in the second

both may be liable, though it is not crystal clear to what extent the ECB may

depart from the NCA’s assessment.

This notwithstanding, it is worth noting that the decision to grant or refuse the

authorisation is not discretionary.

Not surprisingly, national courts are reluctant to admit liability of supervisors in

such cases96.

Authorisation to acquire qualifying holdings is under the ECB’s ultimate respon-

sibility, though NCAs are competent to assess acquisition based on the criteria

exclusively set out in EU banking law. It follows that both the ECB and the NCAs

may be liable.

Nevertheless, it is worth noting that the criteria laid down in Article 23 of

Directive 36/2013/EU are very strict, so that, a part from cases of patent violation

of these criteria, it would be difficult for supervisors to be held liable for damages

while assessing the good repute of the qualifying shareholders of credit institutions.

As regards on-going prudential supervision, whilst as a rule the allocation of

liability is basically aligned with that of supervisory tasks, there are cases where it is

not crystal clear which is the authority responsible for the relevant task.

To name but a few:

(i) under the SSMR the day-to-day verification of banking activity is an NCAs

task, but under the SSMFR this task is carried out by both the NCAs and the

ECB under the latter’s coordination;
(ii) conversely, ensuring compliance with the organisational requirement and

internal control arrangements is an ECB task, but under their respective

national laws NCAs may be responsible for ensuring that these requirements

and arrangements grant a high level of consumer protection and prevent money

laundering.

In the cases referred to above claimants are expected to sue for damages both the

ECB and the NCAs.

Differently from what happens in the phase of granting, refusing or withdrawing

banking licences, in on-going prudential supervision the supervisory authority

enjoys a large degree of discretion so that, for liability to arise, it is expected to

disregard the limits imposed to its margins of manoeuvre.

The mere fact that the authority does not react to the problems discovered within

a financial institution does not, in itself, lead to liability.

96 See French Conseil d’Etat 13 June 1964, d’André, La Semaine Juridique, 1965, Edition

Générale, II, No 14416 and 19 January 1966, de Waligorski, La Semaine Juridique, 1966, Edition

Générale, II, No. 14526.
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In the light of the national case law referred to in Part I, liability may occur when

the supervisor:

(i) failed to take any action notwithstanding its knowledge of serious difficulties

within the institution97;

(ii) took inadequate measures (gave an ultimate warning only, without further

action, despite the existence of serious irregularities)98;

(iii) was not consistent in its action (first ordered an institution to recapitalise, then

softened its request)99.

In the field of macro-prudential supervision, since no distinction make sense

between significant and less significant credit institutions, both the national author-

ities and the ECB may be held liable in case of inaction.

Nevertheless, in case of non-compliance by credit institutions with the buffers

applied by the national authorities or by the ECB, the allocation of competences and

liability therein should follow the general criterion based on the status as significant

or less significant of the credit institutions.

Moreover, it should be taken into account that bilateral coordination procedures

under Article 5 SSMR are subject to multilateral coordination procedures under the

ESRB regulation.

Consequently, if the ECB adopts a macro-prudential decision following an

ESRB warning or recommendation the concurrent liability of the Union (the

ESRB has not legal personality and therefore cannot be held liable) cannot in

principle be excluded100.

In the Krohn v Commission case101 the CJEU ruled that where EU law empowers

the Commission to give mandatory instructions to a national authority and this

latter complies with the Commission’s instructions, the Commission and not the

national authority is liable in an action for damages102.

In the light of the above, where the ECB is empowered to give mandatory

instructions to an NCA or to issue regulations under which NCAs shall perform

their tasks and the relevant NCA acts in compliance with the ECB’s instructions
and regulations, the ECB may be held liable in an action for damages.

However, compliance with an ECB instruction or regulation will not necessarily

trigger the ECB’s liability, where the NCA enjoys a certain discretion over how

such instructions should be followed or regulations implemented.

97 This may be inferred a contrario from the French Conseil d’Etat judgement in the case Sieur

D’André quoted in footnote no 38. See also, though in the different field of securities regulation,

the Italian Corte di Cassazione, case Hotel Villaggio Santa Teresa di Gallura quoted in footnote no

44.
98 See French Conseil d’Etat, case Achard, quoted in footnote no 40.
99 See French Conseil d’Etat, case Kechichian, quoted in footnote no 42.
100 See D’Ambrosio (2012), p. 55.
101 See ECJ, Case C-175/84 Krohn&Co Import Export (Gmbh & Co KG) v Commission, ECR,

1986, 753.
102 See the Case Krohn quoted under footnote no. 101, § 23.
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It follows that:

(i) NCAs enjoy a certain discretion where complying with the ECB’s instructions
under Articles 6(5)(a), 7(4), second sub-paragraph, 9(1), third sub-paragraph,

and 18(5) SSMR;

(ii) NCAs enjoy no discretion at all where complying with ECB’s instructions

under Articles 6(3) SSMR.

Following the Krohn v Commission ruling, whilst in cases under (i) both NCAs

and the ECB should be liable, in case under (ii) only the ECB should be liable.

Nevertheless, in the absence of any CJEU judgments the question whether and to

what extent the Krone rule could be applied to the relationship between the ECB

and the NCAs is still open.

As illustrated above, the allocation of liabilities to the ECB and NCAs is

conditional upon the distribution of tasks, responsibilities and powers between

them and upon which has effective control over their performance.

In the event of a concurrence of ECB and NCAs tasks or of misalignment

between ECB tasks and NCAs powers it may be difficult to ascertain whether it

is the liability of the ECB, the NCA or both that has been incurred.

As a consequence, an applicant claiming damages may choose to bring an action

against the ECB (before the CJEU), against the NCA (before the national court) or

against both the ECB and the NCA in parallel.

Given the uncertainty about the application of most of SSMR provisions, the

latter solution is the most likely.

Under the CJUE Kampffmeyer103 judgment, in a situation of concurrent liability,

the applicant must first exhaust its alleged right to damages under national law and

then seek damages for non-contractual liability against the EU104.

When an action for damages is brought before a national court against an NCA

which acted on the basis of an ECB regulation or instruction, the national court may

consider the need to require the CJEU to give a preliminary ruling under Article

267 TFEU, for the interpretation of the ECB act.

The national court may only rule on the non-contractual liability of the NCA,

and not on that of the ECB, which is the exclusive competence of the CJEU.

103 ECJ, Joined Cases 5, 7 and 13-24/66, Kampffmeyer and Others v. Commission ECR 1967 245.
104 In Unifrex, the EU Court referred to the need to exhaust national remedies where those

remedies give effective protection to the individuals concerned and are capable of leading to

compensation for the damage alleged. See ECJ, Case C-281/82, Unifrex v. Commission and

Council, §§ 11–12, ECR 1984.
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3 The Liability for Damage Caused to Third Parties by

ECB Staff and Members of the ECB’s Bodies

3.1 Introduction

In accordance with Article 340 TFEU, the ECB should make good any damage

caused by its servants in the performance of their duties.

However, as a result of the interaction between the ECB and the NCAs within

the SSM, situations may arise in which the staff of NCAs carry out their duties

under the ECB’s coordination.
A question therefore arises here as to whether and to what extent the ECB may

be held liable for damage caused by persons acting on its behalf, other than its own

staff and members of its own bodies, such as the members of Joint Supervisory

Teams (JSTs) appointed by NCAs.

The members of the ECB’s organs and the ECB’s staff enjoy the immunities from

legal proceedings in the territory of EUMember States for all acts performed in their

official capacity under Protocol 7 on the privileges and immunities of the EU.

In the light of the above it is the ECB and not its staff or the members of its

bodies that is liable towards the injured third parties, as the case may be.

Nevertheless, immunity may be waived by the ECB where it considers that the

waiver is not contrary to the institutional interests of the ECB.

Should immunity be waived, the ECB’s staff and the members of ECB’s bodies
may be directly asked for damages by the injured parties.

Should immunity not be waived, the ECB staff and the members of its bodies

may be held liable towards the ECB, where this latter has been condemned to pay

damages.

Against this background, this part needs also to deal with the distribution of

liability among the ECB organs.

3.2 The Liability for the Acts and Omissions of the Joint
Supervisory Teams (JSTs)’ Staff

JSTs are operational units in charge of the day-to-day supervision of significant

credit institutions or supervised groups (Article 3(2) SSMFR).

Each JST will be composed of staff from both the ECB and NCAs, and

coordinated by an ECB staff member (the ‘JST coordinator’) (Article 3(1) SSMFR).

The JST coordinator ensures the coordination of the work within the joint

supervisory team (Article 6(1) SSMFR).

For this purpose, JST members must follow the JST coordinator’s instructions as
regards their tasks in the JST (Article 6(1) SSMFR).

Each NCA that appoints more than one staff member to the JST shall designate

one of them as sub-coordinator (hereinafter an ‘NCA sub-coordinator’) (Article 6
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(2) SSMFR). NCA sub-coordinators assist the JST coordinator as regards the

organisation and coordination of the tasks in the joint supervisory team, in partic-

ular as regards the staff members that were appointed by the same NCA (Article 6

(2) SSMFR).

NCA sub-coordinators may give instructions to the members of the joint super-

visory team appointed by the same NCA, but these instructions may not conflict

with the instructions given by the JST coordinator (Article 6(2) ECBFR).

The organisation model adopted under the SSMFR for the JSTs has repercus-

sions on the liability regime of their national members.

Under the CJEU judgement Le Pen and the Front national v Puhl and others105

an act of a person is imputable to an EU Institution where there is a provision that

empowers its author to act on behalf of such Institution and that gives the latter the

power to exercise effective control over the acts of that person.

Moreover, under the CJEU judgement Sayag and AG Z€urich v Leduc and others
rather than focusing on the concept of servant, the Court focused on the element of

the execution of a task of the institution, so that the EU is liable “for those acts of its

servants which, by virtue of an internal and direct relationship, are the necessary

extension of the tasks entrusted to the institutions”106.

In the context of the liability of national members of JSTs, the question is

whether they will be empowered to act on behalf of the ECB or on behalf of the

NCAs and whether the ECB or the NCAs will exercise the control over them.

It is true that the national members of JSTs appear to act on behalf of the ECB

rather than on behalf of the NCAs and that their action appears to be an extension of

an ECB task rather than an NCA task.

Under the Le Pen ruling the ECB and not the relevant NCA should therefore be

liable.

Nevertheless, the question is still outstanding since, under the Sayag v Leduc
ruling, it is doubtful whether the relationship between the ECB and the national

members of JSTs can be considered internal to the ECB.

3.3 The Application of the Immunities Under Protocol
7 on the Privileges and Immunities of the EU Annexed
to the EU Treaties to ECB Staff and Members of Organs
Vested with Supervisory Competences

Protocol No 7 on privileges and immunities of the EU is an integral part of the

Treaties (Article 51 of the Treaty on European Union) and gives all EU Institutions

and their staff immunity from criminal, administrative and civil proceedings for all

105 See ECJ, Case C-201/89, Le Pen and le Front national v. Puhl and others, §§ 12–15, ECR 1990

I-01183.
106 See ECJ, Case 9/69 Sayag and AG Z€urich v Leduc and others, § 7, ECR 1969 329.
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acts performed in their official capacity, if such proceedings are initiated against

them in a Member State107.

Under CJEU’s case law108, for an act to be considered as performed in an EU

Institutions and in its staff’s official capacity, it must directly serve the performance

of the task of that Institution109.

It follows that activities outside the scope of the functions of an EU institution

are fully subject to the jurisdiction of national courts110.

Moreover, as immunities are accorded solely in the interests of the Union, the

EU Institutions are required to waive immunity accorded to their staff members

wherever they consider that the waiver is not contrary to the interests of the Union

(Article 17 of the Protocol).

Under Article 22 of the Protocol, privileges and immunities granted to EU

Institutions and staff also applies to the ECB, the members of its organs and its staff.

The ECB’s organs should include not only those established by the Treaties but

also those provided for under the SSMR and should encompass both the decision-

making and the non-decision-making bodies.

This view is grounded on the wording of Article 22 which makes no distinction

between the ECB organs and is confirmed by the following arguments.

The purpose of the immunity is to protect the members of the ECB’s organs and
its staff from proceedings initiated against them in a Member State in order to

preserve the acts adopted by them in their official capacity, i.e. while directly

serving the performance of an ECB task.

This would be in line with the principle of functional immunity whereby an

effective performance of an organisation’s tasks is ensured.
In this respect no distinction makes sense between the sources establishing ECB

bodies (the Treaties or the SSMR). Nor is it relevant whether these bodies are

vested with decision making powers or not, the only criterion applicable being that

of the performance of an ECB task.

Furthermore, immunities should apply to all the members of the ECB’s organs
by virtue of Article 11(a) of the Protocol, irrespective of whether they were

appointed by the ECB, the NCAs or according to a special and more complex

procedure.

As regard the staff involved in SSM supervisory tasks, it is not clear whether

immunities also apply to NCAs members of JSTs acting under the ECB’s coordi-
nation and, as they case may be, by virtue of which provision, that under Article

11 of the Protocol or that under Article 10.

107 See Article 11(a) [former Article 12(a)] of the Protocol on the privileges and immunities of the

European Union in the territory of each Member State.
108 Case 5/68 Sayag and AG Z€urich v Leduc and others, ECR, English special edition, 1968 00395
and Case 9/69 Sayag and AG Z€urich v Leduc and others, quoted under footnote no 106.
109 See Gruber and Benisch (2007), pp. 25–26.
110 See Gruber and Benisch (2007), p. 7. See Case C-2/88 J. J. Zwartveld and Others v Commis-

sion, § 19, ECR, 1990, I 3367.
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The strict interpretation of the rules on immunities seems nonetheless to lead to

the conclusion that they cannot be extended to NCAs’ staff.

3.4 The Allocation of Decision Making Powers Among
the ECB’s Organs: The Roles of the Supervisory Board,
the Executive Board and the Governing Council

The ECB is responsible for both (i) carrying out monetary policy functions with a

view to maintaining price stability in accordance with Article 127(1) TFEU and

(ii) exercising supervisory tasks with the objective of protecting the safety and

soundness of credit institutions and the stability of the financial system.

The two tasks have to be carried out in complete separation, in order to avoid

conflict of interests and to ensure that each function is exercised in accordance with

the applicable objectives (Recital No 65 SSMR)111.

Indeed, Article 25(2) SSMR stipulates that “the ECB shall carry out the tasks

conferred on it by this Regulation without prejudice to and separately from its tasks

relating to monetary policy and any other tasks” and that “the tasks conferred on the

ECB by this Regulation shall neither interfere with, nor be determined by, its tasks

relating to monetary policy”112.

The utmost consequence of the principle of separation is the setting up of the

Supervisory Board and the conferral on it of de facto decision making powers in the

field of banking supervision113.

Though the formal adoption of supervisory decisions lies with the Governing

Council, the Supervisory Board is responsible for the planning of the ECB super-

visory tasks and for submitting to the Governing Council complete draft supervi-

sory decisions (Article 26 SSMR).

Indeed, it is the negative decision-making technique provided for under Article

26(8) that appears to confer effective responsibility in this field on the Supervisory

Board.

According to the provision above mentioned, the Supervisory Board proposes to

the Governing Council complete draft decisions, that are deemed to be approved by

the Governing Council, unless the latter objects within a period not exceeding

10 working days.

111 See also the Communication from the Commission to the European Parliament and the

Council, A Roadmap towards a Banking Union, § 3.1, p. 8.
112 See Article 13 k, paragraph 1, of the ECB decision of 22 January 2014 (O.J. 2014 L 95/56)

amending Decision ECB/2004/2 of 19 February 2004 adopting the Rules of Procedure of the

European Central Bank (O.J. 2004, L 080/33) (hereinafter ECB RoP), “the ECB shall carry out the

tasks conferred on it by Regulation (EU) No 1024/2013 without prejudice to and separately from

its tasks relating to monetary policy and from any other tasks”.
113 See Wymeersch (2014), pp. 55–56.
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This mechanism, better known as the silent consent procedure, is only derogated

by virtue of Article 26(8), for the adoption of the general framework under Article 6

(7) SSMR and by virtue of Article 13 h of the ECB RoP for the adoption of macro-

prudential decisions.

With regard to these latter the role of the Governing Council includes the

possibility to amend the Supervisory Board proposals and even to take decisions

in the absence of these proposals.

Moreover, macro-prudential decisions are not only those expressly provided for

and regulated under the CRD IV/CRR package since Pillar 2 decisions may also be

adopted for macro-prudential purposes.

In the light of the above the derogation to the silent consent procedure for the

adoption of macro-prudential decisions is broader than it would be expected from

the mere wording of Article 26(8) SSMR.

Whilst not vested with supervisory powers, the Executive Board’s competence

in respect of the ECB’s internal structure and staff encompasses supervisory tasks,

as clearly laid down in Article 13 m(1) of the ECB RoP, titled “Internal structure

regarding the supervisory tasks”.

Though the Executive Board must consult the Chair and the Vice Chair of the

Supervisory Board on the internal structure, the only body vested with decision-

making powers on the organization and competences of the ECB staff charged with

supervisory tasks is the Executive Board.

Moreover, in the light of Article 13 m(1) above, Articles 10 (on the ECB’s
internal structure) and 11 (on the ECB’s staff) of the ECB RoP shall apply

accordingly. Consequently, all the work units of the ECB, including those devoted

to the supervisory tasks, are placed under the exclusive managing direction of the

Executive Board.

This allocation of competences between the Executive Board and the Supervi-

sory Board is certainly in line with the administrative role of the Executive Board

under the ESCB and ECB Statute.

Nevertheless, it is questionable whether it is compatible with the principle of

separation between the monetary policy and the supervisory functions.

3.5 Some Conclusions on the Liability of the Governing
Council, the Supervisory Board and the Executive Board

In the light of the above the following conclusions can be drawn on the liability of

the Governing Council, the Supervisory Board and the Executive Board

respectively.

Such a liability may arise, as the case may be:

(i) towards third parties, where immunities provided for under Protocol 7 annexed

to the Treaties are waived by the ECB;

(ii) towards the ECB, where immunities are not waived.
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Since the Governing Council is the only formal decision making body of the

ECB it cannot avoid its liability in the event of damage caused to third parties by an

ECB supervisory decisions.

Nevertheless, the liability of the Supervisory Board for the adoption of the

ECB’s supervisory decisions cannot be excluded by the fact that legally the

Supervisory Board does not take binding external decisions.

Indeed, the content of the ECB’s supervisory decisions is predetermined by the

Supervisory Board and the Governing Council (a part the general decision under

Article 6(7) SSMR and the macro-prudential decisions) cannot as a rule amend it,

but object to it fundamentally (though not exclusively) on monetary policy grounds.

The Supervisory Board’s contribution to the ECB’s final decision may be

therefore less or more material depending on the features (general or particular)

and the purpose (micro- or macro-prudential) of the decision.

Furthermore, it is worth noting that under CJEU case law deficiencies in the

procedure, including those pertaining to the preparatory acts are tantamount to a

breach of an essential procedural requirement, which, as such, may affect the

validity of the final decision114.

Thus, where the unlawfulness of an ECB supervisory decision is due to a

Supervisory Board’s proposal and that decision caused damage to its addressee or

to third parties, the Supervisory Board cannot avoid its liability to the extent that it

concurred in the adoption of the decision.

Whilst not vested with supervisory powers, the Executive Board is still the

ECB’s top administrative body responsible for the internal organisation and staff

of the ECB.

This is all the more true in the light of the organisational framework pertaining to

the ECB’s supervisory tasks resulting from the ECB provisions implementing the

SSMR115.

Indeed, under these provisions the role of the Supervisory Board in the internal

structure devoted to the supervisory tasks is very limited, whilst in this field the

decision making power basically remains under the remit of the Executive Board.

It is beyond the scope of this paper to ascertain whether or not this internal

allocation of responsibilities would be in line with the provisions of the SSMR on

the principle of separation between the monetary and supervisory functions and the

overarching role of the Supervisory Board in the field of banking supervision.

Irrespective of the answer one may give to this question, to the extent that the

alleged ECB inaction is the outcome of a defective organisation or, more precisely,

the effect of an inadequate allocation of staff, resources or information, the Exec-

utive Board cannot avoid its liability.
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114 See CFI, Joined Cases T-74/00, T-76/00, T-83/00 to T-85/00, T-132/00, T-137/00 and T-141/

00, Artegodan GmbH and Others v Commission of the European Communities, § 197, ECR 2002,

II-4945.
115 See the Chapter IVa of the ECB RoP.
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Judicial Review in the Eurozone: The Court

System as Regulator? The Case

of the Sovereign Debt Crisis

Maren Heidemann and Dania Thomas

Abstract This chapter examines the possibilities for judicial review of regulatory

and supervisory acts in the current legal framework for capital markets at European

Union level and its legal nature. After introducing the legal framework in general,

the focus is on the first ever referral made to the Court of Justice of the European

Union by the German Federal Constitutional Court as an example of the role of the

judiciary within this framework. The authors critically enquire into the possibilities

of retrospective adjudication of regulatory and monetary decisions, here the deci-

sion by the European Central Bank to purchase sovereign bonds of certain Member

States on the open market, so called outright monetary transactions. The authors

observe that while the decision itself may have supported markets as expected the

ensuing litigation has the potential to do a disservice to the rule of law. They

contend—subject to a defined understanding of regulation—that the courts can

indeed be said to assume a role as regulator, however involuntary and however

desirable this may be.

Keywords Judicial review • OMT conditionality • German constitutional court •

EU referral procedure

1 Introduction

The legal nature of the European financial supervisory and monetary system poses

peculiar questions of judicial review. This can be noted in an exemplary form by

looking at the case of the first ever German Federal Constitutional Court’s
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preliminary ruling request1 (hereinafter the referral) in regard of the European

Central Bank’s (ECB) decision and announcement to engage in so called ‘outright
monetary transactions’, OMTs (hereinafter the OMT decision).

The ECB issued a press release ‘Technical Features of Outright Monetary

Transactions’ on 6 September 20122 following its Governing Council’s decision

to engage in the purchase of government bonds issued by European Member States

that are members of the Monetary Union in order to counteract further the effects of

the financial crisis that had resulted in a serious sovereign debt crisis since 2008.

OMTs were described by the ECB in this press release in six paragraphs as follows:

outright transactions in secondary sovereign bond markets that aim at safeguarding an

appropriate monetary policy transmission and the singleness of the monetary policy.

This description made it clear that the ECB intended to fulfill its statutory

mandate with this programme and that the bonds to be purchased would have

already formed a market price. The following six paragraphs of the press release

are headed by the requirement of conditionality, i.e. the obligation for Member

States who’s bonds would be subject to the ‘OMT programme’ as announced on

6 September 2012 to adhere to a programme under the European Stability Mech-

anism (ESM)3 or prior to that the European Financial Stability Facility (EFSF). It is

important to bear in mind that the precise content of the conditions would be

specified and operated under the auspices and mechanisms of those instruments,

i.e. not directly and solely by the ECB. Further, the Governing Council confirmed in

the second paragraph of its 2012 press release that it did not, possibly referring to

the position of the ESM,4 seek to take a preferred creditor role and, in the third

paragraph, that it would not announce a quantitative limit on those transactions,

i.e. publish a target volume. The ‘technical features’ were, among other things,

meant to confirm that the ECB intended to observe Art. 123 of the Treaty on the

Functioning of the European Union (TFEU) on overdraft facilities (the prohibition

of monetary financing).

This announcement incensed members of the German Federal Parliament

(Deutscher Bundestag) who subsequently filed for judicial review with the German

Federal Constitutional Court, Bundesverfassungsgericht, (BVerfG).5 The BVerfG

1Decision of the German Federal Constitutional Court of 14 January 2014 pending cases

2 BvR 2728/13, 2 BvR 2729/13, 2 BvR 2730/13, 2 BvR 2731/13 and 2 BvE 13/13.
2 Available from the website of the European Central Bank, ECB, at http://www.ecb.europa.eu/

press/pr/date/2012/html/pr120906_1.en.html Accessed 8 April 2015.
3 Treaty concluded in February 2012.
4 ESM Treaty, Preamble, Recital 13.
5 The authors do not seek to provide a full case analysis on this complex case and its procedural

history in this chapter. For a range of accounts in English see Wilkinson (2014a) and Volume

15 Issue 2 of the German Law Journal (2014). Suffice it to say that the majority of the deciding

Second Senate of the BVerfG dismissed the OMT decision as incompatible with the TFEU and the

ECB statute subject to the possibility of Treaty conforming interpretation of the same and

reserving their opinion on the act crossing the threshold of constitutional identity according to

its criteria first established in the ‘Maastricht’ decision, see below Sect. 3. There are two dissenting

opinions recorded, by Judge Luebbe-Wolff and Judge Gerhardt.

338 M. Heidemann and D. Thomas

http://www.ecb.europa.eu/press/pr/date/2012/html/pr120906_1.en.html
http://www.ecb.europa.eu/press/pr/date/2012/html/pr120906_1.en.html


referred part of this action to the Court of Justice of the European Union (CJEU)

enquiring about the legality of the act that the German appellants challenged—the

ECB’s decision on OMTs. It requested a judicial review of the OMT decision

especially according to Articles 119, 127 (1) and (2) of the TFEU as well as

according to Articles 17–24 of the Protocol (No 4) on the Statute of the European

System of Central Banks and of the European Central Bank (the ECB Statute).6

1.1 Important Corner Stones

Important corner stones of this litigation in the context of our present analysis include the

legal nature of the act under review and its justiciability, i.e. theECB’s decision followed
by the press release, as well as the requirement of conditionality listed as the first

‘technical feature’ in the ECB’s press release.7 Advocate General Cruz Villalon

published his Opinion on 14 January 2015 (hereinafter referred to as ‘the AGOpinion’)
in which he supported the view taken by the Commission and ECB that the proposed

measures be compatiblewith the TFEU in the form inwhich theywere announced in the

2012 press release.A programme of bond buyingwas in fact commenced by theECBon

9March 2015with a view to achieving ‘Quantitative Easing’ (QE) by injecting cash into
the respective markets through those purchases that were reported to have a target

volume (of 1.1 trillion Euros at the first round).8 The relationship between the OMT

programme and the ECB’s ‘Quantitative Easing’ intervention9 as well as that between
the publication of the AGOpinion and the subsequent commencement of the latter is far

from clear and unequivocal and will be discussed below.10

The CJEU finally issued its judgement in Case C-62/14 on 16 June 2015

confirming the legitimacy of the ECB’s OMT decision (hereinafter referred to as

‘the OMT judgement’).

6 O.J. C 326/1 (26 Oct 2012).
7 The BVerfG criticised and submitted for preliminary ruling the following points as formulated in

short by the Court itself: conditionality, selectivity, parallelism, bypassing, volume, market

pricing, interference with market logic, default risk, debt cut and encouragement to purchase

newly issued securities, see section II of the operative part of the referral, as being in contravention

of Art. 123 TFEU as well as Art. 119 and 127 TFEU and Art. 17–24 of the ECB Statute contained

in the Protocol (No. 4) on the Statute of the European System of Central Banks and of the

European Central Bank, O.J. C 326 of 26.10.2012, pp. 230–250.
8 See for instance Bloomberg news, http://www.bloomberg.com/news/articles/2015-03-09/ecb-said-

to-begin-buying-german-government-bonds-under-qe-plan-i71mqdno. Accessed 19 March 2015.
9 This policy is also referred to as the Public Sector Purchase Programme, PSPP, see below,

Part Two.
10 Sects. 3 and 4.4 below.
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1.2 Structure of the Present Analysis

In Part One we will first outline the general architecture of judicial review in the area

of financial regulation in the EU and then discuss the implications of the referral

within this system of judicial review. What can judicial review achieve in this

context? Is it a functioning tool in the settlement of disputes arising from differing

views on the best approach to economic and financial problem solving in the

Eurozone and within the EU wide integrated system of financial regulation and

supervision? Can the courts therefore even be regarded as taking a role as regula-

tors? What understanding of regulation would this presuppose? One accepted

understanding of regulation in financial markets is law making while supervision

involves the observation of the implementation and enforcement of such rules. This

understanding, shared by e.g. the deLarosiere Report11 and authors like Niamh

Moloney12 and Eddy Wymeersch13 is used here in Part One. If courts become law

makers in this way they could thereby be said to assume the role of ‘de facto’
regulators. This consideration is prompted by Scharpf as discussed below in

Sect. 4.4. Regulation can also be understood in the context of market operations

as regulating and adjusting markets through the ‘regulator’ as market participant,

such as the intervening central banks, with a view to improving market functioning

rather than pursuing commercial aims. This more untechnical or economic under-

standing is used in Part Two below and shared by authors like Djankov.14 In this

latter sense, what are the expectations of the markets and their conception of market

regulation and how do they react to the present process of adjustment and evolution

in this EU regulatory system? In Part Two, we are therefore outlining some legal,

economic and sociological comment and criticism of the recent ECB interventions,

followed by a brief conclusion on the effects of the present OMT litigation on the

development of the operative financial systemwithin the legal framework of the EU.

2 Part One: The Juridical Approach

2.1 Judicial Review in the Current System of Financial
Regulation

Judicial review of the European system of financial supervision, both its actors’ and
their actions’ necessarily remains fragmentary. In its current form amendment and

11 The High Level Group On Financial Supervision in the EU (2009), p. 13.
12Moloney (2008).
13Wymeersch (2005).
14 Djankov et al. (2006). For a brief account of differing conceptions of the terminology see Veil

(2014), p. 40 with further references.
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expansion has been achieved in the way of a more elaborate administrative review

and appeal system as well as stronger and more organised participatory elements.

This cannot remove the existence of an unavoidable overlap, however, that arises

from the simultaneous existence and use of national systems of judicial review that

pre-exist the European Treaties and in particular the system of financial supervision

in its latest form.

Therefore, judicial review of measures taken by the European financial supervi-

sory bodies including the ECB and the European System of Central Banks (ESCB),

are subject to a complex interplay of national and European norms while at the same

time there are marked gaps in the judicial review process when compared to national

jurisdictions. For instance, national norms created in the course of the work of the

European regulatory bodies can be subject to judicial review in the Member

States according to their comprehensively developed procedures such as the

Normenkontrollklage15 in Germany where legal rules, especially those created by

public bodies, are subject to scrutiny at various levels and under various substantive

legal aspects16 provided by the judicial system including a possible review of their

constitutionality. At EU level, a review is not necessarily available in respect of any

legal rule in general but it will be derived from primary Treaty law providing for a

only a limited number of legal procedures as well as substantive grounds for com-

plaint, such as the preliminary ruling procedure and the infringement procedure, both

open to Member States, their courts and EU organs, while individuals can instigate

judicial review only in limited circumstances.17 This is of course because the EU is no

state but provides judicial review only as far as the Treaties reach thereby not

achieving a comprehensive and fully consistent system of judicial protection, espe-

cially lacking all forms of private and criminal adjudication as well as efficient

protective interim measures. For this reason, as the EU expands its area of activity,

this fragmentary nature which is owed to a great extent to the international character

of the EU judicial review system may produce outcomes that would not arise in a

nation state setting where the process of law making does not involve the element of

international agreement and confinement to public, especially public international

law making. At the same time, the EU is firmly committed to the rule of law and

positively wants to provide, maintain and develop a legal system of its own.18

The above mentioned case illustrates this problem well.

In order to explain its significance in the context of the competing and concur-

rent judicial review systems as well as for global financial markets the following

15 This procedure challenges the validity of a legal rule at federal or local level and can be raised by

state organs and affected individuals before state and federal courts respectively. The standard of

review can involve but is not limited to state or federal constitutional rules.
16 For instance arising from civil, criminal and public law as well as federal, local and municipal

law and also procedural law, administered by a court system accommodating all these branches of

the law and competences of the state and community organs.
17 See Sect. 2.1.1 below.
18NV Algemene Transport- en Expeditie Onderneming van Gend & Loos v Netherlands Inland
Revenue Administration C26-62 (5 Feb 1963).
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offers a short summary of the judicial review process provided for the European

Supervisory Authorities (ESAs) and for the ECB and their measures by the Treaty

on the Functioning of the European Union (TFEU).

2.1.1 Judicial Review of ESA Acts: A Novel Approach in Procedure

and Substance

The main innovation introduced in the wake of the financial crisis consists in the

creation of an Appellate Body and the procedure before it. A ‘Board of Appeal’ has
been installed by way of the three Regulations establishing the three ESAs, Regu-

lations 1093-95/2010 (hereinafter referred as the ESA Regulations), Art. 58.19 This

appeal body itself does not provide actual judicial review but may be considered as

a lower threshold dispute settlement opportunity. The decisions of this board as

well as decisions taken (or allegedly failed to have been taken) by the ESAs

themselves are subject to judicial review in the form of proceedings before the

CJEU under Art. 263 TFEU according to Art. 61 of the ESA Regulations. The ESA

Regulations also confer jurisdiction to the CJEU for ‘non-contractual liabilities’ of
the Authorities according to their Art. 69.

Legal Basis for Damages Claims The substantive legal basis for such claims are

to be “principles common to the laws of the Member States”20 and the objective of

such a claim is to “make good any damage caused by it or by its staff in the

performance of their duties”. There is no express reference to provisions of the

TFEU, in particular Art. 340 TFEU, that would specify more precisely the involve-

ment of the CJEU in such cases. A direct procedure before the CJEU regarding civil

or state liabilities in tort or delict in addition to the infringement procedures

involving potential liability in damages is outlined in Art. 340 TFEU and Art.

268 TFEU without providing a substantive legal basis in EU law for such claims

exceeding that of established case law.21 It is doubtful if the issuance of guidelines,

recommendations and technical standards by the ESAs will qualify as an ‘act’ under
current CJEU case law such as for instance Autosalone Ispra22 and Edouard

19 The text of these three regulations, establishing the supervisory bodies for the financial market

(Reg. No. 1095/2010, O.J. L133/84, 25 Dec 2010), the banks (Reg. No. 1093/2010, O.J. L331/12,

25 Dec 2010) and the insurance sector (Reg. No. 1094/2010, O.J. L133/48, 25 Dec 2010) follow an

identical pattern so that it is appropriate to look at Art. 58 of all three Regulations as a pars pro toto.
20 Art. 69 (1) ESA Regulations.
21Andrea Francovich and Danila Bonifaci and others v Italian Republic joined cases C-6/90 and

C-9/90 (1991) followed by Factortame and Brasserie du Pecheur joined cases C-46/93 and C-48/
93 (1996) establishing a doctrine of state liability under EU law. However, under this doctrine the

substantive law is EU law, not ‘principles common’ to the laws of the Member States. Some

clarification has been provided by Case C-352/98 Bergaderm and Groupil v Commissionmainly in

regard to the attribution criteria. Still, the substantive basis for the claim has to be established in

each individual case. See for an overview over this area of law Lewis et al. (2013).
22 Case T-250/02 Autosalone Ispra v EAEC.
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Dubois.23which could be capable of constituting a breach of relevant legal positions or
rules and are deemed attributable. A possible failure to observe ‘procedural guaran-
tees’ in arriving at the guidelines as expressed in the OMT judgement,24 such as

for instance a lack of necessity or effectiveness of proposed measures, may well give

rise to successful damages claims under Art. 69 of the ESARegulations. Nevertheless,

this rule may have to be treated as lex specialis to the TFEU and not as of mere

declaratory nature and itmight therefore be too open ended regarding the legal basis in

order to provide much certainty and foreseeability of litigation based on this rule.

Procedural Standing and Attribution As for the procedure before the Board of

Appeal, the ESA Regulations expressly incorporate and mirror the requirements

contained in Art. 263 para 4 TFEU in their Art. 60, providing that natural or legal

persons need either be the addressees of the act complained about or be directly and

individually concerned by it in order to have legal standing.

The acts that can be reviewed before the Board of Appeal include those supervi-

sory measures conferred to the ESA by Article 1 (2) as well as Articles 17–19 of the

ESA Regulations as well as other acts based on Union law. Measures taken by ESAs

that have a potential to impact in ways that may directly or indirectly give rise to

complaint include technical standards as well as recommendations and guidelines

which are not binding. It could be argued that since the latter need implementing they

may be excluded from the range of acts that are justiciable before the Board of

Appeal as well as the CJEU. The proper legal act giving rise to a claim for

compensation or annulment may then be attributable to the authority acting upon

such recommendation or guideline rather than the ESA itself. It is not quite clear what

the aim of this provision is. Does it want to provide for comprehensive protection

against the consequences of the ESAs’ acts even by opening avenues for additional

and novel review procedures or does it want to streamline the possibilities for judicial

review to remain within the given confines of EU law as it has evolved through case

law and subsequent amendment and acknowledgement within the Treaties?

Novel Type of Procedure The procedure established by the ESA Regulations is a

combination of elements derived from Member States’ traditional administrative

law and elements developed according to the objective of transparency and partic-

ipatory procedures pursued by the EU in the wake of the Lisbon Treaty. The

provision of a formal and published procedure and the details of the composition

of the Appeal Board wants to set a clear standard of accountability to third parties

(including the competent national authorities) while retaining a high degree of

autonomy by the members of the ESAs and competent authorities. In combination

with the subsequent review procedure before the CJEU the design of this aspect of

judicial review of ESA acts clearly seeks to provide a balanced approach to judicial

review by maintaining a degree of self-management on the one hand and interven-

tion and control by way of traditional and established means of Union adjudication

23 Case T-113/96 Edouard Dubois v Council and Commission.
24 C-62/14, para 69 and see below Sect. 4.3.
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on the other. Both elements, however, are clearly anchored in formal rule of law

considerations rather than in mere self-regulation traditions. They are modeled on

the aforementioned pre-court procedure in national administrative law where an

initial review of an administrative act is carried out initially by a higher tier

administrative body or authority rather than a body belonging to the independent

judiciary. Given the absence of a thoroughly shaped administrative edifice at Union

level comparable to levels of central through to local government in each Member

State, though, the Appeal Board does indeed show properties of innovative semi-

autonomous self-governance as opposed to expressions of state authority seen in

comparable stages of administrative review procedure which would be found at

respective levels of state administration. Examples may be two or three tiers of, say,

planning authority located at municipal, regional and central level each reviewing

the immediately subordinated tier’s decisions before reference to an independent

court can be made. This can include licensing and supervisory bodies including

those exercising financial regulation itself at national level which may be allocated

to any level of administration with varying degrees of autonomy, i.e. purely dele-

gated from central powers at one end of the scale or wholly or partly autonomous at

the other, according to the constitution of each Member State.

2.1.2 Judicial Review of ECB Acts

As regards the ECB, its role and function is described in Art. 282 TFEU as well as in

the ECB Statute. According to Art. 282 (3) 1st sentence TFEU and Art. 9 of the ECB

Statute the central bank has legal personality. When compared to the status of a

national central bank, for instance the German Bundesbank,—one of the potential

addressees of the present OMT litigation depending on its final outcome—the

difference lies in its status as an EU organ rather than a state organ. Legally, it

therefore lives in a Treaty environment rather than in a comprehensive state consti-

tutional environment. The possibilities for judicial review of a national central bank’s
actions such as the German Bundesbank is based on its status as a (federal) state

public body with legal personality25 with no explicit separate or special procedure to

challenge acts of this organ except for the general rules of tortious state liability. For

EU organs, this is ‘mirrored’ in Art. 340 TFEU including its open ended legal basis

for substantive claims as described above.26 Judicial review also takes place

according to the regular procedures of Articles 263 and 265 TFEU. The ECB is

thereby not subject to the comprehensive rules of a state legal system including its

body of case law on the liability of corporate bodies of public law but will have to

account for its compliance with the mandate conferred by the TFEU in the face of a

potential ultra vires act infringing the sovereign rights of the Member States. This

poses the problem of judicial review discussed in the following.

25 See §2 of the German Gesetz €uber die Deutsche Bundesbank, the Bundesbank Act, for an

English version see http://www.iuscomp.org/gla/statutes/BBankG.htm. Accessed 27 May 2015.
26 See Sect. 2.1.1 above.
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2.1.3 The Special Nature of the EU Judicial Review Process

in the Context of Financial Markets

The fact that the EU is not a state but deriving its powers from the Member States

via the Treaties defines the limits and boundaries of judicial review to financial

supervision which itself is based on and confined by the Treaties. Here, the EU may

just reach the limits of what it can deliver in respect of this field of regulation and

activity which to an extent may escape regulation and coverage by the very type of

legislative tools the Union has at its disposal. Financial regulation is not the only

area of activity in which the Union engages following the expansion of compe-

tences conferred by the Lisbon Treaty and formerly pursued in parts under the so

called ‘third pillar’—or it may well have been legitimately dictated and prompted

by the emergency of the financial crisis of 2007 and 2008—but which by its very

nature exceeds the confines and remit of public law, both administrative and

constitutional. The Union has embarked on an occasionally uncomfortable journey

of expanding into areas of traditional national law maintaining its use of distinctly

public law derived instruments of law making and enforcement even when pene-

trating areas of law which have been operated by concepts of private law both in

substantive and procedural law.27 Contract law and its related fields of procedure as

well as inheritance law and arguably criminal law are examples. Due to the

confinement of the EU organs and law making bodies to the facilities provided by

the Treaties which are considerably less comprehensive than those of the Member

States themselves, the resulting designs of organisational constitution and accom-

panying judicial review system are bound to clash with national systems or simply

leave gaps which the EU institutions may not be able to address appropriately

according to their own aspirations.

Going back in time, before the first ‘Lamfalussy’ reforms emanating from the

EU, it was not unusual to see the three market sectors now regulated by the ESAs, to

be significantly more self -governed with industry bodies setting their own stan-

dards, especially in the United Kingdom, in line with the anglo-american tradition

to more readily embrace market forces.28 This must be seen as a natural expression

of the private sector nature of the financial market. In the wake of a series of

spectacular individual firm failures, however,29 some of which sent shockwaves

around the economies not only in their home country but across the globe

27 See more generally on the distinction Heidemann (2009). For a more recent account of the role

of private law in the financial crisis see Bridge and Brathwaite (2013). For a broader attempt of

defining private law and its role in a globalised world in conflict with traditional boundaries see

also Michaels (2008), Michaels and Jansen (2006). Even broader views beyond classical legal

theories have been taken by proponents of Critical Legal Studies (‘CLS’) such as R. M. Unger, see

e.g. Unger (1996) and K Llewellyn in his legal realism.
28 See for a brief historic overview of the development of ‘private regulation’ in ‘the City’ Dorn
(2015), p. 7 et seq.
29 Such as that of Worldcom, Enron, Baring’s Bank, Lehman Brothers and Northern Rock to name

but a few.
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governments felt prompted to step up both substantive law and regulatory infra-

structure to make the industries answerable for their lack of internal supervision

leading to dare devil style management of novel investment strategies.30 The latest

push in this regard came from the certainly disappointing insight that one of the

classic, most tested self-regulatory31 market forces had failed—those of self-

interest and reputational networks. For this reason, regulators are now faced with

a hugely increased expectation as to their field of operation. From the evolutionary

approach in the Basel Accords32 which predominantly dealt with technical pruden-

tial standards the journey33 has now reached a much more formalised and elaborate

stage where not only substantive ethical criteria of consumer protection, level

playing fields and transparency are reviewed in shorter succession but also control

structures are brought in position in order to fulfill expectations as to both preven-

tion and sanction of damaging behaviour and policies. The regulation of this market

has therefore experienced a significant and perhaps exclusionary shift towards the

public sector within these last two or three decades.34

While, under a public policy aspect, this can be seen as both the inevitable and

quite natural expression of a market order at a transnational and therefore physi-

cally significantly expanded level as well as a further departure from classic

axiomatic assumptions about a free market economy and hence unhealthy interfer-

ence with the workings of merchant communities which jeopardises the success and

reward that is ultimately to be derived from this market segment.35 The response to

the crisis could thereby end up revolving around itself and becoming a contributor,

30 Examples were the ‘rogue traders’ Nick Leeson, causing the downfall of Baring’s Bank in 1995
and Jerome Kerviel seriously harming Societe General in France in 2008 as well the accounting

scandal at Enron in the US in 2001 and finally the deterioration of prudential skills in the so-called

sub-prime mortgage market surfacing initially in 2007 with the crisis of the Northern Rock bank

and building society in the UK and triggering a global domino effect especially in the banking

sector.
31 Or self-correcting, see Sect. 4.3 for further discussion.
32 The Basel Accords are informal recommendations agreed by the Basel Committee on Banking

Supervision hosted by the Bank for International Settlements (BIS), going back to 1974, see their

website http://www.bis.org/bcbs/ for further information. Accessed 9 April 2015.
33With the so called Lamfalussy and de Larosiere processes as milestones on the way, the former

named after the ‘WiseMen’s’Report issued under Chairman Lamfalussy in 2001, available at http://

ec.europa.eu/internal_market/securities/docs/lamfalussy/wisemen/final-report-wise-men_en.pdf.

Accessed 10 April 2015 and the latter named after the Chairman de Larosiere of the ‘High Level

Group’ published in 2009, available at http://ec.europa.eu/finance/general-policy/docs/de_

larosiere_report_en.pdf. Accessed 10 April 2015.
34 Bankers have been heard to use the expression planned economy in the face of the welter of

regulatory norms currently being addressed to market participants who on their part, in a move to

escape perceived or actual overregulation, may again expose themselves to unreasonable risk

levels.
35 See for instance Frankfurter Allgemeine Zeitung, 10 April 2015, ‘Strengere Bankenaufsicht

erhoeht Marktrisiken’ anticipating a liquidity problem in the financial markets caused by the

stricter supervisory targets in the capitalisation rules which significantly restrain banks and

institutional investors as market participants.
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perpetuating some of its problems by insisting on finding solutions cast in black

letter law36 rather than juggling various determinants of those problems to keep

them open to redefinition by the same market forces that swept them to the

surface.37 This is a fundamental and long standing antagonism in the theory of

law making which in current EU law reform projects gets decided in favour of

proponents of traditional legal positivism favouring the ‘black letter law approach’
rather than those who prefer a more flexible approach through ad hoc responses

below the threshold of formal legislation and official legal procedure. The latter,

however, may serve to justify the ECB interventions under judicial review at

present and may be seen by commentators in the present AG Opinion. Scharpf,

for instance, calls this process emanating from judicial review ‘judicial legisla-
tion’.38 It can be seen as a possibly intended consequence of the ‘positivistic’
avenue of law making resulting in rigid legal frameworks which are then adjusted

by case law if they fail to provide answers.

Regulatory Case Law In providing this case law, the courts may find themselves

in the role of a complementary regulator, confirming, formulating and clarifying not

only norms that impact on the markets, but also operative strategies, hence ‘regu-
lating the regulators’.39 In the realm of litigation before the CJEU this will inevi-

tably happen using the tools of public and public international law with which the

courts seek to resolve problems that arise essentially and foremost in private law

governed relationships. In this case, the legal process, the system of judicial review

and concept of a European order through the rule of law could indeed suffer a

damage to its image if it is perceived to fail to deliver resolutions to the problems

brought before it. Indeed, the aim of the current OMT litigation is technically to

clarify the mandate of the ECB for which the courts are however forced to judge the

economic rationale of the measures taken by it. In Scharpf’s view a novelty and an

important game changer.40 The courts will regularly be in this situation when they

come to review acts of the ESAs under the rules described above in Sect. 2.1.1. This

is because there is no substantive standard in constitutional law against which to

measure the economic rationale of any measure proposed in this context of inter-

national co-operation. Established principles of administrative law (such as pro-

portionality, effectiveness and necessity), ultra vires review and tortious liability

may not match the core questions that affected parties bring. Again, the present

OMT litigation illustrates this challenge well.

36 This can be called a ‘rule based’ approach typically found in codified jurisdictions or ‘political
legislation’ in Scharpf’s model, see below Sect. 4.4.
37 This can be called a ‘principle based’ approach, typically found in common law jurisdictions, or

‘judicial legislation’ in Scharpf’s model as explained in Sect. 4.4 below.
38 Scharpf (2009), see below Sect. 4.4. for further discussion.
39 See Sect. 4.2. for further discussion.
40 See below Sect. 4.4. for further discussion.
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3 The OMT Litigation in the Courts

The motivation to file the complaint against the press release and its underlying

ECB Governing Council decision could be conceived as being similar to that of

Thomas Pringle in Case C‐370/12, Thomas Pringle v Government of Ireland,
Ireland, The Attorney General. The legal concern being that compliance with the

contested act by a Union organ may constitute a breach of the national constitution

by exceeding the powers conferred to the European Union under Art 4 and 5 TEU.

In both cases, the complainants were Members of Parliament, the national parlia-

ments invoking constitutional rights conferred to them under their domestic legal

order and in the way this legal order provided for. In the case of the German referral,

these rights range from personal rights invoked by the individual complainants to

institutional rights invoked by the parliamentary group DIE LINKE pursuing it in

the form of the Organschaftsklage under Art. 93 No. 1 of the Basic Law exclusively

before the specialised Federal Constitutional Court. The former legal position had

partly been developed by previous case law of the BVerfG in the judgements

regarding complaints about the Treaties of Maastricht41 and Lisbon42 which con-

firmed that an ultra vires act by an EU organ exceeding a certain threshold and

affecting the constitutional identity of the German state would constitute an

infringement of the democratic voting and election rights of the German citizens

(the principle of democracy) according to the Basic Law. 43

3.1 Justiciability of the OMT Decision

The nature of the act as object of complaint commands a high degree of analysis in

order to explain the admissibility of the cases, both on the national and the

European level. As in Pringle, the question will be whether or not the complainants

could have used the route provided for in Art. 263 TFEU and whether their chosen

route through their national court system and the preliminary ruling request is

admissible. Other than in Pringle, however, where the contested decision was

European Council Decision 2011/199/EU of 25 March 2011 amending Article

136 of the Treaty on the Functioning of the European Union with regard to a

stability mechanism for Member States whose currency is the Euro, published in

the Official Journal, O.J. 2011 L 91, p. 1, the present bone of contention is a

peculiarity—an unpublished internal decision by the Governing Council of the

ECB, only documented in its minutes and officially complemented by a press

release made on 12 September 2012 as accessible and published on the ECB’s
website. Is this act justiciable? Both the BVerfG and the AG consider that it is. AG

41BVerfGE 89, 155 (1993).
42 BVerfGE 123, 267 (2009).
43 As summarised in the opening part of the referral, paras 17–32.
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Cruz Villalon sees the intention of legally binding effect on the issuing authority

(the ECB) itself as decisive.44 He classifies the ‘OMT decision’ as an atypical act

albeit one which in this instance does not lead to the preclusion of a preliminary

ruling but rather necessitating it under a ‘non-formalistic approach’45 in order to

prevent institutions from deliberately disguising otherwise qualifying decisions and

acts in the form of non-binding programme announcements and thereby ‘undermin

[ing] the system of acts and the corresponding judicial safeguards’.46 The BVerfG
for its part sees the conditions for the granting of interim relief fulfilled—the

decision and its publication are sufficiently detailed and elaborate and can be

realised with only minor effort and within a short period of time47 so that the real

threat of irreversible effects caused by such a potentially swift realisation justified

the granting of interim relief through this constitutional complaint procedure in line

with the Court’s previous rulings and with it the acceptance of the applicants’ legal
standing. The CJEU does not add its own deliberations on this point but accepts this

argumentation on the basis of a prerogative of the national court in this respect and

as giving enough justification for the Court to deliver its preliminary ruling in line

with previous case law.48 Moreover, the Court remains distinctly vague in its

description of the imminence and finality of the design of the OMT programme49

and notably assigns the absence of the programme’s implementation to the profes-

sional judgement of the ECB’s Governing Council rather than to any preventive

effect of the present litigation or indeed a kind of self-restraint on the part of the

ECB showing respect for its workings.50

3.2 Effective Judicial Protection

All three judicial institutions seek to give effect to the principle of effective judicial

protection without which the system of European Union acting on the basis of the

rule of law would collapse. At the same time, however, the reasoning touches the

boundaries of what is possible to grasp using the parameters conferred onto the

judiciary. In the eyes of the two dissenting opinions recorded with the BVerfG

decision it has crossed these boundaries. As observed by Craig about the Pringle

44 AG Opinion, para 75.
45 AG Opinion, para 76.
46 Ibid.
47 See BVerfG referral, para 34.
48 C-62/14, para 24–29 referring to the decisions in Bosman (C-415/93), para 28, BAT (C-491/01),

Intertanko (C-308/06), para 29, as well as Lucchini (C-119/05) and Schnorbus (C-79/99), para 26.
The Court also emphasises a general preference for the assumption that “the Court is in principle

bound to give a ruling.”, referring to Melloni, (C-399/11), para 24.
49 See C-62/14, paras 82 and 83.
50 See C-62/14, para 84, quoted below.
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case51 ‘economic reality’ may act as the driving force behind not only the contested

acts but also behind the legal reasoning justifying the same52—which begs the

question if this is a case of legitimate manifestation of the normative tendency of
the actual or rather a degree of pragmatism in legal reasoning that endangers the very

expectations that are conveyed in the legal process and with it the legal process itself

and the general standing of the rule of law.53 This in turn could manifest in a general

erosion of the acceptance of the Union’s financial market design among the people of

Europe as may be seen in the current rise of popularity of political opinion on the

extreme fringes of the democratic spectrum. A vague sense that the law cannot

deliver its promise and the ensuing feeling of disenfranchisement may be the direct

result of an over reliance on the legal process in both the drafting and the application

stage. This is also what the dissenting opinions at the BVerfG express—the problem

in hand may not be solvable in the domain of the law but in that of politics, and needs

to be tackled with the respective tools which they do not see disabled, unavoidably

calling for their assistance. This concern must be exacerbated by the above men-

tioned position taken by the CJEU on the question of justiciability of the ECB

decision—naturally this results from the Court’s position within the preliminary

ruling procedure as it correctly argues.54 This will not, however, answer the quest

of the initiators of the proceedings who are confined to this form of judicial review

and who are thrown back onto their own jurisdiction in respect of the parameters

determining the success or failure of their application which eventually was directed

at achieving the initiation of an infringement procedure under Art. 263 TFEU to

achieve a direct review of the ECB’s actions. The Court does also not acknowledge a
sense of urgency which appears in the BVerfG’s deliberations on interim judicial

protection55 by stressing that the OMT announcement has not actually been carried

out which must be understood as a remark made with hindsight.56

3.3 Using Public Law Tools Only

Furthermore, the problem in hand may also not be one to be tackled with the tools of

public and in particular administrative law—but rather with those of the private law

in whose parameters the underlying financial products are created.57 Bonds,

51 Craig (2013), pp. 9 and 10.
52 “The legal saving of the ESM”, Craig (2013), p. 11.
53 The BVerfG acknowledges this role in its reconciliatory ‘Honeywell’ decision, BVerfGE 126, 286

(303) which it includes in the list of foundational previous case law, para 24 of the referral.
54 At paras 24–29, see above.
55 See paras 34 and 35 of the referral.
56 See C-62/14, para 84, quoted below.
57 Accordingly, the de Larosiere Report favours private sector solutions in banking crisis manage-

ment, see the The High Level Group On Financial Supervision in the EU (2009) VI b), para 128.
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including those issued by sovereigns, rely on contracts and are characterised essen-

tially by a direct ‘creditor- debtor- nexus’. Therefore, demanding the upholding of

this element for the sake of observing Art. 123–125 TFEU58 means to demand the

upholding of a constitutional right by means of a private contractual element that

would otherwise and outside this particular context be considered under different

parameters, those of market logic only. Market logic may well demand the redefi-

nition of the ‘creditor-debtor-nexus’ from the perspective of market participants

including the regulators, understood in the economic sense as explained above,59 in

order to respond to a crisis adequately.60 If this step is precluded, however, by legal

boundaries set within different parameters, those of state sovereignty and budgetary

responsibility, serious challenges arise both for the regulators and for the law.While

the regulators may resort to discrete measures and diplomacy in order to find ways

around the dilemma, the law, the rule of law, can only lose if it is doomed to reveal its

inability to provide effective tools. The system of supervisory authorities for a

common financial market and the preceding creation of the Monetary Union as

well as the ‘rapid response’ system of the ESM and EFSF in the wake of the 2008

financial crisis in the form of Treaty rules and secondary public law seem to seek the

manifestation of both legal certainty (as an ethical, social and constitutional value)

and material certainty (as a market value) through functional legal control.

3.4 Enforceability

Therefore, if the law wants to deliver effective judicial protection using the tools at

hand it needs to go down the route taken in Pringle and suggested by the majority

vote in the referral. It has to provide the realistic threat of the OMT decision taken

by the Governing Council of the ECB being overturned by the courts and

invalidated with the consequence that all acts in pursuance of this decision being

illegal must attract sanctions. This in turn requires the ECB, and indeed the

Bundesbank61 to observe the situation and conceive the ongoing judicial review

process effectively as interim relief in the sense the BVerfG expressed it despite this

not being the formal effect of a preliminary ruling. The matter gains complexity due

to the peculiar nature of the OMT decision which can be viewed as a preparatory act

See on this topic in more detail, especially on the role of contract and property, Bridge and

Brathwaite (2013).
58 See for instance Pringle para 146.
59 Sect. 1 above.
60 See Sect. 4.3 below.
61 Even after the recent CJEU decision in case C-62/14 the BVerfG still has to render its final

verdict on the outcome as to the legality of the OMT programme to be followed by the Bundesbank
under the German constitution.
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and a justiciable act at the same time. The decision may in fact be all it took to exert

the desired effect on the market at the time (reassurance to investors of sovereign

bonds of the states in question and thereby opening the transmission channels for

the monetary policy) and may not need to be followed by the actual bond pur-

chase.62 Indeed, the CJEU emphasises that

. . . more than two years after the programme at issue in the main proceedings was

announced, that programme has not been implemented, the Governing Council taking the

view that its activation was not justified by the economic situation of the euro area.63

and does thereby not exactly encourage an observant attitude on the part of the ECB

awaiting approval of its programme before implementation. In any case, the nature

of the difficulty to reverse such effects in case the decision were to be considered

unlawful is clearly visible—it is factually impossible and perhaps even undesirable

to attempt such reversal in the market. This again begs the question of the role of the

law and its process in this instance.

3.5 The Credibility Dilemma

The courts may find themselves in a dilemma ending up doing the law a disservice

in any case. If they accept the complaints and want to give effect to them they may

create a virtually unenforceable judgement.64 If they wish to avoid this outcome, a

pragmatic legal interpretation as in Pringle, certainly in the AG Opinion as well as

62 Not to mention the difficulty to establish whether or not the decision was in fact consummated at

any time or whether the current QE programme is entirely unrelated to it, see Jones (2015). In this

sense, the AG Opinion can have provided a kind of ‘ex-ante’ certainty while the OMT decision

itself has already achieved its objective to ‘enabl[e] the ECB to conduct its monetary policy in

conditions of greater certainty and stability’, AG Opinion para 175. The immediate success of the

OMT announcement by the ECB is seen by Gerner-Beuerle et al. (2014), p. 282. The CJEU

remarks that this effect, as asserted by the ECB, ‘has not been challenged in these proceedings’,
C-62/14, para 79.
63 C-62/14, para 84.
64 The effect of the clear vote by the BVerfG in favour of an ultra vires quality of the OMT

decision is highly unclear and untested. The decision has attracted huge interest from constitu-

tional lawyers awaiting the final show down that had been expected after the BVerfG’s Lissabon
decision. The two legal effects would be that the German Parliament would have to take action to

counteract the OMT decision, perhaps by filing a nullification claim under Art. 263 TFEU and that

the German Central Bank would not be allowed to act on an instruction to purchase said bonds if it

were issued. Both effects would presuppose either a concurring decision from the CJEU or the

BVerfG disregarding a dissenting decision which in turn has no precedent or procedural mode and

would possibly require the resubmission of the original claims. The present decision as it stands

would therefore not have any direct effect without more. See also the comment by Siekmann and

Wieland (2014), pp. 4 and 5; also Wilkinson (2014b), p. 2, 3rd col. describing this dilemma as

‘constitutional hazard’.
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the present OMT judgement will be the chosen route which may induce doubts as to

the role of the courts. Or, they may decide to exercise judicial self-restraint as

advocated by the two dissenting opinions in the referral—not to accept the com-

plaints because they are essentially a matter for the political and not the judicial

organs.65 The result of this route may be an accumulation of the above mentioned

sense of disenfranchisement and disempowerment on the part of the complainants

which however unjustified in formal legal terms may eventually be a sense that it is

the legal framework that fails to provide the desired protection. While regulation of

financial markets generally faces the dilemma of attempting to control market

forces in the legal form of regulatory norms, the EU financial market faces the

added requirement of complying with constitutional and other public international

rules and principles. The traditional failure or inability of the EU legal order to

include traditional private law positions surfaces here in a tense climax.

This phenomenon is illustrated further in the following by observing responses

in economic and sociological literature as well as the financial markets themselves.

4 Part Two: Approaches from Other Disciplines

With its programmes of sovereign bond buying the ECB, like other national central

banks, has been intervening in the markets with a view to achieving a change, a

market adjustment towards a better balance in exercise of its mandate. It thereby

acts as a market participant, however, not with a purely commercial interest but a

broader mission. It could therefore be seen as ‘regulating’ the market in the

‘economic’ sense of the term described above in Sect. 1. This role of regulator

performed by the ECB and other central banks is analysed in the following.

4.1 Sovereign Bonds in Financial Markets

What are the main features of the financial instruments in question as well as of the

expectations that market participants have towards regulators in an ‘ordinary’
setting, i.e. unrestricted by the special constraints created by the EU Treaty envi-

ronment in which the ECB operates?66 These ‘ordinary’ settings would be national

economies with the national regulators such as the Bank of England, the US Federal

65 See for instance paras 14, 17 and 18 of the dissenting opinion by Judge Gerhardt and paras 1–10

(section I) of that by Judge Luebbe-Wolff and see in support of this course of action

Goldmann (2014).
66 As acknowledged in the Opinion by AG Villalon, eg para 107.
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Reserve or the Swiss National Bank.67 The key impetus that underpins the ECB

interventions in sovereign debt markets—as would be expected of any of these

other regulators—is to put a floor under the declining asset value of sovereign

bonds. Sovereign bonds form part of the capital base of banks in the Eurosystem.

Declining asset values increase bank insolvency risks. Investors buying at the open

market are investing their capital by lending to the issuing sovereign, their capital

identified as the face or ‘par’ value of the bond. The market value of a bond is

usually inverse to the prevailing interest rates which in turn depend on the avail-

ability of credit to the issuing sovereign. In exchange, the investor receives interest

periodically and the principal on maturity as specified in the payment terms of the

bond contract. The price of the bond is quoted on markets as a percentage of its face

value. The ‘bond yield’ ‘is the actual annual return an investor can expect if the

bond is held to maturity’.68 The coupon is the annual interest rate payable on

each bond.

The most significant characteristic of the sovereign bond market from a financial

perspective is that the price of a bond is inversely related to its yield. The inverse

relationship means that the lower the bond yield, the higher the bond price or the

value of the asset. Fluctuations in interest rates over time, besides the ‘spread’ based
on the sovereign’s credit rating, allows investors to make gains on their bond

holdings ‘a premium’. However, for investors to actually realize these gains there

has to be a demand for these bonds in the secondary market. ECB intervention is

aimed at maintaining this demand. Very high bond yields would indicate that there

is a high sovereign default risk so that distressed sovereigns may eventually not

have access to refinancing options. This diminishing prospect of refinancing means

that the default risk remains high. A default will destroy asset value and in addition

impact negatively on the economy of the defaulting sovereign as well as on the

economic position of the bond holder and thereby eventually on prices in the

Eurozone. The sovereign bond purchasing programmes in the secondary market

are aimed at counteracting this market mechanism.

4.2 The OMT Decision in Economic Theory

4.2.1 Neoclassical Economic Theory

The ECB’s intervention, though unconventional, is consistent with standard neo-

classical economic theory where, by making bonds attractive for investors, the ECB

generates demand for sovereign bonds for two kinds of investors. Investors who are

looking to sell their high yielding bonds are assured that they will be able to do so. It

67 Some of these ‘ordinary’ central banks have wider mandates, such as employment or labour law

as with the US Federal Reserve. They do not all share the same legal form such as being a public

body and authority like the German Bundesbank as explained above, Sect. 2.1.2.
68 As explained by PIMCO (2012), an Allianz owned global investment management firm.
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follows then that by increasing the demand for bonds and removing default risk the

supply of bonds from sovereigns in distress who are so far unable to access capital

from primary capital markets can now do so.

The ECB intervention ensures price stability where price means asset prices, in

this case the value of sovereign bonds. The ECB is acting in accordance with

regulatory rationales provided by neoclassical economic theory. ECB interventions

through asset buybacks is one regulatory technique justified by the economic

rationale of ensuring that demand for an asset class remains high enough to sustain

sovereign lending and avoid sovereign default.

4.2.2 Fault Lines in the ECB’s Intervention

This is, however, only one part of the story and there is emerging evidence of the

fault lines in the ECB intervention. Apart from enhancing debt to GDP ratios the

low bond yields lead to asset bubbles as assets are priced relative to bonds.

Emerging evidence of this is seen by some economic commentators in the Eurozone

where reportedly ‘more than 30% of all government debt in the Eurozone – around

€2 trillion of securities in total – is trading on a negative interest rate’.69 As Warner

states in his report negative interest rates for sovereign bonds have other unintended

consequences. This promise of high value assets pushes markets into riskier

behaviour—that is lending to countries whose economic fundamentals are weak

with low to non-existent productivity growth and sluggish demand. A recent report

by MacKinsey Global Institute70 indicates that debt levels have risen in the after-

math of the Eurozone debt crisis. The ratio of debt to GDP has risen and in some

cases exceeded the ‘legal’ limit of 60%.71 The report calls for an urgent develop-

ment of ways to restructure debt.72

The ‘Public Sector Purchase Programme’ (PSPP) is the latest iteration of the QE
policies adopted by central banks in developed economies in response to the 2008

crisis. After the initial euphoria in the public debate about the role of the central

banks in managing the crisis, in this second more measured and reflective post-

crisis phase, commentators are now in the process of assessing the legacy of this

unprecedented central bank role in sustaining financial markets. Niamh Moloney

for instance highlights ‘the systemic risks of . . .supervisory error’73 which to

address there is currently neither political appetite nor a legislative response.

Further, commentators have also drawn attention to the unproven effectiveness

69Warner (2015).
70 Dobbs et al. (2015).
71 As envisaged by Article 4 of the Treaty on Stability, Coordination and Governance, the Fiscal

Compact, of 2 March 2012.
72 This call for debt restructuring has been joined by Tuner and Lund (2015) as well as the IMF, see

Telly (2015), and Stiglitz and Guzman (2015).
73Moloney (2010), p. 1323.
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and unintended consequences of ECB intervention in crisis response mode over the

long term. In its analysis of the effectiveness of the 40 Trillion Euro ECB inter-

vention in the Eurozone to achieve fiscal sustainability the ‘think tank’ Bruegel74

cautions that despite ongoing research into the ‘before’ and ‘after’ effects of the
PSPP on a reduction in bond yields an estimate of ‘the exact effect of QE on euro-

area yields is quite difficult and estimating precisely the effects on growth and

inflation and therefore on tax revenues is even more challenging’.75 It follows from
this that the risks ECB interventions pose are potentially systemic and the benefits

unsubstantiated. For financial markets, this raises what we believe are key questions

for the future—what are the ways in which regulators can be regulated and who

regulates the regulators?—In the present analysis it may well be the court system

through judicial review.

4.3 The Role of the OMT Litigation in Eurozone Financial
Markets

4.3.1 Economic Rationales

The referral and the Advocate General’s Opinion raise some of the key limitations

and potential unintended consequences of the ECB’s role. An assessment of this,

however, requires a prior examination of the justification for the pivotal role played

by the ECB in the absence of evidence of its effectiveness in managing the

sovereign debt crisis. In the absence of empirical evidence, answers must be

found in the economic rationales for market regulation that justify the trajectory

of ECB interventions. The answers provided by the referral and the AG Opinion

assume the validity and legitimacy of unexamined economic rationales that under-

pin the ECB’s role and the trajectory of its interventions uncritically. From the

perspective of neoclassical economics, for instance, at one level the expanding role

of the ECB reflects a problem with the self-regulating market while at another the

ECB intervention can be justifiably viewed as a temporary market correction

required to kick-start the self-regulating market or as an unjustified intervention

in a self-correcting market. Further, by artificially maintaining price stability,

another challenge originating in economic theory could be that the ECB interven-

tion is in conflict with the Efficient Capital Market Hypothesis76 and its reception

and must therefore be declared unsuitable and hence perhaps illegal.77 In either

74 http://www.bruegel.org/about/.
75 Claeys et al. (2015), p. 10.
76 First developed by Fama (1970).
77 Possibly as contrary to Article 2 of the ECB Statute: “. . .favouring an efficient allocation of

resources. . .”.
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situation it is argued here that the economic rationales that underpin both the

referral and the AG Opinion must be examined to reveal their potential as to

judicial precedent.

4.3.2 Reduction of Debtor Moral Hazard

Both the AG Opinion as a legal evaluation and the ‘PSPP’ as a market operator’s
response provide opportunity for examining the economic rationales that legitimate

the ECB’s role through the sketchy programme specifications of its OMT deci-

sion.78 When viewed with the benefit of hindsight and through the lens of the AG

Opinion, there is a clear alignment between the two positions on key implications of

the ECB’s role—the enhancement of debtor moral hazard. Debtor moral hazard

refers to a situation in which individuals take greater risks because a third party

takes on the costs. In the context of the ECB’s intervention the risks of sovereign

over-borrowing are transferred from the sovereign to the ECB and the national

central banks. The main risks are default risks. The bond buybacks mean that the

debt is serviced (coupons paid) until maturity and redeemed thereafter (the face

value paid). In the interregnum, the original liabilities of the sovereign to repay their

debts remain.

The issue of debtor moral hazard arises to the extent that the sovereign can

borrow without any concerns about the risks of default. This intervention increases

the debt to GDP ratio as noted in the recent McKinsey report.79 It also reduces debt

sustainability (increasing default risks) in the long term. Debt overhang also casts a

cloud on the productivity and growth of the sovereign already in distress. In the

context of weak economic fundamentals (low productivity growth and high unem-

ployment) the debt overhang is a potentially fatal combination. In neoclassical

economic theory creditors are not required to engage in due diligence in assessing

the economic fundamentals of the sovereigns. In the absence of certainty of the long

term effects of its role the ECB is focused on reducing debtor moral hazard by

introducing ‘conditionality’ for sovereigns in distress into its OMT programme.

The potential for systemic risk is reduced by adding ‘conditionality’ to the poten-

tially positive and necessary market intervention giving the ECB a potentially

longer term supervisory role within the programme. This is where the neoclassical

economic consensus described above is fractured.

4.3.3 Ordoliberal and Neoliberal Views

The liberal justification for the ECB intervention is that by increasing demand the

ECB is facilitating the achievement of outcomes as close to those that would be

78 Evidenced in the press release, see Sect. 1 above.
79 Dobbs et al. (2015).
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achieved in perfectly competitive markets—which is exactly the reason for voices

in the ‘ordoliberal’ tradition (perceived to be embodied in the referral) for resisting

this ECB policy in the first place. Understood in this way, the referral further affirms

the neoliberal opposition to fiscal and monetary policy intervention in financial

markets. This is consistent with the referral’s analysis that the ECB intervention is

not acceptable monetary policy and therefore ultra vires. By contrast, the AG

Opinion affirms the role assumed by the ECB arguing that the Treaties suggest

that it should have wide discretion as to its role and policies with a view to its

unique status under the EU Treaties which are rather rigid legislation and hard to

amend as opposed to national central banks who are subject to national legisla-

tion.80 The CJEU seems to endorse this position when it says in para 68 of the OMT

judgement:

As regards judicial review of compliance with those conditions [of proportionality], since

the ESCB is required, when it prepares and implements an open market operations

programme of the kind announced in the press release, to make choices of a technical

nature and to undertake forecasts and complex assessments, it must be allowed, in that

context, a broad discretion. . ..

The CJEU argues on the basis of ‘procedural guarantees’81 in regard of the

substantive evaluation of these ‘technical choices’ and arrives at its justification of

the OMT decision predominantly by way of inverse conclusion and negative

deduction, explaining that none of the provisions examined by the Court forbids

the OMT programme.82

4.3.4 Conditionality in Neoclassical Economic Theories

There is no discrepancy, however, as to the necessity of conditionality. The

economic justification for conditionality affirmed in both the referral and the AG

Opinion can be traced to the neoclassical economic theories. The economic ratio-

nales for regulation according to neoclassical economists are that markets are self-

correcting, asset prices reflect all relevant information. Here there is no role for the

ECB to increase demand as described above. The neoclassical economic theories do

account for crisis but attribute the source of the problem to ‘fiscal irresponsibility’
and ‘institutional barriers’. In the context of the sovereign debt crisis, over borrow-
ing that tips a debtor into a debt sustainability crisis and default is attributed to

policy makers who engaged in fiscally irresponsible behaviour. The solution is to

provide policy makers with the right incentives to engage in a fiscally responsible

manner. Once these incentives are in place, the economy will self-correct however

‘[i]f prices and wages sometimes do not react quickly, they would argue that this is

due to institutional barriers such as collective bargaining or legal minimum wages.

80 See AG Opinion paras 100, 108, 109, 111 and 3–19, 90, 104, 121, 135, 138.
81 C-62/14, para 69.
82 For instance in para 141 or 55, also paras 57, 59 and 61.
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The solution is structural reform to make markets more flexible.’83 Thus condition-
ality is an integral feature of the structural reform required for an economy ‘to
adjust’ in response to a crisis.84

In their constitutional challenge, the complainants identify the dangers of pro-

viding unlimited assistance to heavily indebted countries targeted by the ECB

intervention. The danger is that the OMT programme would give distressed sover-

eigns an unjustified and illegal double benefit namely the selective purchase of their

government bonds (that the markets do not want) and economic assistance

programmes from the ESM (and the earlier EFSF). The reference to ‘conditionality’
understood in economic, not political terms is interpreted as a ‘benefit’ rather than a
further constraint on sovereignty. By characterising conditionality as a benefit, the

claimants reinforce its centrality as a key tool used by policy makers in their role of

lender of last resort to limit debtor moral hazard. The reduction of debtor moral

hazard is an acceptable regulatory rationale for conditionality as a policy tool to

maintain price stability.85

Conditionality, however, viewed as an unfettered ECB policy tool and, in the

context of constitutionalisation, could be a significant turning point within the

project of European integration. Once legitimated as the legislative mandate of

the ECB, conditionality can be called unlimited because its extent and depth are

undefined. In fact, in the absence of political integration or a federal state there are

currently no normative constraints on conditionality. This can be viewed as a

‘structural constraint’ on the fiscal sovereignty of debtor economies. From the

perspective of debtor moral hazard, this does not operate in the same way for

83Dullien and Guérot (2012).
84 The notion of ‘conditionality’ takes a position at the interface of three separate areas of activity

in which public bodies are involved—it is a tool in economic theory as described here but it is also

a criterion of judicial review as described in Part One above as well as an object of political debate

where it is seen by some as a tool for debtor countries—usually the geographical ‘core countries’
in the EU—to perpetuate a competitive advantage over debtor countries—usually the geographical

‘periphery’ of the EU—by using conditions within financial assistance programmes to create a

cheap labour pool in debtor countries as a result of the Monetary Union leaving the lowering of

wages as one of the few possibilities to support competitiveness, see e.g. Wilkinson (2014a), p. 30,

and an overemphasis on debt repayment by moralising and ignoring the social effects of ‘austerity’
and a perceived resulting imbalanced distribution of wealth between periphery and core. In the

context of the present paper, this debate cannot be fully covered as it is only indirectly related to

the situation of sovereign bonds in the OMT programme. It does however demonstrate on yet

another level how the legalistic and positivistic method of legal rule making in the hope of

providing an organised procedure for the EU economic integration project influences the role of

judicial review by forcing issues into the legal process that originate in other forms of discourse,

namely political and economic.
85 Keeping in mind, as explained above in Sect. 1, that the actual content of the conditions are not

specified or enforced by the ECB but are to be part of an agreed assistance programme, so that

‘conditionality’ refers to the adherence of the distressed sovereign to an assistance programme as

expressed in the press release. This mechanism is of course generally modeled on the workings of

the International Monetary Fund (IMF) since its inception in 1944.
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creditor and third party (i.e. non-Eurozone) economies where it sustains the asset

values of high yield Eurozone sovereign bonds.

4.4 A Sociological Model of the OMT Litigation: Judicial
Legislation

Case C-62/14 plays a role that is distinguishable from the one identified by Scharpf

in his analysis of the OMT litigation.86 In his view, while the unique jurisprudence

emanating from the preliminary ruling procedure has had the ‘effect of empowering

ordinary national courts’87 he does not see this in the present AG Opinion where the

AG clearly seeks to limit the powers of the BVerfG, albeit not an ‘ordinary court’,88

in the face of the expanding role of the ECB. More significant perhaps is the method

of legal reasoning observed by Scharpf which in his view does not engage in the

‘formal reasoning that emphasized logical deduction from legal principles’89 but

rather engages ‘in the analysis of substantive economic . . . problems and policy

goals’90 to justify the AG’s interpretation of the ECB’s mandate. Even though and

while the CJEU’s decision on the referral was pending the AG’s interpretation was

seen by some as the ‘green light’91 the ECB required to initiate a substantive

intervention through the PSPP as discussed above. It is unlikely that this interven-

tion can now be reversed by the CJEU or the BVerfG. The most likely outcome is

what Scharpf refers to as ‘judicial legislation’92 that immunizes the substantive

regulatory goals of the ECB from political objections. The OMT judgement seems

to confirm this anticipation.93 However, in contrast to the case law discussed in his

paper where ‘the [CJEU] tended to announce far-reaching doctrinal innovations in

cases with low or even trivial substantive importance it would have been difficult or

impossible to mobilize political opposition against the Court’s jurisprudence at the
national level’.94 Here the issue is one of substantive importance involving an

interpretation of the legislative mandate of the ECB. As discussed previously in

86 Scharpf (2009).
87 Ibid. p. 9.
88 According to the presumed meaning that Scharpf gives this term in his working paper which

may be understood as domestic litigation before domestic courts excluding highest instance and

specialised courts in their domestic setting at the top of the judicial review hierarchies.
89 Scharpf (2009), p. 9.
90 Ibid.
91 See for instance Jones (2015) and see above Sects. 1 and 3.
92 Scharpf (2009), p. 9, 10 and 20.
93 See C-62/14, para 68: “. . . since the ESCB is required, when it prepares and implements an open

market operations programme of the kind announced in the press release, to make choices of a

technical nature and to undertake forecasts and complex assessments, it must be allowed, in that

context, a broad discretion”.
94 Ibid., p. 9.
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this section the justification for how the ECB should perform its regulatory role to

achieve price stability is provided by economic rationales. Here, the ECB could be

said to be immunised by the law that reinforces economic rationales for market

regulation in the face of political opposition expressed through legal challenge.

Further, the issue here is not about the ‘court’s quasi-discretionary control over the

substance of member state policies’95 as Scharpf puts it but about those of a central
institution with delegated Union powers. In this respect the AG Opinion and

certainly the OMT judgement may reinforce Scharpf’s model in which he sees a

(historic) ‘asymmetry between judicial and legislative action’96 by which he means

the less impeded and hence more powerful driving force of judicial intervention as

opposed to ‘political’ legislation resulting in a more far reaching effect of the

existing legislative framework of the EU than the political legislature had intended.

5 Conclusion

In conclusion, despite much criticism of the role of judicial intervention and its

potential to undermine the independent status of the ECB through politically

motivated litigation there has been no exercise of executive or other overriding

initiative to change the legal framework in this area of law. In effect and for all

intents and purposes the ruling in Case C-62/14 will bind courts in the future. This

can lead to further incremental ‘judicial legislation’ through the combined national

and EU judicial review process and can be seen as complementary to and

counterbalancing decreasing democratic oversight of financial markets. The judi-

cial review process seems to be replacing a sufficiently flexible ‘political legisla-
tion’ understood as an expression of the democratic process which is currently not

attainable within the EU framework while central banks play an increasingly

pivotal role in the markets. The reception by the markets from an ‘operational’
point of view is not unequivocally positive. Even so, ECB policy must be viewed as

part of an ongoing trajectory of developments that have ‘normalised’ both its

central role and its unaccountability to judicial challenge or democratic oversight

in line with its mandate of independence. Some would argue that this has been

achieved at a cost—that of entrenching the constitutionality of conditionality

beyond its traditional role in the global financial system to date aimed at reducing

debtor moral hazard. The courts can therefore be said to assume a most likely

unforeseen and unintended but actually rather significant role as regulators.

95 Scharpf (2009), p. 12.
96 Scharpf (2009), p. 13.
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The Management of Systemic Risk from

a Legal Perspective

Jan H. Dalhuisen

Abstract Modern regulators are much concerned with systemic risk, or more

generally with the stability of the financial system or its disturbance. In practice,

it has become the major regulatory issue superseding other regulatory concerns like

those with depositors and investors who for their protection must look towards

depositors and investors protection schemes in the case of an insolvency of their

bank or other financial intermediary. Even concerns about conduct of business,

notably miss-selling of financial products or giving poor investment advice, recede

into the regulatory background and are left to private law action even if civil

recourse may be reinforced. Concern with stability then also tends to surpass the

concern with financial irregularities, the third prong of public concern in the

financial area.

To meet stability concerns, regulation commonly imposes licensing or similar

requirements setting conditions. In this manner, it attempts to improve the health of

financial institutions as a whole and to provide a better protection of the public

against system collapse. This regulation, which largely centers on capital adequacy

requirements, the fit and proper test for management, and the need for proper

systems, is embedded in legal norms and administrative law protection or judicial

review as far as the so regulated financial institutions are concerned. This is also

referred to as micro-prudential supervision.

Although rule-based in principle, supervision of this nature raises in particular

the issue of regulatory discretion complicating the legal position of licensed and

supervised intermediaries in terms of judicial review. In the UK, the introduction of

principle-based and judgment-based micro-prudential supervision leads here to

further uncertainty. The more direct justification was the avoidance of a box ticking

mentality in regulators but after a financial crisis there is always public indignation

that regulators did not do more to prevent it, which may lead to even greater

demands for ad hoc powers of intervention. The result is likely more regulatory

discretion and conceivably (further) intrusion into the daily management of indi-

vidual banks or other financial intermediaries. As such, the English approach will

be explored by way of example, especially since the financial regulation in the UK
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remains leading in sophistication in Europe and as such an important guide within

the EU, even though it may be cogently argued that the UK attitude to finance and

more generally to risk is different from that of many other EU countries.

Increased regulatory discretion now also derives from so-called macro-pruden-
tial supervision, another new idea after the 2008 financial crisis, and the emergence

and operation of financial policy or stability committees like in the UK the

Financial Policy Committee (FPC), in the EU the European Systemic Risk Board

(ESRB), and in the US the Financial Stability Oversight Council (FSOC). It seeks to

enhance the already existing focus on the stability aspect of financial regulation and

supervision. Although it still raises the question of its true meaning, focus and task,

the relationship to micro-prudential supervision, and its legal structure and frame-

work, it poses even more the question of legal recourse for affected parties against

this type of prudential supervision.

In international transactions, there is the additional issue of regulatory jurisdic-

tion in all regulatory matters and the applicable administrative law. This is in the

EU in principle resolved through the balance of competences between home and

host regulators with emphasis on the powers of the former and the mutual recog-

nition principle concerning such powers throughout the EU on the basis of the

harmonization of the basic regulatory structure. An important new aspect is here the

Single Supervisory Mechanism (SSM) agreed in 2013 for euro-zone banks, which

introduces the idea of a single banking regulator in the Eurozone of the EU, further

supported in 2014 by the Single Resolution Mechanism (SRM) and the operation of

the European Central Bank (ECB) with a multitude of powers: monetary policy,

lender of last resort, micro-prudential supervisor of the major euro-zone banks,

macro-prudential supervision of those banks at least in the area of counter cyclical

capital standards, and initiator of their resolution in the case of crisis. To this may be

added the role in the payment system of the central banks being part of the ECB

system, and now the increasing tendency in the ECB to provide liquidity at random,

even to governments thus influencing macro-economic policy.

These overlapping functions potentially complicate further the issue of the

applicable regulatory frame work and legal recourse of banks and other financial

institutions. The independence of central banks has become an important theme and

there is therefore little democratic accountability even though it would still be right

to distinguish here between the different functions they exercise, but there is a

tendency to ignore these differences. The consequence is that there is little super-

vision and therefore also little legal accountability left at the level of the ECB which

has potentially a further debilitating effect in matters of legal recourse of affected

parties. It requires us to explore in how far we still have a rule-based system of

regulation.

Keywords Systemic Risk • Financial Stability • Micro prudential supervision •

Macro prudential supervision • Banking resolution • ECB • Basel III
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1 Introduction

In terms of financial stability, interconnectedness between banks is an important

issue, hence the term “systemic risk”: if one bank in the system goes under, it may

pull down others, but there may be more threats to financial stability, a terminology

used alternatively in this connection; reference is sometimes also made to the

disturbance of the financial system or its integrity (the latter term probably better

reserved for situations of financial irregularities). Indeed, the emphasis on the

system and systemic risk may be narrower1 and foremost concerns the question

of interconnectedness between banks. At least it gives some of the flavour of what is

here at stake but it may be too limited to activate authority in particular in macro-

prudential supervision as we shall see in respect of the activation of resolution

powers. In fact, it may not have been interconnectedness but rather the lack of a

common (international) safety net that promoted instability by 2008 (for which

resolution powers by themselves cannot substitute either but a joint resolution fund

may then be the more proper addition assuming that its assets are adequate and can

promptly be liquidated on the scale required in a crisis).

The absence of a clear definition of stability underlines that we are here in the

area of opinion and discretion, or pure policy. In theory, the threat of (systemic)

collapse or the increase in the risk thereof may externally be demonstrated by an

increase of funding costs for all, at least that would be the rational expectation and

an objective signal2 but it is an unreliable indicator as competitive interest rate

pressures may hide the truth for quite some time whilst interest rises in the financial

industry may be due to other factors. At the level of an individual bank, the pricing

of its subordinated debt may be a stronger indication but it says nothing about the

effect of such a bank’s demise on the system. Other objective criteria to identify

systemic risk are difficult to find, however, or remain vague.3 Again, this is relevant

1 In the crisis of 2008, it became better understood that investment institutions may also contribute

to systemic risk, especially when they face a liquidity crisis. The secondary banking system may

also become involved if it starts suffering from similar problems. These important aspects will not

be here discussed any further except to say that, in the event, the Lehman collapse did not have the

systemic effect that was first feared and it is possible that in times of crisis the fear of systemic

collapse becomes exaggerated. In other words, the system might be more robust than is often

thought in times of panic and too much may be made of the instability scenario, then often used to

enhance ad hoc regulatory powers and emergency measures. There was and is still much of this in

the re-regulation scenario after 2008. The invocation of systemic risk to justify more regulation

may then be self-serving and is often misplaced.
2Cf. e.g. Schwarcz (2008), p. 193. Systemic risk thereby becomes primarily a liquidity issue but it

may not cover the full picture. In any event, competitive pressures may keep interest rates down

and allow the truth to be revealed much later. See further also Schwarcz (2012), p. 816; and

Anabtawi and Schwarcz (2011), p. 1349.
3 In the Regulation (EU) No 1092/2010 on the European Macro Prudential Oversight establishing

the European Systemic Risk Board (ESRB), in Preamble no 9, some key criteria are given to help

identify the systemic importance of markets and institutions and therefore attempts to indicate

which institutions should be watched but it says nothing about when such risks are triggered. The

The Management of Systemic Risk from a Legal Perspective 367



when regulatory action is based on it, especially in macro-prudential supervision,

which in many of its aspects misses a clear legal framework. Again, this raises more

in particular the question of recourse of affected intermediaries against such

action.4 As will be submitted later, we may have to break this type of supervision

down in different components according to their closeness to pure policy, like

counter-cyclical capital adequacy measures at the one end of the specter and

resolution measures at the other, the one missing a legal structure, the other being

embedded in it.

It may be common ground that the existence of systemic risk, if it cannot be

totally eliminated or even be clearly defined or easily spotted, at least asks for its

management. It may also be accepted that individual banks in their generality are

here powerless, they cannot oversee the system and may not be capable of assessing

its weaknesses overall. This would indeed suggest the management of this risk at

some other, regulatory, level. However, banks can curtail their connectedness to

others; they can also avoid larger exposures or could carry more capital for dealings

with other banks. Major connections are here in the payment system and interbank

market. It is clear that especially lending in the latter can be limited in respect of

selected financial counterparties but there may not be sufficient information and it

may give dangerous signals; before long the entire interbank market may dry up

engaging central banks on a larger scale in their liquidity providing function as

lenders of last resort. It thus becomes their concern; it is not a regulatory matter and

is indeed likely to raise funding costs at the same time.

For the payment system, selection may be more difficult. Payments to and from

other banks (and their clients) could be excluded but it has major consequences for

these banks (and its customers) and one must hope that the way modern clearing

systems work in payments will at least guard against the disruptive effect of an

criteria were considered to be (a) size (the volume of financial services provided by the individual

component of the financial system), (b) substitutionability (the extent to which other components

of the system can provide the same services in the event of failure), and (c) interconnectedness

(linkage with other components of the system). These criteria were supplemented by a reference to

(d) financial vulnerabilities and the capacity of the institutional framework to deal with financial

failures which should consider a wide range of additional factors such as, inter alia, the complexity

of specific structures and business models, the degree of financial autonomy, intensity and scope of

supervision, transparency of financial arrangements and linkages that may affect the overall risk of

institutions. Especially this last addition makes for a judgmental approach and does not provide

sufficient legal criteria that can be objectively applied. It also impacts on micro-prudential

supervision and raises the issue of the relationship between both especially when it comes to

recourse.
4 This may not be limited to the plight of shareholders and creditors (bond holders and depositors)

in a resolution when for the first the valuation of assets taken to a “good” bank and for the latter the

pari passu treatment with other creditors when some liabilities are transferred to that bank may

become an issue. Short of full resolution, various participants or stakeholders may also suffer from

demands for capital increases or other actions that inhibit activity or profitability. In all these cases,

there would be a need for at least some minimum legal protections. Resolution authorities are here

no more than bankruptcy trustees and should not hide behind a superior status which in other

context they may well have.
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intervening insolvency of one of its members. Should there be more bankrupt

banks, it may well be that the whole payment system collapses. This spells of

course disaster and is naturally another considerable concern for central banks in

times of financial crises engulfing the whole industry. That lifts this problem also to

their level, not as regulators either but rather in their habitual role of central

organizers (but not CCPs) of the payment system.

Thus in both interbank lending and the payment system, the involvement of the

central bank is not primarily legal (although it must have a legal base) but will rise

to the level of policy particularly in distress situations. It may rise to the political

level when governments become involved as the ultimate guarantors of a modern

society’s functioning including its liquidity and payment providing functions.

There are other forms of interconnectedness between banks, especially through

the swap, repo or trading books. Banks may also own each others’ bonds as

investments. Rather than favouring specific regulatory action or intervention,

regulatory capital is likely to be set against these risks. Regulation of this nature

is thus more specifically directed towards the general health of the financial system

by limiting or managing (better) the exposures of individual banks and other

financial intermediaries in terms of liquidity, position, market and operational risk.

Here we see a legal framework: we license banks as institutions and in many of

their activities or functions now also investment firms. In the process, we especially

impose capital requirements for the various risks under a strict methodology, for the

moment summarized in Basel III (which also concerns itself with liquidity risk); we

also require a fit and proper management, proper risk management systems, and a

business plan to determine what is necessary in terms of the other requirements. We

subsequently impose supervision to make sure that these requirements remain in

place and are conformed with. As already mentioned, that is now commonly

identified as micro-prudential supervision.

In view of past experiences, this may not or no longer be sufficient to stabilize

the financial system—it never seems to have saved a bank—but at least there is here

some attempt to achieve it, and some methodology, even a legal framework and

then also ways of recourse. Licenses can thus be given and withdrawn, there are

likely to be ways of judicial review even if there may still be substantial adminis-

trative discretion. It was already said that depositors and investors are here not

directly protected (unless specifically so provided and that is rare),5 not borrowers

5Note that depositors and investors for the most part do not derive from it a direct cause of action

against misbehaving financial intermediaries, see also text at nt 6 below. Only under conduct of

business and product supervision rules, they may be given special (civil) recourse against their

financial intermediaries e.g. in the case of missselling or other tactics but this civil protection does

not automatically follow from a breach of license conditions. In the absence of a direct (private)

cause of action, some horizontal effects might, however, still derive from regulation when

expressing more general protection principles, expanding in this manner private recourse, but it

is rare as we shall see. Regulators in the US have also used their powers to fine banks in part to

compensate damaged mortgagors, who could not otherwise find compensation. It concerned here

the protection of borrowers rather than investors or depositors. It is rare, but one may think of

prospectus liability of issuers in the capital markets and now also of the liability of rating agencies
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either, even though they may ultimately suffer most from irresponsible behaviour,

the former especially when deposits are endangered, the latter when they are misled

into the wrong products. They can write letters of concern to regulators but have no

immediate standing except in conduct of business issues when they may be given

special private law protection through redress in the ordinary civil courts or in

special ombudsman facilities. They cannot insist on the revocation of licenses.

They may still try to sue regulators for negligence as a matter of their civil liability

if all goes wrong—it was tried in England in the BCCI case-6 but depositors were

indeed up against broad discretionary powers.

Where this regulatory approach may notably fail is in the risk management

model used. In retrospect it is clear e.g. that Basel I, although generally thought a

considerable success at the time, was never properly tested; Basel II, although much

more sophisticated, proved an instant failure. Basel III simply increased the capital

standards, not in the least by belatedly introducing a leverage ratio—earlier specif-

ically rejected in Europe- and began to introduce also liquidity requirements and

controls. Instead of refining the system of risk management, this merely reduces the

liquidity providing facility and function of banks whilst requiring them to build

capital even during a crisis and otherwise hold more liquid assets in the hope that

they remain henceforth liquid under stress. Although restraining banks in a

under the Regulation (EU) No 513/2011, OJL 145/30 (2011), as amended in Regulation (EU) No

462/2013 OJL 146/1 (2013) and Directive 2013/14 OJL 145/1 (2013). It concerns specific

statutory authorisations. For the rest, horizontal effect would appear to depend on whether

regulatory rules enunciate a fundamental protection principle. Regulators’ rule books may help,

however, more directly when supporting duties of care. Regulators tend to have here broad

discretion also in conduct of business matters and may impose further duties which may strengthen

private recourse against intermediaries and may help investors in particular in formulating a

private cause of action, see further also the comments in Sect. 2 on the principle-based approach.

These important issues will not here be further discussed, except to say that in the US under Dodd-

Frank a special consumer regulatory agency was created more directly to intervene as regulator in

the protection of clients in the area of conduct of business, mainly the miss-selling of financial

products and giving poor investment advice. It may be is extended to product transparency and

supervision. In the EU in MiFId II and MiFIR there is also greater emphasis on these powers, but

even in the US it is not clear under Dodd Frank in how far regulators may also engage in suing

privately on clients’ behalf beyond imposing and redistributing fines.
6 The House of Lords in Three Rivers District Council and Others v Governor and Company of the
Bank of England [2000] 2 WLR 1220, seemed less concerned with depositors but accepted—

absent bad faith—the prevailing statutory restrictions on liability for banking supervisors as an

adequate defence. In the UK, this defence is more extensively interpreted than elsewhere; in

France, for instance, administrative courts accept in this connection faute simple as sufficient

ground for civil liability, therefore conceivably leaving more room for depositors’ protection; see
Cour Administrative d’Appel de Paris, 30 March 1999.

In Three Rivers, even reasonable policy objectives and considerations connected with systemic

risk or the smooth operation of the financial system did not seem to figure large. They were in any

event not weighed against the statutory requirements of depositors’ protection as laid down in s

3 of the UK Banking Act 1987. It was assumed that the EU First Banking Directive of 1977

(77/780/EEC), now largely superseded by the Credit Institution Directives of 2000 and 2006, even

though clearly concerned with depositors, did not give depositors extra rights in this connection.

No guidance from the European Court of Justice was sought; see further M Andenas, ‘Liability for
Supervision’ [2000] Euredia 379.
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downturn in these or any other ways is a dangerous thing to do as is only too clear to

see, at least it gave the impression that something was being done and that the new

rules (whatever the merits of the risk management models used) were precise

enough to be enforced.

This was supplemented by an increasing desire of regulators after the crisis to

micro-manage banks as part of their micro-prudential supervision, using their

discretion to achieve it, supported by wary politicians. Whatever the exigencies

of the moment and the demands of an anxious public especially in times of panic,

there is great danger in this, regulators behaving like bankers for which they are not

equipped, probably becoming overbearing in a defensive mode after regulatory

failure. It risks to put the complete amateur in control, again with likely a negative

effect on the provision of liquidity, which must then be substituted by other means,

notably through central banks’ intervention more directly—the helicopter dropping

money on the public at large, including governments. It was already said that

increased regulatory discretion in this or other ways raises the issue of the robust-

ness of the legal framework and the legal protection of participants. As a minimum,

it may call for a stronger form of recourse against regulators in terms of negligence

or otherwise. Again, it is a question of civil liability but it was already said that

courts so far are not indulgent. To this may be added in the EU the attitude of the

ECJ towards the legality of emergence measures,7 and, as we shall see, now also the

emphasis on the immunity of the ECB.

2 Principle-Based and Judgment-Based Micro-Prudential

Supervision in the UK

The true legal issue thus becomes regulatory discretion. In this connection new

terms have been introduced which require us to gain a better understanding of their

meaning, first mainly of what micro-prudential supervision now has become, but

subsequently also what macro-prudential supervision here means.

It is often believed that we have micro-prudential supervision primarily to

maximise economic efficiency at the level of each bank or other financial institu-

tion, the absence of which might cause insolvencies and ultimately market failures

triggering systemic risk and undermining financial stability. Within the legal

framework of licensing and prudential supervision, traditionally, micro-prudential

supervision concentrates on managing counterparty-, market- and operational risk

or bank or other financial institution under general rules. This is so at least in part to

provide a legal framework and promote a level playing field. The relevant rules may

be summarized as first concentrating on internal system failures, more properly a

form of operational risk, but they may also cover the inadequacy of models used to

monitor and manage counter-party and market risk. Importantly, it will also cover

7 See Thomas Pringle v Government of Ireland, ECJ Nov. 27 2012, Case C-370/12.
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lack of capital and now increasingly also liquidity, principal-agent failure, dividend

policies, own share buying programs, and bonus policies.

However, the models used by regulators as presumably representing reality (for

capital adequacy now much defined in Basel II and III) proved to be hardly

comprehensive and up to expectation (seldom better than those internal to the

supervised banks). They showed that there were serious problems implicit in

micro-prudential supervision and its search for better risk management, and proved

unlikely to eliminate systemic failure, could even promote it and create more

systemic risk at the same time. There are here other worries: information failure

may directly lead to bank runs; mark to market policies may defeat rationality in

depressed markets which itself may be subjected to worn models that make things

worse.8 It was also shown that secondary managers could still create large trading

losses against which micro-prudential supervision could do little short of demand-

ing better systems to control rogue traders but who are they and are such systems

reliable?

There are other notions developed in this connection and it is relevant to look at

principle-based regulation and judgment-based supervision, how they affect the

micro-prudential legal framework and recourse possibilities of participants. Well

before the 2008 financial crisis, in 2005, emphasis was put, especially in the UK, on

principle-based rather than rule-based micro-prudential supervision with full imple-

mentation foreseen by 2010. After 2012 further emphasis was put in the UK on

judgment-based micro-prudential supervision.

Both were a response to the acknowledged difficulty for regulators to adapt to

new protection needs in a pre-ordained legal framework and affected the notion of

regulatory discretion but in the event in quite different ways. As far as principle-

based supervision was concerned, it turned out to concern foremost better client

protection in the area of conduct of business and private law recourse against

intermediaries, especially brokers and investment managers, and acceptance of a

more market-driven approach where rules should not be a bar to legitimate inno-

vation and not to new protections either. This is sometimes associated with a

perceived drive for deregulation but that is simplistic. Although there followed a

reduced emphasis on prescriptive rules, rather, there was more in particular a

rejection of a regulatory mentality of box ticking.

In this principle-based approach, less concern resulted with an abstract notion of

legal certainty than with guidance and the search was on for an interpretive

community amongst regulator, industry associations, and especially retail,

suggesting also a more proactive stand in the drafting of rules books and use

them as support for private law recourse and private causes of action, often

reinforcing fiduciary duties, especially the one of care. Regardless of a reference

8 See also B Eichengreen, “Euro Area Risk (Mismanagement)”, in E Balleisen et al., Eds,
Recalibrating Risk: Crises and Regulatory Change (2014).
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to adequate financial resources (which is more a stability issue), the concern proved

indeed primarily to be client protection (and not the protection of the system).9 It

became clear that financial stability and prudential supervision were not the main

impetus, important as they were in other contexts.10

After the financial crisis, in the UK, this more principle-based approach to

micro-prudential supervision was extended into the area of financial stability

affecting the license conditions—especially after the banking supervision was

re-transferred to the Bank of England, in a separate subsidiary: the Prudential

Regulatory Authority (PRA), to be distinguished from the Financial Conduct

Authority (FCA) which became the successor to the SFA. This was judgment-

9 The first question was one of legality: to what extent did the Financial Services and Markets Act

(FSMA 2000) allow for this newer approach especially to protect smaller investors? As it left

much to the FSA—the UK financial regulator of those days—and to its rule-making authority, this

was not considered a substantial hindrance, not therefore either in further defining and providing

private recourse, but there remains an issue in terms of express provisions, see also Loosemore v
Financial Concepts [2001]Lloyd’s Report 235; Seymour v Caroline Ockwell & C0 [2005] PNLR

758; Barnes v Black Horse Ltd [2011] EWHC 1416 (QB) and there has to be some translation into

breach of fiduciary duty or contractual or the commission of a tort. It also remains true that mere

breach of principle could inhibit private law sanctions in courts of law for not being sufficiently

precise. The result could be and fear then is that regulators and investors, in their eagerness, more

readily find some breach of principle by intermediaries. That could then also go to the supervision

aspect and fit and proper test. There had therefore to be some reasonableness test and some reliance

on reasonable predictability in outcome.

In this connection, the following basic principles or rather areas of principal concern were

identified in the UK: integrity, due skill and care, adequate financial resources, proper market

conduct, treating customers fairly (now commonly referred to as TCF, it often being perceived as

the key principle), proper use of financial promotions, avoidance of conflicts, suitability of advice,

protection of client assets, and active interacting with regulators. In several succeeding FSA

reports, the notion of TCF indeed became a central theme whilst the whole concept of conduct
of business was in the process of being recast.

The emphasis thus shifted to the better protection more especially of investors. The idea was

that consumers should be comfortable with the culture of their intermediaries, that the products

and services were designed to meet their requirements, that advice was suitable, that they got what

they had been led to expect, were kept properly informed before, during and after a sale or

purchase, and did not face unreasonable post-transaction barriers. There was also the idea that

regulation should look at the various stages of a relationship from product design, through

promotion, quality of research and advertising, transaction including suitability and best execu-

tion, after-transaction care including complaints, and systems and controls including paper trails

and internal sales incentives. It could also apply to bank customers/borrowers. In this approach,

wholesale was basically left to its own devices.
10 This newer approach seemed undisturbed by the crisis of 2008 and may particularly be used to

challenge intermediaries more intensely on how they ensure continuing compliance with the

principles, whether they regularly review the consequences of their decisions, but also whether

they adequately consider the potential for risk crystallisation and new risks when moving their

business forward. This may then go beyond the mere protection of clients and move into the

licensing requirements as part of the fit and proper test. Principle-based regulation may then also

enter the world of judicial review in respect of affected intermediaries when licenses are amended

or revoked as a consequence.
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based supervision presented as a key new feature,11 although it was never made

fully clear what it meant. At first introduced further to counter a box ticking

mentality in the regulator, especially with reference to the compliance with licens-

ing conditions, it appears to stand for a greater degree of regulatory discretion that

focuses on a challenge to business models, risk identification, and proper action to

be taken in this respect by banks and other financial intermediaries.

It should be repeated that in this area depositors or investors never had much

direct recourse. Only intermediaries had judicial review and are as such affected by

any dilution of rules in favour of greater administrative discretion. It may mean

direct intervention in regulated financial institutions on an individual basis, much

like earlier the regulator could increase the required capital from 8% for weakening

banks, a facility specially recognized under Basel II. It enters into the question of

the level playing field between banks and therefore also in adequate protection for

individual financial intermediaries which may be greatly affected. As a minimum,

such intervention might still be tested on the basis of equal, proportionate, and

non-discriminatory treatment.

In summary, it may be said, at least for the UK, that principle based micro-
prudential supervision mainly works on the conduct of business side and seeks to

improve the (private law) recourse of investors against their intermediaries and

increasingly also of borrowers against their banks especially in the mortgage

business. Judgment based micro-prudential supervision on the other hand regards

primarily the financial intermediaries in their operating conditions and may affect

judicial review. It increases administrative discretion and may thus complicate and

undermine legal recourse. It may also limit even further any room for civil liability

of regulators.

3 Macro-Prudential Supervision

Our concern so far was with the legal frame work and recourse possibilities

concerning- micro-prudential supervision of banks and other financial intermedi-

aries through (a) licensing and regulation with the aim of financial stability and the

administrative framework so created or (b) the regulatory reinforcement of private

law protections in the area of conduct of business and products especially to protect

investors through private actions against brokers and investment managers. This

raised in particular the question where principle-based regulation and judgment
based supervision leave us in terms of protection of the public and regulated

11 It is one of the innovations brought by the Financial Services Act 2012 that introduced in the UK

a new supervisory structure, operative as of April 1 2013. Promoting confidence and transparency

in financial services was the professed aim. The new structure is also given a strong mandate to

promote competition. This is all very laudable, but it is politics devoid of much of a legal compass,

see further also RM Lastra, “Defining forward looking, judgment based supervision”, 14 JBR,
221 (2013).
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intermediaries and we must then also consider in how far we still have a legal frame

work, judiciability, and a viable system of administrative recourse or judicial

review for those directly involved, be they financial institutions or regulators, and

a manageable and sufficiently precise system of private recourse against interme-

diaries at least in the areas of conduct of business and product supervision. Direct

civil liability of regulators vis a vis depositors and investors because of regulatory

failure was identified in this connection as another issue, the meager chances of

success probably further impaired in particular by a judgment approach to micro-

prudential supervision.

After 2008, in the eyes of many, micro-prudential supervision even

supplemented by the principle-based and judgment-based approaches, proved not

enough to keep the system stable and we now also have financial stability regula-

tors, who aim at a form of macro-prudential supervision of banks. This is therefore
another new notion that needs further exploring. In fact, macro-prudential supervi-

sion deals with systemic risk and financial stability more directly to protect the

system as ‘system’ or the system as a whole, rather than promoting the safety and

soundness of individual financial institutions in the hope that this would add up to

sufficient stability.12 Macro-prudential supervision is likely to have at least three

more precise functions: (a) to guide micro-prudential supervision, (b) to put safe-

guards in place like further leverage-, capital adequacy-, and liquidity requirements,

especially countercyclical capital buffers, devise resolution and ring fencing mech-

anisms, impose a framework for the issuance of CoCo or similar bonds (which

contain a trigger mechanism for conversion into capital), or the creation of stabi-

lization funds,13 and (c) to try to re-stabilize the system more directly when micro-

prudential supervision has failed, macro-prudential supervision has not helped, and

a crisis is started. This can be done by providing liquidity (indiscriminately),

nationalising affected banks, and/or starting resolution including the calling in

and conversion of CoCo bonds or any stabilization funds assuming such funds

have been sufficiently created and their investments can be quickly liquidated or

transferred.

The basic idea is to take a more horizontal view and evaluate how a particular

risk operates across institutions rather than at one institution at the time. In practice,

the new macro-prudential approach is meant to cope better and more promptly with

unknown future developments of all sorts. The idea appears to be that there is a

clear societal goal for finance that regulators, whether of the macro or micro variety,

align and for which they are the proper spokespersons, but it may be questioned

whether this is indeed the case whilst the lines of authority and responsibilities may

12 See S Schwarcz, “Systemic Risk and The financial Crisis: Protecting the Financial System as a

‘System’” (forthcoming). The term macro-prudential supervision has been used for some time, in

the BIS since the 1970s but its popularity is much more recent—see for its early use C Borio,

“Implementing a macroprudential framework: Blending boldness and realism”, BIS Working

Paper July 22 2010. See for is early use in legal discourse Andenas and Panourgias (2002), p. 130.
13 See Gordon and Muller (2011), p. 156.
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become seriously blurred. In the meantime, along which lines this supervision is to

be conducted is far from clear and therefore also whether we are here still in a legal

and judicial environment, particularly relevant in respect of any recourse financial

intermediaries subject to it may still have, e.g. when counter-cyclical capital

barriers are imposed, the leverage and liquidity ratios are increased, or compulsory

resolution is started.

As a minimum, it could be asked in how far such measures, which must have

some legal base, are still equal, proportionate, and non-discriminatory in their

implementation. But we must also consider in how far macro-prudential supervi-

sion and intervention affects the micro-prudential picture and any recourse pro-

vided therein. It would seem that judgment based micro-prudential supervision in

particular may implement macro-prudential directives at the level of specific

institutions. Policy thus mixes with the legal framework and there is an acute

danger that politics re-enter through administrative agencies which were created

precisely to provide a more objective environment. As a minimum, it may well

become necessary to split out the macro-supervisory tasks according to their

closeness to pure policy and devise the legal framework accordingly. Indeed,

imposing counter-cyclical capital and liquidity measures may be pure policy (just

like monetary policy is), where there can be barely legal guidance, but resolution is

at the other end of the specter and requires a much clearer legal framework. The

impact on micro-supervision may be somewhere in the middle.

Again, we at least know the legal structure of micro-risk management and the

regulatory regime in which it operates at the administrative level, they were already

mentioned and center on capital adequacy, the fit and proper test of management,

proper systems to identify and manage risk, and a business plan that determines the

other conditions, even if these simple concepts are more complex in their imple-

mentation and may be further diluted or transformed in judgment based supervi-

sion. The legal framework for client protection under reinforced private law rules is

also known whatever the impact may be of a more principle-based approach. The

legal framework for macro prudential supervision on the other hand is much less

clear and specific. This is followed by a vague institutional structure. At the level of

G-20, after the 2008 financial crisis broke, a new Financial Stability Board (FSB)

was created as successor to the Financial Stability Forum (FSF) which was formed

by G-7 in 1999, operating from Basel, but had proved to be ineffectual in the run up

to the financial crisis. It was discredited but nothing suggests that the new Board can

do any better and has greater foresight. Following this initiative, we now see

stabilization committees being created nationally, like in the UK the Financial

Policy Committee (FPC), in the US the Financial Stability Oversight Council

(FSOC), and even in the EU the European Systemic Risk Board (ESRB). All are

advisory and so far have no original powers. In the US under the Dodd-Frank Wall

Street Reform and Consumer Protection Act, the FSOC became supported by the

Office of Financial Research (OFR) to improve the quality of financial data better to

support financial policy makers and more reliably to spot the risks.
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In the UK under the Financial Services Act 2012, the Financial Policy Commit-

tee (FPC) was created in the Bank of England14 after the latter resumed regulatory

responsibility under the same Act for the financial service industry in terms of

licensing and prudential supervision through the already mentioned Prudential

Regulatory Authority (PRA). Also here, it is not clear what the FPC’s precise

remit is; it could be argued that the policy aspect of financial stability is truly a

Treasury matter (and remains political). The FPC may recommend to the Bank of

England (which must consult the Treasury before action) broad policy changes for

the PRA in its micro-prudential supervision.15 As we have seen, in the US, it is the

Financial Stability Oversight Council (FSOC) that has taken on macro-prudential

advisory responsibilities. Aims were the lowering of the risk of financial crises and

reducing the cost on the rest of the economy when they hit the financial system.

Also here, the main point may be to depolitise these issues and have them covered

by independent boards or councils,16 but taking these issues away from politics in

this manner could hardly mean unfettered discretion in the administration and poses

again the question what legal framework is then being used. Is there still some form

of recourse?

The relevant EU Regulation of 201017 does not manage to create a clearer legal

framework either and it is not obvious what the European Systemic Risk Board

14A Part 1A was added to the Bank of England Act 1998 on the Financial Stability Strategy of the

Bank and new Exhibit 2A was added concerning the appointment and removal of members of the

Financial Policy Committee.
15 E.g. from a letter of the Governor of the Bank of England to the Chairman of the Treasury

Committee of the House of Commons of Nov. 22 2013, it is clear that identifying bubbles e.g. in

the housing market was a concern. According to the Record of the FPC Committee meeting held

on June 17 and 25 2014, it concerned itself also with countercyclical capital buffers for mortgage

lenders which was set at 0 but it issued recommendations requiring a stress test of borrowers

assuming rates would rise by 3% and limiting mortgage lending to new mortgagors with a loan to

income ratio of more than 4.5.
16 In the US, the Dodd-Frank Wall Street Reform and Consumer Protection Act (section 112)

provides the legal basis following the G-20 lead. The FSOC has three primary purposes and must

(a) identify risks to the financial stability that could arise from material financial distress or failure,

or ongoing activities of large interconnected bank holding companies or non-bank financial

companies or that could arise outside the financial services marketplace; (b) promote market

discipline by eliminating expectations that then US will shield these entities from losses in the

event of failure; and (c) respond to emerging threats to the stability of the US financial system. The

2014 Annual Report lauds the finalization of the Volcker Rule, of the bank capital rules, of the

supplementary leverage ratio for the largest banks, and the advent of clearing for swap markets. It

highlights continuing concerns about money market funds, new financial products, complex

connected financial institutions, reference rates (libor etc.), the prospective impact of greater

interest rate volatility, operational risks, the impact of financial developments abroad, data gaps

and data quality, and housing finance, all important subjects and some inventory of prospective

trouble but no answer as to how to deal with them, probably because it is unclear how and in what

circumstances they will arise.
17 Regulation (EU) No 1092/2010 of the European Parliament and of the Council of Nov. 24 2010

on the European Union macro-prudential oversight of the financial system and establishing a

European Systemic Risk Board.
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(ESRB) should do. According to Preamble 11 of the relevant EU Regulation, the

previously existing arrangements in the EU placed too little emphasis on macro-

prudential oversight and on inter-linkages between developments in the broader

economic environment and the financial system. The ESRB is supposed to remedy

this. As such, it became part of the new committee structure for banking, investment

services, and insurance services and may exert considerable power without offi-

cially having it—it only gives advice and warnings not addressed to individual

service providers but to the EU as a whole or to one or more Member States, or to

one or more of the other Committees, or to one or more of the national supervisory

authorities always with a specified timeline for the relevant policy response (Pre-

amble 17). One reason is that macro-prudential supervision remains a Member

State competency (as all financial regulation is) unless and until especially assumed

by the EU as indeed the ECB was given limited macro-prudential authority under

the SSM Regulation of 2013 (Article 5) concerning the banking union in the euro-

zone, as we shall see, and then also received specific power to act, notably to impose

counter-cyclical capital buffers. This is no longer advise or a recommendation.

In this connection the Introductory Statement of the President of the ECB on

Nov. 17 2014 in a Hearing before the Committee on Economic and Monetary

Affairs of the European Parliament, may be of interest. It discussed also macro-

prudential instruments. This was done with reference to Basel III as incorporated in

the EU Capital Requirements Directive (CRD4) and the implementing Capital

Requirements Regulation (CRR), not with reference to the SSM Regulation, see

Sect. 5 below. Reference was also made in this connection to the June 2014 ESRB

Recommendation that uses a credit to GDP ratio to signal increased lending activity

whilst seeking a common framework for all Member States in which connection

around 30 national macro-prudential measures have been spotted so far. They were

broken down in two types, addressing either (a) systemic risk arising from exces-

sive credit growth and leverage or (b) systemic risk arising from the operation of

large and complex banking groups, usually considered too large to fail.18 The

counter-cyclical capital buffers were considered to belong to the first category but

believed to be less suited or sufficient to address credit developments in specific

sectors, such as real estate, where limits on loan-to-value, loan-to-income and debt

service-to-income may be preferred either alone or in addition. The “too large to

fail” problem was, on the other hand, thought to be best addressed by imposing

extra capital as a permanent requirement. There still seems to be less emphasis on

liquidity although the lack of it, not of capital has always been the more immediate

problem in banking crises.

At virtually the same time, the President of the Cleveland Fed19 laid heavier

emphasis on macro-prudential instruments and identified structural and cyclical

18 It is sometimes thought that this concern about large banks is not typical for macro-prudential

supervision. Even if there are only small banks, there may still be a lot of risk. It also neglects the

time dimension, that is the concern how banking risk evolves over time.
19 Loretta Mester, “The Nexus of Macroprudential Supervision, Monetary Policy, and Financial

Stability” Dec. 5 2014 https://www.clevelandfed.org.
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macro-prudential tools. The first ones are meant to build the resilience of the

financial system throughout the business cycle. They were believed to include

Basel III capital and liquidity requirements, central clearing of derivatives, and

living will resolution plans. The cyclical tools are meant to mitigate the systemic

risk that could build up over the cycle. That concerns the imposition of countercy-

clical capital buffers and stress tests scenarios. This tool is sometimes thought to be

directed to the prevention of or otherwise the cleaning up of bubbles but the better

view is probably that it should affect the liquidity providing function of banks more

generally at the top of the economic cycle. This comes close to monetary policy

which should still be used as an additional instrument, but since it has only one tool:

short term interest rates, it may be less effective and too broad. It would also not

serve as a means to make banks stronger in the face of future crises.

4 The Pro-Cyclical Nature of Banking and Its Effect

on the Type of Supervision. Countercyclical Capital

and Liquidity Buffers

The true problem, it is submitted, is that our society in order to progress must take

considerable and probably ever increasing risks. In fact, there may be no advance

without it and no growth either, especially now that populations are becoming

smaller and older in many parts of the developed world.20 Banks are in the forefront

and finance was substantially recast in the 1980s to deal with providing the

attendant liquidity to government, business and consumers alike on a scale never

considered before. It is this liquidity which is the oil in the machine of the entire

modern society but it requires risk management on a similarly increased scale. It

was thought that we had the means and Basel I and especially Basel II reflected

greater sophistication, but the latter flopped immediately. The financial crisis after

2008 made clear that our means to manage financial risk on this scale remain

limited. At least the traditional micro-prudential supervision and its models were

not sufficient.

Apparently, macro-prudential supervision is meant to fill that void but the

introduction of yet another committee or framework does not by itself clarify

anything. The failure of the earlier Financial Stability Forum at G-7 level was a

case in point. At best, the introduction of macro-prudential supervision creates the

impression that something is done but it still leaves society exposed to the same,

very considerable risks. So far science has proved to be unable to provide better risk

management models or better ways timely to spot shocks and similar upheavals.

20 It may even be questioned whether we want stability at all if it means no more consumer and

student loans. There is also the negative effect on growth, probably underestimated, but it is likely

to become an ever more important issue if growth does not return. Providing general liquidity to

the system by monetary means is hardly a long term substitute.
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Moreover, the quality of financial data is often weak and the data themselves

incomplete, so the financial landscape is poorly understood. A macro-prudential

committee is not going to change this. In practice, the answer has not been more

sophistication, which is very much needed, but limiting financial activity alto-

gether, in many countries by making banks smaller or limiting their activities

through more stringent capital requirements. As liquidity or the lack thereof is the

true killer of banks, not its balance sheet, this renewed emphasis on capital was

probably always miss-focused, whose adequacy in any event much depends on

valuations and a lot of it is opinion. In fact, at the beginning of 2008, many banks

had more capital than was required and were still not safe.

In a crisis, the answer should be for authorities to open the liquidity tap rather

than requiring banks to build capital or wanting smaller banks as a result, which is

conceivably the worst of all worlds in those circumstances and resolves nothing.

First, smaller banks increase banking risk, as they can diversify less; they are more

risky, stress tests show this all the time,21 even if, of course, a bigger bank in trouble

creates bigger problems. Second, the idea that small banks can provide the liquidity

for big business on the scale now necessary in the international flows is a fallacy.

Virtually all larger borrowing would have to be syndicated which is costly and time

consuming. There is also an effect of smaller banking on profitability, therefore on

the ability for banks promptly to recover. Heavy regulation and (discretionary)

supervision has a similarly negative effect. As a consequence, especially in Europe,

banks have had greater difficulty to recover and resume their function. This

contributes to a structurally low growth rate, which is creating ever greater prob-

lems in financing the social welfare state (and its government).

A special related feature is here that the traditional and very necessary govern-

mental support for banks in crisis became problematic for modern states which are

now also largely bankrupt. The 2008 banking crisis thus became soon an aspect of

the government debt crisis. In this atmosphere, decoupling banks from government

in times of financial crisis became another political priority but it may be asked how

realistic this truly is. Banks are ever more becoming government tools, encouraged

(if not forced) to provide the financial support to the public at large which govern-

ments are unable to give, not in the least to consumers. It was much behind the

extreme reductions in capital requirements under Basel I and II which exacerbated

the pro-cyclical nature of banking. This was also thought to promote growth but it

was always questionable whether this money-driven type of growth could ever be

more than a temporary fix, mere monetary fluff. With higher capital requirements

for banks and smaller banking, governments may have to find other ways to make

our type of society work beyond suggesting that central banks keep the liquidity tap

open. To find that alternative may not be easy. Promoting access to the capital

markets is a fancy idea but not realistic for smaller borrowers. It is too costly and

would probably also mean a substantial dilution of the prospectus requirements.

21 It is well known that the multitude of smaller banks were the major problem in the US during the

1930s financial crisis.
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The normal connection between these borrowers and the capital markets is through

the securitizations of bank loans.

Banking is a dangerous activity at the top of the economic cycle. In good times,

there is no end to the euphoria and the public attitude may make things a great deal

worse.22 Banks need to be heavily supervised in such situations, perhaps capital

adequacy then needs to be put at 30% for new business whilst profits should be

retained, bonuses capped, and financial buffers built (and resolution funds) for the

bad times which invariably follow. From a liquidity management point of view,

funding should match new lending in terms of maturity. Financial buffers should be

built in this manner in good times, not in bad. That is what macro-prudential

supervision should be all about. It then operates besides monetary and fiscal policy

as a separate function in the management of the economy and should not be

confused with regulation. In fact, there is little point in regulating banks in bad

times (except for conduct of business and market abuse) when they are already

deeply depressed, or wanting government to interfere when banks are least danger-

ous (and most needed). Notably, macro-prudential supervision should be able to

suspend the capital requirements in such situations when it would also be normal

for banks to be nationalized and the liquidity tap to be opened widely. A resolution

regime asking bond holders and depositors to contribute in bad times, now often

believed also to be part of the answer, would only hasten bank runs, but a

substantial resolution fund buffer should have been built in the good times and

then be activated.

In the society we have and have chosen to live in, a substantial amount of risk

must be taken to progress, not in the least in banking. There is a downside but it

should not be exaggerated. The 2008 banking crisis never went beyond a normal

cyclical event in its size and impact. It was nothing compared to what happened in

the 1930s when GDP shrunk by 25% in many countries. Unemployment did not go

beyond what had been seen in the early 1980s after the two oil shocks, even if there

were higher pockets and youth unemployment became a problem more generally,

product of a lack of structural reform in labour markets. Unpleasant as it was and

still is, it can be overcome and has been in the US sooner than in Europe, probably

because of a better understanding of the situation and a less defensive and more

imaginative approach to banking and its supervision after the initial Dodd Frank

regulation fervour.

Banks must be given room to get themselves back on track and no amount of

micro- or macro-regulatory supervision can substitute. What macro-supervision can

and must do is to call the moment when the screws must be tightened, capital

buffers built, leverage ratios increased, liquidity ratios strengthened, to activate

counter-cyclical forces and create capital, of which Basel III now also speaks but it

22 There is a lot of empirical evidence supporting this. Kiyotali and Moore (1997) demonstrate this

in the housing markets when in good times collateral values increase supporting further borrowing

whilst in bad times decreases lead to crises. Brunnermeier and Sannikov (2014) amplify this with

respect to increased capital levels in banks in good times allowing further lending. It lowers

volatility in asset prices which allows banks to increase leverage, etc.
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leaves it at the margin; it should be put at the center. Resolution funds should also

be strengthened. To call the moment, is an issue of policy not regulation. The

various stability committees (rather than central banks) could be put in charge,

assuming they can acquire the expertise.23 In times of crisis or distress, they could

also decide on resolution including nationalization and the opening of the liquidity

tap and manage this involvement and unwind it as soon as possible. They might

even redirect micro-prudential policies if indeed they can show better risk man-

agement tools, but these are different functions. They need a legal framework which

may vary for the different types of involvement. The issue of calling for counter-

cyclical measures is one of pure policy only concerned with the jurisdiction issue

(who can call). Resolution on the other hand needs a firm legal framework. So needs

the involvement of macro-prudential authorities in micro-prudential supervision,

although quite different.

Without any better insight in how society works and operates, it is submitted that

this is the best that can be done and be expected from macro-prudential supervision.

Any more risks to become fiddling and fumbling, where the law of unintended

consequences rules and groping in the dark takes over.

5 The Legal Framework in the Euro Banking Union. The

Approach in the Single Supervisory Mechanism (SSM)

and Single Resolution Mechanism (SRM)

It is posited that all financial regulation needs a legal framework within which the

financial business must be conducted. This is the result of it having been taken out

of politics and left to regulators largely as an administrative function. It raises major

issues, especially the questions of a rule based system, the matter of regulatory

discretion, and the protection of participants against regulatory failure and short-

comings. The exception in the view here represented is in the anti-cyclical pruden-

tial policies, which, like budgetary and monetary policy, remain separate policy

functions and are not regulatory. Except in terms of authority, this is a political

framework where discretion prevails although it could be argued that there still

would have to be (some) democratic accountability of the institution in charge, in

the EU now foremost the ECB.

It follows that although one may be skeptical of the effectiveness of all micro-

and macro-management through financial regulation, it cannot be based on discre-

tion. It can also not lead to a direct involvement of regulators in the running of the

23 The IMF found mixed results in the use of macro-prudential tools in reducing systemic risk in

49 countries, see C Lim, F Columba a.o, “Macroprudential Policy: What Instruments and How to

Use Them? Lessons from Country Experiences”, IMF Working PaperWP/11/238 (Oct. 2011), but

these measures where incidental and did not amount to the strategic countercyclical policy here

advocated.
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financial industry; it would lead to a financial system being operated by the

complete amateur. It is a bad idea that may well present us with the worst—it

was already mentioned. There would be no supervision of or accountability to

shareholders or other stakeholders either. Ideas of legality, equality, proportionality

and non-discrimination falter in such an environment. Pursuits of private hobbies

and possibly vindictive attitudes in regulators frustrated by their own failures to

prevent crises coupled with desires to impose ever larger fines and create an income

in this way, would get free reign. As far as these regulators are concerned, as a

minimum, they and their organisations should be accountable in principle for the

consequences of such interference in terms of civil liability.

But it is not counter-intuitive to require that regulators should do more than box

ticking, and that there should be a level of authority that is proactive and perhaps

also able to discount views on macro-economic developments and on any

destabilisation forces that may affect and undermine the safety and credibility of

the financial system and its liquidity providing and recycling function. That would

be the other part of macro-prudential supervision. It is clear that this role is

increasingly complicated by the intensive globalization of the financial service

industry and the extensive cross-border activity of all major banks. It leads first to

jurisdictional problems: the relationship between home and host regulators as is

well known from the already mentioned EU experience in micro-prudential super-

vision and to a discussion about some transnational regulatory regime. From a

macro-prudential point of view, absence of an international safety net is here

another important issue. It may well be argued that what caused or at least

aggravated the 2008 financial crisis was indeed the non-existence of an interna-

tional safety net for cross-border financial activity. When problems started to arrive,

nobody knew which government would save what, or was even able to do

so. Again, the creation of such a safety net in good times was already identified

as a prime macro-prudential task, now at the international level.

At least these are issues to some extent handled the Eurozone of the EU, where in

the context of the banking union a Single Supervisory Mechanism (SSM) has been

set-up that envisages not only a central regulator at the level of the European

Central bank (ECB)24 but also a Single Resolution Mechanism (SRM) and a Single

Resolution Fund (SRF) that ultimately will assume mutualisation of banking debt.

EU Regulations underpin the ECB’s authority in this connection, of which the one

of Oct. 15 201325 is the most immediately relevant for the Single Supervisory

Mechanism (SSM). It also set the scene for the Single Resolution Mechanism

24 It should be noted that even though there is now a single regulator, there is as yet no single

regulatory regime. The ECB as the new banking regulator for the eurozone banks in many of its

activities still operates under the laws of Member States, even if harmonised by Directives and by

the drive for a single rule book created by the European Banking Authority (EBA). Even where it

operates under Regulations, these may still give local authorities options to fashion their own rules.
25 Council Regulation (EU) no 1024/2013 conferring specific tasks on the European Central Bank

concerning policies relating to the prudential supervision of credit institutions, OJL 287/63 (2013).
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(SRM) and the Single Resolution Fund (SRF)26 as the second pillar,27 and for the

third, the Single Deposit Guarantee Scheme, which remains, however, a project for

the future. It will be argued that the multiple roles combined here in the ECB is

itself becoming a major issue.

The Single Supervisory Mechanism (SSM) as the first pillar envisages a banking

union for the Eurozone with the ECB as the central regulator, aided by national

regulators. As from November 2014, it directly regulates the major eurozone

banks,28 around 120, the remaining (about 5000) are covered by the local regulators

although also under the ultimate authority of the ECB.29 Licenses are granted or

withdrawn by the ECB (Article 14 of the 2013 Regulation), which is also in charge

of prudential supervision. Conduct of business remains domestic although subject

to harmonization under EU Directives. Member States who may still propose and

advise on licenses are technically still in charge of the formalities. There is,

however, overlap, also in the relationship with the European Systemic Risk Board

(ESRB). It was already mentioned that the latter is part of the existing Committee

structure in the EU which is to be respected by the ECB unless specifically provided

otherwise.

Although in the area of financial stability, the ESRB can only issue recommen-

dations whilst even here its role and remit may not be fully clear as already noted,

the ECB under the SSM has specific direct macro-supervisory responsibilities and

powers. These are still limited under Article 5 of the 2013 Regulation as much of

this authority is also still domestic in Member States under the Directives, but

notably in the important area of determining counter cyclical capital buffers, the

ECB can impose higher requirements (Article 5(2)) “if deemed necessary”, includ-

ing countercyclical buffers. This apparently does not apply to the leverage ratio

which is still not perceived as variable and countercyclical in the EU. Reading on,

this power of the ECB is not limited to set extra capital buffers but may also apply

“more stringent measures aimed at addressing systemic or macro-prudential risks”.

That is a very broad brief that could also affect the liquidity and leverage ratios and

26Art. 136 of the Treaty on the Functioning of the European Union (TFEU) was amended by

adding: “The Member States whose currency is the euro may establish a stability mechanism to be

activated if indispensable to safeguard the stability of the euro area as a whole. The granting of any

required assistance under the mechanism will be made subject to strict conditionality”. “That

refers especially to state aid restrictions. It means that the fund (like the SSM) operates within EU

law subject to the jurisdiction of the ECJ”.
27 The SRM is embedded in the framework of the earlier EU Directive 2014/59/EU of May

15 2014 establishing a framework for the recovery and resolution of credit institutions and

investment firms which covers all Member States, but the Board substantially replaces the national

resolutions authorities under that Directive in the eurozone area (see Preamble 86 of the 2014

Resolution).
28 They are the banks whose asset value exceeds € 30 billion, whose assets are more than 20% of

their country’s GDP (unless assets are less than €5 billion, or are the top three banks in their

country. The ECB decided which these were in Sept 2014.
29 International relations remain the competency of the Member States, therefore also the licensing

of branches of non-EU banks and their supervision (Article 8).
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even the fit and proper test (beyond its micro-prudential powers to remove members

of management, Preamble 46) and especially systems and models. It could even

mean a whole new system of risk management. It should be noted immediately that

the counter-cyclical function is here not yet sufficiently split out as a major macro-

economic policy facility and still rather perceived to operate in a regulatory

framework.

The Single Resolution Mechanism (SRM), being the second pillar of this system

was established by Regulation approved in April 2014.30 It establishes a Single

Resolution Board (SRB). An important further feature is the supplementation by a

Single Resolution Fund (SRF). Whilst the ECB has the principal responsibility for

declaring a bank likely to fail, it is the SRB that has the duty to determine that no

other solution is viable. It assesses in cooperation with national authorities the need

for resolution of banks in Member States participating in the banking union and

draws up a plan. The ultimate decision then lies with the European Commission

which also activates the SRF if deemed necessary. The ECB thus triggers resolu-

tion, the SRB prepares the plans and issues guidance to the national resolution

authorities in the Eurozone, including the measure as to which senior or junior

lenders and perhaps even certain depositors should contribute. That is bail-in.31 The

EU Commission ultimately decides as the only institution that was believed to have

sufficient power to do so and it then also bears the ultimate political responsibility.

6 The Issue of Recourse Under the Single Supervisory

Mechanism (SSM) and Single Resolution

Mechanism SRM

The powers of the ECB have become multiple and extensive. This raises more

urgently the issue of recourse against it, in both the Single Supervisory Mechanism

(SSM) and Single Resolution Mechanism (SRM). Article 22 of the 2013 SSM

Regulation requires due process, especially a hearing for aggrieved persons (Article

22), taking into account also the Charter of Fundamental Rights (Preamble 63), but

it is limited to the powers conferred under Article 4 (the micro-prudential powers),

urgent action being excluded also, and does notably not cover the (macro-

prudential) powers under Art. 5. The ECB’s decisions are subject to review by

the ECJ but without prejudice to the “margin of discretion left to the ECB to decide

30 EU Regulation No 806/2014 of July 15 2014 OJL 225/1 (2014).
31 The creation and management of the SRF was contentious, also the contributions. It was

ultimately decided that banks will make contributions ex ante so that in 8 years after Jan 1 2016

1% of the projected deposits of all banks in the banking union will be covered and this is estimated

to amount to €55 billion. More may be demanded ex post if this proves insufficient. These transfers
from national entities towards the SRF as an EU body are regulated under the inter-governmental

agreement of Dec. 2013 and not under the Regulation.
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on the opportunity to take these decisions” (Preambles 60 and 64). Under Article

24, an Administrative Board is set up to conduct internal administrative reviews of

the decisions taken by the ECB in the exercise of the powers conferred on it by the

SSM Regulation. It pertains to the procedural and substantive conformity of the

decisions with the Regulation and concerns the issue of legality. One must assume

here a formal attitude allowing fully for the substantial discretion given the ECB,

not in the least in its macro-prudential role. According to Preamble 61 and with

reference to Article 340 TFEU, the ECB must make good any damage caused by it

under “the general principles common to the laws of Member States”, but it is

unclear when and how this becomes relevant.

It was already said in this connection that the macro-prudential supervision in as

far as it deals with the pro-cyclical aspects of banking, is not regulatory and should

not be considered in terms of recourse in that manner. At least to the extent counter-

cyclical capital barriers are imposed, it would appear correct, that there is no

recourse, but it might not be for the rest of macro-prudential supervision. It raises

serious issues in the case of macro-prudential supervision where it impacts on

micro-prudential supervision and also with regard to the resolution regime. It was

already suggested before that these three areas of macro-supervisory involvement

should be clearly distinguished. More in general, it is uncertain what the previous

references add up to in terms of recourse except pious statements. The immunity of

the ECB in particular is constantly reinforced. But who then is accountable and

responsible and for what? Preamble 30 SSM Regulation, at the end, refers to the

“. . ...principles of equality and non-discrimination” (legality and proportionality

are not mentioned), but it is preceded by a long policy declaration emphasising

(a) first the safety and soundness of credit institutions, (b) the stability of the

financial system, and (c) the unity and integrity of the internal market. Micro-

and macro-prudential considerations come here together and complicate any legal

recourse further. The protection of depositors comes later and there may of course

be considerable conflicts of interest, see also the discussion at nt 6 above. Alto-

gether, the legal framework and recourse possibilities appear weak for affected

financial institutions and individual depositors and investors. Clearly in the present

climate, it had no priority.

In the Single Resolution Mechanism (SRM), the situation is not much clearer.

Preamble 46 of the SRM Regulation wants the Resolution Board to take “necessary

and proportionate” measures. In view of the safeguards under Art. 16 of the Charter

of Fundamental Rights, the Board’s discretion and its measures are seen as limited

to “what is necessary to simplify the structure and operations of the [relevant]

institution, . . ..consistent with Union law, . . ...neither be directly or indirectly e

discriminatory on grounds of nationality, . . ...justified by the overriding reason of

being conducted in the public interest in financial stability. . ..[but the Board] should
be able to achieve the resolution objectives without encountering impediments to

the application of resolution tools or its ability to exercise the powers conferred on

it by this Regulation,. . ..[although] action should not go beyond the minimum

necessary to attain the objectives sought”. The Single Resolution Board (SRB)
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and, where applicable, the national resolution authorities should take into account

the warnings and recommendations of the European Systemic Risk Board (ESRB).

As the EU Commission itself takes the final decisions in matters of resolution, it

also become involved and Preamble 30 identifies here two situations: resolution

action involving state aid or fund aid. State aid must be compatible with the

operation of the internal market, fund aid may be made conditional (without

limitation) on burden sharing, losses to be absorbed first by equity, contributions

of hybrid capital holders, subordinated debt holders and senior creditors. There may

be restrictions on the payment of dividends or coupons, on the purchase of own

shares, and acquisitions, either through an asset or share transfer, and prohibitions

against aggressive commercial practices.

The SRB on the other hand under Preamble 49 concentrates on the nature of the

business, shareholding structure, legal form, risk profile, size and legal status and

interconnectedness to other institutions, scope and complexity of activities and the

effect of ordinary winding up under the normal insolvency proceedings would have

a significant negative effect on financial markets or wider economy, ensuring that

the regime is applied in an appropriate and proportionate way and that the admin-

istrative burden is minimized. It may deviate from Directive 2014/59/EU

(Section A of the Annex) in the resolution planning and information requirements

on an institution specific basis. The resolution tools themselves are described in

Preambles 65 and 68 ff. sale of the business, the creation of a bridge institution,

bail-in, and the asset separation tool. Secured, collateralized or otherwise

guaranteed claims are not subject to the bail-in, nor are claims covered by deposit

protection schemes or those that cannot be bailed in within a reasonable period of

time or are necessary for the continuation of the business or will be destructive to

the rest of the business or spreads contagion, probably meaning the causation of a

bank run (Preambles 76 and 77). Other claims may then be bailed in to a larger

extent or if not possible, the Fund will contribute provided that at least losses

amounting to 8% of total liabilities have been absorbed.

Other problems loom. Under Preamble 57, the SRB is required to place an

institution under resolution before balance sheet insolvency and before all equity

is wiped out, but it may still be different when the entity continues to be viable.

Preamble 60 further requires the SRB, the EU Commission and the Council to

ensure that resolution action is taken in accordance with certain principles including

that shareholders and creditors bear an appropriate share of the losses, that the

management should in principle be replaced, that the cost of resolution are mini-

mized and creditors of the same class are treaty in an equitable (not equal!) manner,

barring ant discrimination on the basis of nationality. There may be a problem in

particular with the separation of creditors between old and new entities. Preamble

62 invokes Article 52 of the Charter and states that the resolution tools should only

be applied to those entities that are failing or likely to fail and only where necessary

to pursue the objective of financial stability in the general interest. Again, the

concept of stability is not defined. In particular, resolution tools should be applied

where the entity cannot be wound up under normal insolvency proceedings without

destabilizing the financial system and the measures are necessary to ensure the rapid
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transfer and continuation of systematically important functions and where there is

no reasonable prospect for any alternative private solution. Note this is all a matter

of opinion.

Preambles 62, 63, 64 and 65 require any interference with property rights to be

proportionate and affected shareholders and affected creditors should not receive

less than they would have in an immediate liquidation. Again this is at best a

question of ex post estimation and raises the vital issue of valuations. A right of

appeal is here delayed to an appeal of the resolution decision itself. Interesting no

doubt is the provision that any shortfall will be made good for affected shareholders

and creditors by the SRF.

Finally, Preamble 120 of the SRMRegulation introduces the ECJ, which is given

the jurisdiction to review the legality of the decisions adopted by the SRB, the

Council and the Commission under Article 263 TFEU as well as for determining

their non-contractual liability. It may also give preliminary opinions under Article

267 TFEU upon request of national judicial authorities on the validity and inter-

pretation of acts of the institutions, bodies or agencies of the Union. National

judicial authorities are competent in accordance with their national law to review

the legality of decisions adopted by the resolution authorities of the relevant

Member States in the exercise of the powers conferred upon them by the Regulation

as well as determine their non-contractual liability. A further reference to the

Charter is made in Preamble 121.

7 What Does This Mean in Practice?

It was already mentioned that Article 5(2) of the SSM Regulation of 2013 directly

gives the ECB macro-prudential powers, although they are limited and in principle

specific. It was also said that the counter-cyclical policy function is not here

sufficiently split out and set apart.

We may imagine a cluster of complications. Assume that the macro prudential

authority (mostly the ECB in the EU euro-zone) in its views of what financial

stability may require from time to time forces new models and systems on the

financial services industry whilst notifying to the effect the micro-prudential reg-

ulators. Presumably it will be a general measure not directed at individual financial

intermediaries in the nature of all macro policy, although it is possible that local

micro-regulators including the ECB in that function do not apply them across the

board but discriminate, perhaps because these measures cannot work for all or for

whatever other reason. Imagine further that these new systems and models prove

defective. There are several possibilities as to who suffers. If the solvency of the

intermediary is at stake, shareholders will be first in line but creditors, including

depositors in banks, may also be affected, especially if the ultimate result is a bail

in. If the reporting to clients is affected, they may not know where they stand and
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suffer then also. This becomes at first a matter of liability for conduct of business of

the intermediary vis a vis the affected client, but subsequently potentially also a

matter of regulator liability in respect of both intermediary (if it had to pay the

depositor/investor) and depositor/investor directly if they cannot recover from the

intermediary.

Thus if things still go wrong, micro-prudential regulators and the ECB in that

role under national laws would be first in line of recourse, but are they excused

implementing macro-prudential instructions? Do shareholders have a (class) action

against the competent regulator if a financial entity suffers? If individual depositors

or investors are affected, do they still have an action first against their immediate

intermediary and do they and the latter subsequently have any recourse against the

micro-prudential regulator and this one (and the aggrieved persons also) ultimately

against the macro-prudential regulator? A judgment approach in these matters may

incite an arrogant disposition in micro-prudential regulators, much complained of

after 2008, and further complicates the question of liability. Can, on the other hand,

there be recourse between micro and macro prudential supervisors if the former

have to pay up?

The ECB would appear here in the double role of micro- and macro-supervisor.

What does the duty of the ECB to make good any damage under Article 340 TFEU

mean in this connection quite apart from the further reference in Preamble 61 to the

“principles common to the laws of the Member States” setting here an independent

standard which is itself unclear? At least as macro-regulator, one would assume that

the ECB cannot discriminate and it addresses itself not to individual financial

intermediaries (although it might still discriminate between countries and as such

disturb the international playing field between banks), but in the implementation at

the level of micro-regulation in respect of individual financial intermediaries, it

probably can still distinguish. What does the reference to the principles of equality

and non-discrimination referred to in Preamble 30 mean in this connection? A

reference to legality and proportionality is here in any event missing. It is said in

Preamble 53 that the ECB has no power to impose fines other than on credit

institutions (banks) but by exercising macro-prudential powers and giving micro

prudential direction they may well contribute to a punitive environment and culture.

To this must be added the powers of the ECB and especially the SRB under the

Single Resolution Mechanism (SRM) pursuant to the 2014 Regulation where the

bottom line and defense of resolved institutions appears to be that they were still

viable, hard to establish, and for affected shareholders creditors that they at least

received as much as they would have in an immediate liquidation, if such could

indeed be reliably established, and for the latter that there would not be discrimi-

nation between those who stay with the viable enterprise and those that must stay

with the rest.
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8 Conclusion

The present EU legal framework concerning systemic risk and its regulatory

supervision is not robust and transparent. After 2008, policy considerations took

precedence over protection of financial intermediaries and depositors/investors

alike. Legally, one cannot therefore be at all sure in these matters. The issue of

recourse did not rank high, probably due to the present negative attitude to the

financial service industry which is only popular at the top of the cycle when it gives

money to all but is then also at its most dangerous. For the time being, we live with a

payback mentality in respect of banks, common at the end of each cycle. Whether

this makes sense and whether it sets these banks up better for the future is a matter

of opinion.

Ultimately all comes down to adequate risk management to avoid crises and if

they happen to an effective crisis management As to the former, when conducted or

supervised through regulation and regulators, it needs an adequate legal framework

which requires foremost insight and sophistication and proper distinctions.

Although one must provide for flexibility, it cannot result in indeterminate discre-

tion aggravated by overlapping competences if we still mean to operate in a legal

framework. To the extent, matters must be left to policy as in macro-supervision of

systemic risk through counter-cyclical capital adequacy and liquidity policies, they

should be taken out of regulation and be subject only to principles of equal

treatment and non-discrimination, implicit in all macro-policy.

Thus, whilst a counter-cyclical attitude to banking is very necessary and the

creation of financial buffers at the top of the cycle undoubtedly a minimum

requirement to promote financial stability over the cycle, this type of macro-

economic intervention should be split out and be well separated from the rest of

macro-prudential supervision including crisis management (also resolution) and

any micro-prudential fine tuning. That is not so far sufficiently done. It creates

considerable legal problems exacerbated by a confusion of competencies at the

level of the ECB, which exercises all these functions in the euro-zone (for resolu-

tion supported by the SRB), and is also in charge of monetary policy (extended to

the protection of the euro currency) whilst acting at the same time as bank of last

resort (now increasingly even for euro-zone governments) and also involving itself

in economic stimulus measures balancing and counteracting (where necessary in its

view) national fiscal policies including structural renewal plans.

The practical result for the euro-zone is that especially the various references in

the 2013 SSM and 2014 SRM Regulations to protection, mostly supplemented by

references to discretion, hardly add up to a clear system of legal safeguards for

those directly involved in the financial services industry: financial intermediaries,

their clients, and shareholders or creditors. The end result of taking these matters

out of politics, itself mostly laudable and necessary (except for the counter-cyclical

measures, which concern policy), is that banking and its supervision become

entangled in policies determined at administrative level. This is likely to mean

arbitrariness without accountability and provides an unsafe and conceivably also
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ineffective framework for financial regulation in the EU, particularly in its euro-

zone. It would not appear to be a good model.

Why has it come to this? Particularly in the EU, the reaction of regulators and

politicians to the 2008 financial crisis has, on the one hand, been one of extreme

involvement in order to be seen to be acting with the simple objective of reducing

risk without properly understanding it, and, on the other, one of extreme escapism

in view of the intractability of the problems and the lack of sufficient objective

guidance. This escapism is demonstrated in three ways: (a) a flight into high

regulatory activity without consideration of the basic liquidity needs in the next

20 years and how it is to be provided and the connected financial risk is managed in

an ever more globalizing world, (b) a flight into a belief that capital markets can

substitute for banking activity, (c) a flight into fancy with respect to the ECB which

is given greatly conflicting competences, largely unlimited in all of them, and

immunity from suit for the consequences in virtually all lines of its activity. This

latter attitude is irrational and built on the reputation of one person, the President of

the ECB, which may fall as fast as it has risen. The result is a prolonged malaise

and, at the legal level, a poor framework for participants, financial intermediaries

and clients alike.
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Regulating SIFIs in the European Union:

A Primer from an Economic Point of View

Andreas Horsch

Abstract Global financial markets have experienced an unprecedented succession

of crises affecting the processes, structures, and rules of said markets. As well as the

underlying crises, innovative concepts to regulate and supervise financial institu-

tions are still unfolding, leading to new organizations as well as new rules. While

many of the institutional responses are of a general nature, specific institutional

change is directed at selected financial intermediaries. While small in number,

Systemically Important Financial Institutions (SIFIs) are, by their very nature, of

seminal importance. First of all, this analysis puts SIFI regulation into perspective,

before identifying two critical pillars of any SIFI rulebook. Based thereon, it is

shown that the current European approach seems rather ill-conceived, as it lacks

thorough justification, reasoning, and structure, and is thus prone to causing unde-

sirable market processes in the future. This segues into the discussion of alternative

approaches to the regulatory treatment of SIFIs that could lead upcoming institu-

tional change in a reasonable direction.

Keywords Systemic risk • Too big to fail (TBTF) • Systemically important

financial institution (SIFI) • Expected loss • Institutional change

1 Regulation and Supervision of SIFIs as Part

of the European Institutional Responses to the Financial

Crisis

Starting with the subprime debacle in 2007, a series of financial crises has impacted

financial markets. In the wake of these crises, not only market processes and market

structures, but also the market rules (i.e. the rules themselves as well as their

enforcement) that shape financial markets have exhibited far-reaching adjustments.

As a result, institutions, i.e. the rules of the game, as well as the organizations
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enforcing them,1 evolved in a crisis-driven manner. Although declared to be

intentional and targeted, this institutional change shows patterns of spontaneity2

that call for thorough analysis.

Regarding the responses to the crisis processes, the European rulebook as well as

the landscape of European supervisory organizations involved show numerous and

far-reaching developments. While many of the institutional responses are of a

general character, certain institutional change has been directed solely at selected

financial intermediaries:

• Rules: Amendments of general rules (e.g. Basel III), but also the creation of

particular rules, e.g. the specific regulation of Systemically Important Financial

Institutions (SIFIs).3

• Organizations: Extension of the—already dense and complex—structure of

regulatory and supervisory authorities. On a global level, this encompasses

institutions such as the G20 summit or the Financial Stability Board FSB;4 on

the European level in particular it means the evolution of the EBA, EIOPA, and

ESMA.5

While the majority of contributions to this compilation deal with organizational

aspects, this analysis supplements them by focusing on particular problems caused

by the institutional change of SIFI-specific rules. This analysis first puts SIFI

regulation into perspective, before identifying two seminal pillars of any SIFI

rulebook. Based thereon, it is shown that the current European approach seems

rather ill-conceived, as it lacks thorough justification, reasoning, and structure. The

fifth and final part concludes and segues into a discussion of alternative approaches

to the regulatory treatment of SIFIs. For matters of clarity, this analysis is focused

on (systemically important) banks (SIBs), while most of the considerations also

apply to other types of financial intermediaries (e.g. large insurance companies).

1 This distinction is according to the seminal work of Nobel laureate Douglass C. North, who
defines institutions as the “rules of the game” and distinguishes them from organizations, see North

(1990), pp. 3–6. However, “institutional change” encompasses the evolution of rules and organi-

zations alike.
2 The elaboration of the distinction between spontaneous and designed rules belongs to the seminal

achievements of Nobel laureate Friedrich August von Hayek, see extensively v Hayek (1989). See
also v Hayek (1963), and, of his earlier works, v Hayek (1933), especially p. 129 on “spontaneous

institutions”.
3 Obviously, “financial institutions” goes beyond banks. Regardless of non-banks—like AIG—
being treated as SIFIs during or prior to the financial crises, the discussion of systemic importance

traditionally focuses on banks, see e.g. Herring (2009), especially p. 178. This primer proceeds

analogously. In particular on systemically important insurance institutions, see Harrington (2009).

More in general on various financial institutions of systemic relevance, see Billio et al. (2012).

Skeptically on the existence of SIFIs that are neither banks nor life insurers, see Elliott (2012).
4 Representing a global view, not going into European details, see Moshirian (2012).
5 As discussed in several contributions to this compilation. As an overview, see also Schoenmaker

(2013), especially pp. 365–368.
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2 The Evolution of the SIFI Approach

2.1 Systemic Risk

As a term and as a concept, ‘SIFIs’ are one of the regulatory innovations brought forth
by the recent financial crises. It is a regulatory innovation only, as the underlying

phenomenon of financial institutions that are so important that their (poor) health

would probably affect the health of the financial systemas awhole is amore traditional

problem. Recent SIFI concepts evolved after financial institutions of this kind expe-

rienced financial turmoil of a previously unknown seriousness, scale, and scope in the

wake of the crises. This led to the conclusion that a separate approach towards those

institutions was necessary. The rulebook that initiated the recent wave of SIFI regu-

lation has been theDodd-FrankAct.6While this regulation covers numerous fields, the

“overriding goal of the Dodd-Frank Act was to reduce systemic risk”.7

As for the term ‘SIFI’, there seems to be no generally accepted definition of the

underlying category of systemic risk. Nevertheless, most approaches overlap in

their focus on selected financial institutions.8 In general, systemic risk can be

defined as the risk that a certain incident triggers events that endanger the stability

of the (financial) system as a whole.9 When focusing on financial institutions,

systemic risk means significant losses to or even failures of a number of financial

intermediaries that lead to the contagion of further financial firms or even

non-financial firms. While several methods of contagion exist (e.g. interbank busi-

ness or bank runs driven by herding depositors), the results are the insolvencies of

some firms, and seriously tightened market prices for those that do not fail.10 While

the latter consideration refers to financial institutions being harmed by systemic

risk, the issue of SIFIs takes a different point of view, as it considers the possibility

of a financial institution being the source of systemic risk. Until recent years, the

general problem has been widely discussed and became known as the term “too big

6 See Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111–203, §§

931–939H, 124 Stat. 1376 (2010). Of the numerous comments on Dodd-Frank in general, see

extensively Murdock (2011). With respect to the impact of Dodd-Frank on financial regulation, see

also Cooley and Walter (2011).
7 Coffee Jr (2012), p. 342.
8 See the extensive discussion by Schwarcz (2008), especially pp. 196–198.
9 For an overview of different definitions, see Prokopczuk (2009), pp. 2–4.
10 One of the shortest definitions of systemic risk (the “possibility of system wide failures”) has

been provided by Kaufman (1996), p. 17. The European Central Bank defines systemic risk as a

risk of financial instability “so widespread that it impairs the functioning of a financial system to

the point where economic growth and welfare suffer materially”, see European Central Bank

(2010), p. 147. During his extensive discussion, Schwarcz (2008), especially p. 204, suggests a

rather detailed “working definition of systemic risk: the risk that (1) an economic shock such as

market or institutional failure triggers (through a panic or otherwise) either (X) the failure of a

chain of markets or institutions or (Y) a chain of significant losses to financial institutions,

(2) resulting in increases in the cost of capital or decreases in its availability, often evidenced by

substantial financial-market price volatility”. On the ambiguity of the definitions of systemic risk,

see Cerutti et al. (2012), with further references.
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to fail” (TBTF). However, the recent financial crises drove regulatory innovation

that amended the position towards those particular institutions.

2.2 The Traditional “Too Big to Fail”-Doctrine

The adjective “too big” apparently addresses size (here: of a particular firm).

Although size has always been regarded as an economic problem in general, the

discussion has focused on its correlation with corporate profitability, (in)efficiency,

innovation, and others.11 At the same time, it seemed “all the more curious, then,

and ironic, that the one area where the advantages of corporate bigness are clearest

and most unequivocal should be omitted from discourse. That is the capacity of the

giant corporation to demand—and to obtain—government bailouts”.12 In general,

the “too big to fail” doctrine thus stands for a governmental approach of shielding

stakeholders of a large (financial or other) institution against losses which its failure

could cause, by ex ante avoiding the failure itself: Traditionally, this approach—

including its contradiction to market economic principles—is justified by politi-

cians and regulators by the assumption that the economic costs of a failure would be

higher than the costs of a pre-emptive bailout by the government.13 The United

States, in particular, had already seen large-scale corporate failures leading to

bailouts justified by company size, thus showing a de facto “too big to fail” doctrine

at work. However, it took a financial institution’s breakdown-and-bailout to coin

the term “too big to fail” explicitly.14

Retrospectively, the first public announcement regarding the systemic impor-

tance of a group of banks goes back to 1984, when the US comptroller of the

currency15 Todd C. Conover reported to the US congress in the wake of the

11 For an empirical study of systemic risk drivers among European banks that shows size to be a

minor determinant of SIFIs, see Kleinow and Nell (2015).
12 Adams and Brock (1987), p. 61. Nevertheless, the economic history of the US in particular

shows a long tradition of concern about big banks, see Goldstein and Véron (2011), p. 5.
13 See, e.g., Moosa (2010), pp. 319–320.
14 Among the most (in)famous examples are the insolvencies of the railroad company Penn
Central, and car manufacturer Chrysler in the 1970s. On the Penn Central case, see Weston

(1971), especially p. 311, and the further contributions in that issue, pp. 327–362. On (the loan

guarantee programme for) Chrysler, see e.g. Reich and Donahue (1985). On the meaning of

Continental Illinois for the TBTF concept, see Goldstein and Véron (2011), pp. 5–6. Besides the

subsequent analysis, see also, more briefly, Kleinow et al. (2014), especially pp. 1586–1587.
15 The US (office of the) comptroller of the currency (OCC) is an independent agency of the

Department of the Treasury that “charters, regulates, and supervises national banks and federal

savings associations (collectively, banks) and licenses and supervises the federal branches and

agencies of foreign banks. The OCC’s mission is to ensure that these institutions operate in a safe

and sound manner, provide fair access to financial services, treat customers fairly, and comply with

applicable laws and regulations”, see OCC (2014), p. 1. As he shows characteristics of a central

banking as well as of a supervisory agency, an equivalent to the OCC might not be found in

different regulatory architectures.
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governmental bail-out of Continental Illinois bank. Referring to this rescue, he

stated that the bank belonged to a group of altogether eleven “multinational

banks”.16 Although the comptroller avoided confirming that any other of those

banks would experience the same treatment (of debts being granted, and creditors

and shareholders being protected) in the case of financial turmoil, he failed to

conclusively assure the possibility of different treatment to the members of con-

gress. On the contrary, he advocated for the usage of public funds to bail out banks,

thereby confirming the suspected rescue principle for certain banks.17 Finally, the

debate produced the term ‘too big to fail’, delivered by congressman McKinney:
“We have a new kind of bank. It is called too big to fail. TBTF, and it is a wonderful

bank”.18 So while the problem of company size is an old economic one, and while

the connection between having become particularly big and/or important, on the

one hand, and to be (not) allowed to fail, on the other hand, had surfaced in the

Chrysler rescue, among others, it became a fixed term after Continental Illinois: On
the day following the named hearing that featured the Conover/McKinney state-

ments, the Wall Street Journal (WSJ) published an article titled “U.S. Won’t Let
11 Biggest Banks in Nation Fail”, along with a list of the 11 biggest US banks rather

congruent with the internal list of the regulator (see Table 1).

After the Continental Illinois bailout was received with scepticism, a “demise of

TBTF began around 1986, when regulators devised ways to save the bank without

sparing the holding company”.19 While US legislators/regulators and supervisors

tended to deny the validity of the doctrine in order to mitigate unwelcome regula-

tory distortions of market incentives, this attempt was quickly thwarted: The late

1980s and early 1990s saw numerous rescues of US banks, many of whom seemed

small enough to be allowed to fail. As the federal deposit insurance corporation

(FDIC) bailed out these banks in spite of the scarcity of its own financial resources,
market participants had increasing reason to believe in the de facto validity of the

TBTF doctrine, regardless of contradicting statements.20 With the banking crisis of

the 1990s receding, it was attempted to revoke the TBTF doctrine, but these efforts

were obliterated by governmental action once more, i.e. by the bailout of Long
Term Capital Management (LTCM) in 1998: “The LTCM marks a return to the

discredited doctrine of too big to fail: [. . .] Not only did the Fed intervene to rescue
a large firm, but the reason given for the intervention—the Fed’s fears of the effects
of LTCM’s failure on world financial markets—was nothing less than an emphatic

16 See US Congress—House of Representatives (1984), pp. 194–276. Prior to its failure, Conti-
nental Illinois had been the eighth-biggest bank in the US in terms of total deposits.
17 See US Congress – House of Representatives (1984) passim, esp. pp. 220, 278, 299–300.
18 See US Congress – House of Representatives (1984), p. 300.
19Morgan (2002), p. 880. On the critical reception of the bail-out of Continental Illinois, see
Macey and Garrett (1988).
20 See Athavale (2000), especially pp. 124–126.

Regulating SIFIs in the European Union: A Primer from an Economic Point of View 397



restatement of the doctrine. Too big to fail was back again, with a vengeance”.21

The TBTF doctrine remained to be as blurred as it was widely criticized, but an

unwritten part of the governmental safety nets22 applied to financial institutions. It

took another crisis to revise this approach.

2.3 From TBTF to SIFI

Since the late 1990s, TBTF seemed to be an established and applied (regulatory)

concept, although critical discussion on its merits prevailed. While the rationale of

governmental bailouts to avoid (the consequences of) certain bank failures was not

questioned, the meaning of size was, based on empirical observation: It turned out

that size mattered, but without being the only factor, as interconnectedness, substi-

tutability, complexity, and cross-jurisdictional activity could also drive the special

importance of a bank—and thus its governmental bailout in the case of failure.23

The financial crises since 2007 supported this more general view of financial

institutions being too important to fail—and finally led to a substantially shifted

perspective on them. At first, the crises revived ambiguity: While some financial

institutions—which were assumed to be important enough to be bailed out—were

allowed to fail, others were rescued. Retrospectively, the crucial asymmetry of

TBTF application appeared in the US government’s 2008 approach towards Bear
Stearns (a bail-out) on the one hand, and, subsequently, Lehman Brothers (a bail-in)
on the other. The Lehman case might have restored the ambiguity of the

Table 1 TBTF US banks of

1984
Bank of America* First Chicago*

Bankers Trust J. P. Morgan

Chase Manhattan* Manufacturers Hanover Trust

Chemical Bank Security Pacific*

Citibank* Wells Fargo*

Continental Illinois*

See Carrington (1984). On the overlapping with the regulators’
list (*)—and the contradiction to his intention –, see O’Hara and
Shaw (1990), pp. 1588, 1598. Positively on list discrepancies, as

they cause welcome ambiguity, see Morgan and Stiroh (2005),

pp. 8–9

21Dowd (1999), p. 10. See also Moosa (2010), especially pp. 320–321, 331–332. Extensively on

the LTCM case in general, see Dunbar (2000).
22 Financial institutions that are overtly or covertly categorized as being TBTF gain an additional

safety net against insolvency—probably producing distorting effects for several of their stake-

holder groups. See O’Hara and Shaw (1990), pp. 1588–1590 and passim. See also Kane (2000).

See also, very pointedly, Cochrane (2009), especially p. 34: “As long as some firms are considered

too big to fail, those firms will take outsized risks.”
23 See Morrison (2011), pp. 500–501, with further references.
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government’s position towards large financial institutions, with its (in)activity

purposefully not measuring up to market expectations.24 But as much as the market

underestimated the government’s willingness to intervene, the government

underestimated the market’s reaction to this shock. Consequently, Lehman’s insol-
vency did not restore welcome market incentives, but led to their being exceeded,

thus aggravating the financial crisis.25 Among others, the “traumatic spillovers from

the Lehman bankruptcy”26 led rule makers and supervisors to accept the signifi-

cance of the TBTF problem in general—and in times of crisis in particular.

After conceding that “in the present crisis, the too-big-to-fail issue has emerged

as an enormous problem”, the Chairman of the Board of Governors of the Federal

Reserve System Ben S. Bernanke presented in a speech from early 2009 revealing

linguistics by moving from “large” or “major” to “large and complex”, “systemi-

cally critical”, and, finally “systemically important” financial institutions. Even

more important however, was his illustration of an adjusted regulatory approach

towards those institutions: Being “too big” or “too important” should not mean “not

allowed to fail any longer”, but the need for intensified regulation and supervision:

“Any firm whose failure would pose a systemic risk must receive especially close

supervisory oversight of its risk-taking, risk management, and financial condition,

and be held to high capital and liquidity standards”, supporting this approach by

lowering incentives to become a large financial institution.27

While the former might not have been the first contribution using systemically

important (financial) institutions,28 it was definitely followed by regulators who

adopted the SIFI phrase and started to tie special regulatory regimes to SIFI status.

Regarding the European institutional responses to the financial crises, the pro-

ceedings of the Financial Stability Board (FSB) have played a seminal role, as

they represent the basis to which national regulators of European member states

refer to:

• 30 Nov 2009: Publication of internal list of the Financial Stability Board of

30 “systemically important cross-border financial institutions”.29

24 See again, very pointedly, Cochrane (2009), especially p. 34: “After the Bear Stearns bailout

earlier in the year, markets came to the conclusion that investment banks and bank holding

companies were “too big to fail” and would be bailed out. But when the government did not

bail out Lehman, and in fact said it lacked the legal authority to do so, everyone reassessed that

expectation.”
25 On the seminal importance of the Lehman case, see, very pointedly, Mollenkamp et al. (2008).

More extensively, see the economic analysis of Brunnermeier (2009), especially pp. 88–90. For a

detailed review, see Estrada (2011), especially pp. 1113–1125.
26 Herring (2009), p. 176.
27 Bernanke (2009) (contains all the citations of this paragraph).
28 The earliest references to SIFIs date back to the early 2000s, see Soussa (2000); Bank for

International Settlements (2001); Belaisch et al. (2001); and Worrell (2004). In connection to the

recent financial crisis, SIFIs were first mentioned in the Global Financial Stability Report of April

2007, see International Monetary Fund (2007).
29 See Jenkins and Davies (2009).
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• 4 Nov 2011: The FSB (as the first regulatory institution) officially publishes a list

of 29 “Global Systemically Important Financial Institutions” (G-SIFIs) “for

which . . . resolution-related requirements will need to be met by end-2012”.30

• 1 Nov 2012: The FSB publishes the first annual update of the original paper,

including a narrowing of (systemically important) financial institutions to (sys-

temically important) banks (G-SIBs) and their allocation to four groups

(buckets). Buckets reflect different degrees of systemic importance and different

supervisory approaches.31

• 11 Nov 2013: The FSB publishes the second annual update with minor changes

in the assessment methodology and in the allocation across buckets as well as

one bank added to the list. At the same time, the Basel Committee publishes

denominators used to calculate banks’ scores, as well as the cut-off score and

thresholds used to allocate the banks to buckets.32

• Nov 2014: The FSB in cooperation with the Basel Committee presents an

adjusted list of now 30 G-SIBs that include data quality improvements, changes

in underlying activity, and the use of supervisory judgement.33

Paralleling the FSB’s progress, supranational institutions like the Basel standard
setters and several national regulatory authorities have adopted the FSB approaches

directly, or indirectly as the basis of an adjusted national approach.34 This means

that SIFI regulation is at work already. However, it does not mean that the current

approach towards these particular financial institutions is desirable from an eco-

nomic point of view.

30 See Financial Stability Board (2011), p. 4. Previously, parts of the assessment methodology and

the regulatory measures had been mentioned in a (preliminary) Basel document, see Basel

Committee on Banking Supervision (2011). Shortly thereafter, the credit rating firm Moody’s
listed 28 banks following a comparable methodology, and published this as part of the Weekly

Credit Outlook of 25 Jul 2011, pp. 18–19 (accessible via www.moodys.com).
31 See Financial Stability Board (2012).
32 See Financial Stability Board (2013).
33 See Financial Stability Board (2014); in connection with Basel Committee on Banking

Supervision (2014).
34 The ECB supervises about 120 “significant banks” and identifies them based on size, importance

for the economy (EU, member state), cross-border activities, and further qualitative criteria; see

Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the

European Central Bank concerning policies relating to the prudential supervision of credit

institutions. Official Journal of the European Union 56:63–89 (L 287/63, 29.10.2013), especially

pp. 75–76. National systemically important banks (N-SIBs) in Germany are identified by a

comparable selection of quantitative variables, e.g. the balance sheet total, the intensity of

interbank connections and cross-border connections, see Deutscher Bundestag (2012); and

Deutsche Bundesbank/Bundesanstalt f€ur Finanzdienstleistungsaufsicht (2009), pp. 17–18.
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3 Two Pillars of SIFI-Specific Regulation

So far, SIFI regulation has been designed as a supplement to rather than a replace-

ment of standard regulation and supervision of financial intermediaries. Conse-

quently, a SIFI regime rests on two basic pillars that must be elaborated thoroughly:

• Pillar 1—Identification: At first, an economically and legally appropriate sepa-

ration of SIFIs and non-SIFIs is necessary, so that the under-regulation of SIFIs

as well as over-regulation of non-SIFIs is avoided.

• Pillar 2—Treatment: Based thereupon, the extra supervision of SIFIs and the

extra regulations pertaining to them have to be designed in an efficient manner

that also avoids an economically unwelcome over-regulation of SIFIs.

Apparently, lists like those shown above suggest that the question of how to

identify SIFIs—and thus how to distinguish them from non-SIFIs—has been

answered. Analogously, the regulations in which the lists are embedded suggest

that the problem of how to treat SIFIs has been solved as well.

Regardless of the details, the revised approach towards financial institutions by

“SIFI-only” rules and their application is a regulation/supervision that has to be

justified, as does any other governmental intervention into a market economy.

Consequently, an approach chosen requires (1) a market failure, and in particular

the prospect that governmental regulation will alleviate or even eliminate it

(2a) effectively and (2b) efficiently. While criteria 2a/2b must be discussed subse-

quently, criterion 1 applies here. In general, SIFI regulation is rooted in the

traditional rationales of the regulation of financial intermediaries, which it inten-

sifies for specific reasons. The special governmental treatment of banks and their

creditors is based on the perception of (1) the uniqueness of banks and their services

and (2) the risk that any bank’s failure could spill over and threaten the viability of

other banks (and, further, in particular financial institutions).35 Thus, depositor

protection and system protection are at the heart of traditional attempts to prove

that banks are special—and need a special regulatory approach.36 By its very

nature, SIFI regulation is aimed at the assumed market failure of widespread

violation of depositors’ claims and system stability: Systemic importance by

definition means that a de facto institutional failure would affect the financial

system as a whole due to financial contagion. In the first place, protection-worthy

counterparts (such as depositors and retail investors) of the failed institution—as

well as its institutional lenders—would be harmed. This initial corporate failure

would, thereafter, affect various financial intermediaries by several modes of

contagion. SIFI regulation aims at an alleviation of those particularly large financial

35 Stern and Feldman (2004), p. 12. On the problem of this financial contagion in general, see

Kaufman (1994). See also the modeling approach of Allen and Gale (2000).
36 See, extensively, Benston (1998), pp. 27–85 passim. See also, more briefly, Hanson et al. (2011),

especially pp. 4–7.
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losses harming third parties. Therefore, if traditional banking regulation is accept-

able based on depositor and system protection, SIFI regulation is even more so.

Consequently, we do not address the “if” of SIFI regulation. This leaves the

question of the “how”, i.e. the two basic pillars, as they lead to two seminal

problems of appropriateness or proportionality that lead to two general hypotheses:

To date, SIFIs have been neither appropriately defined nor appropriately treated

within the new European framework of institutional responses to the financial

crises.

4 Identification of SIFIs in the European Union

Although the identification of SIFIs seems a simple task at first, it is of considerable

complexity. A rather fundamental problem is rooted in the uncertainty of the future

and our limited knowledge. Consequently, labelling a financial institution as sys-

temically important can be an educated guess at best: If and to what extent a

financial institution may ever pose a systemic risk to the financial system remains

unknown as long as it does not fail. This means that rule makers and regulators try

to tackle a problem of banks that are only thought to be systemically important.

Furthermore, their judgment on the systemic relevance of an institution will be

always based on their current state of knowledge. As well as this knowledge itself,
however, the systemic importance of an institution is not constant: “A particular

institution may not be systemically significant even under many crisis scenarios, yet

may be critical in certain other cases”.37 Until then, the detection of systemic

importance is limited to proxies such as, for example, company size, or intercon-

nectedness.38 However, if a certain institution is officially labeled as a SIFI and

another is not, market participants will, in any case, allow their behavior to be

influenced by this information. So human action will take place anyway, and it will

differ for SIFIs and non-SIFIs. This means that the consideration of financial

institutions as being special (and, thus, as being worthy of special regulation and

supervision) has to be even more cautious and, in particular, has to start at an even

more fundamental level, i.e. at appropriately separating those organizations from

those that remain under standard regulation. In general, problems of a definition that

is too wide (i.e. leading to the inclusion of too many institutions) can be distin-

guished from a definition too narrow (including too few institutions). While the

main problem of the latter is that of failing to achieve the goal of systemic stability,

the main problems of an understanding that is too all-encompassing are as

follows39:

37 Elliot and Litan (2011), p. 6.
38 See Rudolph (2014), especially pp. 76–77.
39 See also the discussion of “over-inclusion” vs. “under-inclusion” of Elliot and Litan (2011),

pp. 10–14. Briefly on “over-designation” vs. “under-designation”, see Elliott (2012).
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• The initial consideration is based on the general problem of any regulation: a

financial institution that qualifies as a SIFI is subject to stricter regulation

(e.g. higher capital ratios) and, thus, limited freedom to act (e.g. reduced lending

volume), which will prove costly for the regulated entity, negatively affecting its

performance. This produces incentives to avoid receiving a SIFI label at all. If

labeled a SIFI nonetheless, the decision-makers in the institution are incentiv-

ized to at least circumvent the corresponding rules, what could lead to formally

correct but, economically, even more dangerous behaviour and institutional

change. The more institutions are included, the more unintended reactions will

occur, probably enhancing systemic risk instead of mitigating it.40

• The more institutions are labelled SIFI, the more supervisory action is required,

leading to increased transaction costs to be borne by the supervisory agency, i.e.,

the taxpayer.

• A SIFI label is prone to exhibiting a self-fulfilling character. As soon as a

financial institution moves from non-SIFI to SIFI status, market participants

will adjust their attitudes and actions. In particular, the awarding of the SIFI seal

is expected to awaken or confirm certain expectations of an institution’s (poten-
tial) creditors, shareholders, and managers: It would fuel their counting on a

governmental bailout of the institution in the case of bankruptcy, thus distorting

their risk attitude.41 While this also encompasses regular market processes

(e.g. lowered risk premia demanded by investors42), it especially holds for

times of distress. Then, actors will expect system-wide consequences from any

institution that they know to be a SIFI. Thus, they react differently if it comes

into financial distress and help to develop and fuel processes that actually affect

the system—but that would have been absent if the very same institution had not

carried the SIFI label: Consider two banks A and S, with A being a non-SIFI, and

S bearing a SIFI label. If A comes into distress, depositors of banks B, C, D, . . .
have little incentive to withdraw their deposits. If, however, these depositors see

S in distress, they would not research the reason behind S’s SIFI label but rather
take its relevance for granted, and expect the effects to spread to (every bank

within) the system, so that withdrawals of not only S depositors, but of every

depositor would become likely. Consequently, the financial system’s condition
could be strongly correlated with that of a particular financial institution for just

one reason: because this institution is being labelled as a SIFI.

• Even without evasion of the label or the rules attached to it, moral hazard

remains a problem when actors continue to understand the SIFI label as a

TBTF seal: It then creates another moral hazard of increased appetite for risk

(among managers and shareholders), because they see the opportunity to indi-

vidualize return but socialize risk, as the financial institution seems to have

40As with the shadow banking system that had evolved prior to the recent crises, see e.g. de la

Torre and Ize (2010), especially pp. 122–124.
41 See Kleinow et al. (2014), p. 1585–1586.
42 For a study of implicit funding subsidies of large banks, see Kleinow and Horsch (2014).
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received a governmental insurance against insolvency. Creditors and share-

holders could accept more risks in business operations of SIFIs in order to

increase their profits. Therefore, profit-maximizing managements may feel

incentivized to excessively strain those risks because, in the case of those risks

materializing, the insolvency would in any case be averted with public funds.

The tightened screw of regulation, however, may not work against any enhanced

risk appetite. However, empirical research is ambiguous on which effect pre-

vails, but unanimously states that the label will not be neutral.43

• Official lists of SIFIs by (inter)national authorities may be difficult to revoke.

Among other behavioural anomalies, financial market participants are prone to

selective perception,44 so that they will probably apply the rule “once a SIFI,

always a SIFI” even if an institution has lost this status. Furthermore, SIFI lists

imply a certain completeness of regulatory identification. The next financial

crisis, however, will start/have its origin from an unpredicted source and the

characteristics of SIFIs may be different.

The number and inconsistency of the problems listed above brought forward a

variety of approaches to SIFI definition. While economic science has contributed

several model-based concepts (based on sophisticated econometrics processing

capital market data), regulators have preferred indicator-based approaches (based

on simple thresholds, like total assets or a few additional bank level indicators) to

date. The overview of Fig. 1 includes the most important examples:

So far, model-based definitions have been detailed, but complex; they show a

sound theoretical basis, which however postulates assumptions and data not avail-

able for all institutions, and they are fine-tuned, but not stable over the cycle,

anticipating current or future policy actions.45 To start with the model based risk

contribution approach, scholars try to assess the financial system’s resilience to an

individual failure. The avoidance or mitigation of contagion effects is the aim. In

other words, the focus is on the potential impact of a negative shock in one bank

(e.g. the default of an important borrower or high losses in proprietary trading) has

on the remaining institutions in the financial system or the economy as a whole.

Conversely, measures from the model based risk participation approach look at

institutions’ resilience to a common shock (e.g. monetary policy changes). Here the

individual bank survivorship is primarily addressed.

In comparison, indicator-based approaches show welcome straightforwardness,

transparency, and applicability, combined with rather robust results. However, they

lack a precise understanding of systemic risk and systemically significant financial

43 See Kleinow et al. (2014), especially pp. 1585–1588 and passim. See also later Bongini

et al. (2015).
44 For a seminal work on selective perception, see Dearborn and Simon (1958). In a general

management context, see Beyer et al. (1997), with further references. In a behavioural finance

context, see, extensively, Oehler (1992).
45 On the absence of “straightforward quantitative methods to find the answers here”, see

Elliott (2012).
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institutions, operate with an arbitrary choice of indicators, and give way to window

dressing that aims at circumventing a SIFI label. European rule makers designing

institutional responses to the financial crises have indirectly also chosen to rely on

the (12-)indicator-based approach suggested by the Basel Committee/Financial

Stability Board (by implementing the Basel Committee G-SIB surcharge proposal

into the Capital Requirements Directive (CRD) IV46), which is shown hereafter

(Fig. 2) and helps in discussing the general pros and cons.

The approach leads to a number which indicates whether a SIFI label should be

assigned or not. This number is calculated as follows: There are 12 indicators

falling into five categories. Each category contributes one fifth of the final number.

At the same time, a category contains one (category: size), two (category: cross-

jurisdictional activity), or three (other categories) indicators, which are of equal

weight within their category. The indicator value i (i¼ 1, 2, . . ., 5) is calculated by

indicator i of bank j/∑ indicator i of the 75 largest banks. Then, the total indicator

value of bank j is: ∑ indicator value i x indicator weighting i. So far, there is no

absolute score separating the SIFIs from the non-SIFIs. Instead, the 30 highest-

ranked banks are labelled SIFIs, i.e. Global Systemically Important Banks

SIFI identification

Risk contribution

Science:
Model-based measurement

Regulators: Indicator-
based measurement

Risk participation

•  Individual redilience to common
   shocks

•  Systemic resilience to individual
    failure

Concept

Policy
objectives

Data used

•  Avoid/mitigate contagion effect

•  Measures on size,
   connectedness, substitutability

•  Maintain overall functioning of
   system and maximize survivor-
   ship

•  Credit exposure/spreads,
    interest rates, leverage,
    solvency buffers

Fig. 1 Scope of approaches to identify SIFIs. Source: Own illustration inspired by Weistroffer

(2011), and Jobst and Gray (2013)

46 See the revised version of the Basel Committee’s G-SIB surcharge proposal, i.e. Basel Com-

mittee on Banking Supervision (2013); and the SIFI article (Art. 131) of the CRD IV, i.e. Directive

2013/36/EU of the European Parliament and of the Council of 26 June 2013, on access to the

activity of credit institutions and the prudential supervision of credit institutions and investment

firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC.

Official Journal of the European Union 56:338–436 (L 176/338, 27.06.2013).
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(G-SIBs). Recently, this approach that became part of European SIFI regulation led

to the selection of—European and non-European—banks shown in Table 2:

Overall, the selection is rather comprehensible and unsurprising regarding the

institutions listed.47 The same holds for the grouping of the banks according to their

systemic-importance score. While the approach itself (indicators, categories) as

well as its results seem comprehensible in general, a closer look raises numerous

questions concerning the heuristic details of the selection, interpretation, and

combination of the approach’s components:

• Selection of indicators: It is poorly explained why (only) these indicators were

chosen. For example, size could be measured by different balance sheet-, P&L

statement-, or regulatory accounting-based indicators.

• Ambiguity of indicators: Problems of existence, comparability, and consolida-

tion of data could arise from different jurisdictions applying different accounting

and regulatory principles.

• Refinement of indicators: Refinements of indicators seem possible and recom-

mendable. If, for example, depositors’ herding is examined, not only total

liabilities but the amount/quota owed to private household depositors seems

particularly relevant.

• Incompleteness of indicators: Additional indicators are worth considering. For

example, an extra score could be added if an institution plays a statutory group-

wide central counterparty role, as do the German Landesbanken or

Fig. 2 Indicator-based identification of SIFIs (Basel approach). Source: Own illustration inspired
by Basel Committee on Banking Supervision (2013), especially p. 6. “Level 3 assets” are hard to

value and illiquid. During the financial crises, this particularly applied to structured debt instru-

ments like ABS or CDOs. Valuation methods are determined by the management of the bank and

to some extent arbitrary. For a critical review of “Level 3 Assets: Booking Profits and Concealing

Losses”, see Milbradt (2012), pp. 55–59

47 Commenting on an earlier, quite similar list, the NY Times wrote of “the usual suspects”, see

Cox and Larsen (2011).
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Table 2 Result of European SIFI identification (Nov 2014)

G-SIBs (alphabetical

order within each

bucket)

Total assets

(Billion US$)

Market cap

(Billion US

$)

Common equity

tier 1 ratio (%)

Head-

quarters

Level of additional common equity tier 1 as a percentage of risk weighted assets

2.5% HSBC 2,012 154 13.2 UK

JP Morgan chase* 1,825 166 11.9 US

2% Barclays 1,513 51 18.2 UK

BNP Paribas 1,793 70 12.8 FR

Citigroup* 1,421 119 10.3 US

Deutsche Bank* 1,604 35 16.9 DE

1.5% Bank of America* 1,564 125 11.2 US

Credit Suisse* 706 35 13.6 CH

Goldman Sachs* 685 60 11.3 US

Group Crédit Agricole 1,534 23 10.9 FR

Mitsubishi UFJ FG* 1,778 60 12.5 JP

Morgan Stanley* 629 46 11.9 US

Royal Bank of Scotland 1,185 44 15.2 UK

UBS 810 52 10.4 CH

1% Agricultural Bank of

China

2,393 137 9.25 CN

Bank of China 1,706 90 13.2 CN

Bank of New York

Mellon*

283 30 11.0 US

BBVA 571 52 12.2 ES

Groupe BPCE 1,123 – 12.8 FR

ICBC Limited 2,326 177 13.0 CN

ING Bank 1,079 39 11.9 NL

Mizuho FG* 1,344 36 11.0 JP

Nordea 647 40 13.6 SE

Santander 1,095 74 12.6 ES

Société Générale 1,229 33 13.4 FR

Standard Chartered 471 38 15.2 UK

State Street* 184 24 15.2 US

Sumitomo Mitsui

(JGAAP)

1,125 39 12.2 JP

UniCredit Group 827 31 10.1 IT

Wells Fargo* 1,154 180 12.3 US

Source: Financial Stability Board (2014), Annex I

Banks using US-GAAP instead of IFRS are marked with an asterisk (*)
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Genossenschaftliche Zentralbanken, making them a vital counterparty for large

parts of the financial system. Analogously, an indicator reflecting history and

reputation could be included.48

• Weighting of indicators: The sameness of categories as well as of many indica-

tors is almost impossible to explain; it just mirrors the (simplifying) assumption

of an equal distribution in an uncertain situation.

• Simple consolidation of indicators/categories: The scoring model applied does

not account for diversification effects, i.e. the subadditivity49 of SIFI risk

contributors.

• Heuristic denominator: The application to exactly 75 (instead of 100, 120, etc.)

of the largest banks is debatable.

• Heuristic separation: It is not clear why exactly 30 (or exactly 31) out of

75 banks are to be considered as G-SIBs while the others are not systemically

unimportant. This could, for example, mean that a bank just below the separation

line could become a SIFI for no other reason but the merger of two other banks

out of the top 30.

The above list of flawed details already indicates that the approach should not be

adopted for European banking regulation too hastily. Furthermore, it is obvious that

even an acceptable G-SIB approach can be no more than a basis for European SIFI

regulation: On lower levels, it is of vital importance which non-G-SIBs had the

potential to destabilize the European financial system or, at least, the financial

system of a member state. Consequently, meanwhile, rules for domestic SIBs apply,

too. But as they show the same construction principles as the G-SIB approach,50 the

above considerations prevail.

Although global and European schemes to identify SIFIs are at work, they have

not been convincing so far. On the contrary, it remains desirable that financial

economists and financial regulators confer to find an approach that is more theory

based, takes past experience—of bail-outs/bail-ins—into account, and proceeds

less arbitrarily (assessments are based on a large number of related capital market,

macro ¼ country level, and micro ¼ bank level variables) while simultaneously

remaining heuristic. Theory-based approaches try to avoid the criticism given

above. In particular, the approaches recur to ratios which conclude the systemic

relevance of a bank based on economic models and/or empirical data,

48 For example, the significance of the Lehman insolvency has been attached to the institution’s
158-year-long history. Based thereon, Judge J M Peck in presiding over Lehman’s filing for

Chap. 11 coined the oft-cited declaration of Lehman Brothers as being “the only true icon to

fall” during the crisis processes of 2008, see e.g. Denman (2012), p. 271. On this “death of a titan

of America’s financial system”, see also Estrada (2011), p. 1113.
49 The problem of (non)subadditivity is a vital part of the discussion of Value-at-Risk measures: A

combination of risk positions would represent a total risk that is equal to or smaller than the sum of

the single risk positions it consists of. As a seminal contribution, see Artzner et al. (1999),

especially pp. 209, 216–217.
50 See Basel Committee on Banking Supervision (2012), subsequently elaborating higher loss

absorbency (HLA) as a principal countermeasure.
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e.g. measuring correlations and causalities between bank A’s and the system’s
condition, or processing information by established statistical procedures instead

of heuristics. It is beyond the scope of this paper to discuss the various and

considerably complex model-based approaches.51 Nevertheless, the crux of regu-

latory approaches that mostly neglect these concepts can be addressed: Model-

based approaches offer valuable insights, too, and thus should be regarded more

thoroughly instead of being excluded a priori. Even though they are no cure-all,

they would allow for regulatory diversification, which seems recommendable to

reduce the risk of governmental misjudgement of a financial institution.

5 Treatment of SIFIs in the European Union

5.1 Adapting the Concept of Expected Loss

The scope of possible regulatory approaches towards SIFIs is wide.52 Based upon

limited knowledge, regulators must choose from a catalogue of approaches that are

partly innovative, partly traditional. Comparable to part of the theory of regulation

dealing with monopolies/oligopolies, the most basic decision is to avoid the evo-

lution of SIFIs or to split them up or, alternatively, to ‘allow-and-supervise’ them.

So far, the EU follows the second approach: It permits SIFIs, but is currently

enforcing intensified regulatory/supervisory rules to (1) lower the probability of a

SIFI default, and/or (2) mitigate its impact.53 Elaborating this idea further, the

scope of regulatory alternatives can be categorized according to the risk-

measurement concept of expected loss (EL). The EL is a common measure that

quantifies the average loss a risky position will produce. If, for example, a securities

portfolio showed historical losses of 3, 2, and 7 in the last 3 years, the EL for the

next year, based on this (modest) historical data, would be (3 + 2 + 7)/3¼ 4. Today,

the main field of application of EL calculations is risk management, i.e. the

quantification of default risk. Here, the more detailed, yet basic, formula to compute

an EL in the wake of a default considers more than simple historic observations by

combining three elements, i.e. the probability of default (PD), the exposure at

default (EAD), and the loss given default (LGD), with54

51 In detail, see Adrian and Brunnermeier (2011); International Monetary Fund (2009); Billio

et al. (2012); Acharya et al. (2010); Brownlees and Engle (2012); Jobst and Gray (2013); Weiß

et al. (2014). For a comprehensive synopsis, see Bisias et al. (2012).
52 See, e.g., Financial Stability Board (2010).
53 See Avgouleas et al. (2013), especially pp. 210–211; see also Rudolph (2014), especially

pp. 79–81.
54 For a general overview on EL calculation, see Bluhm et al. (2010), pp. 2–21.
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Expected Loss ¼ Probabilityof Default� Exposureatdefault
� LossGivenDefault;

EL ¼ PD � EAD � LGD:

While the PD quantifies the likelihood of the collapse of the borrower considered,

the EAD quantifies the still-outstanding volume (initial exposure minus repayments

received) that could be lost if the worst case happened today. The LGD is a quota

expressing which part of the EAD would be finally lost because it could not be

recovered in any way, in particular by means of collateral.55 A reduction of any of

the three factors also reduces the EL. As SIFI regulation and supervision tries to

minimize the system-wide effect (EL pendant) of a SIFI failure, the concept of EL

and its elements become useful in structuring present governmental approaches

towards SIFIs:

(a) PD-aimed rules target at a stronger resilience of SIFIs, i.e. their ability to

withstand economic stress without failing.

(b) EAD-aimed rules are designed to reduce the size of financial institutions—

perhaps even so that they would no longer be systemically relevant at all.

(c) Finally, LGD-aimed rules would include countermeasures reducing the eco-

nomic impacts of a de facto failure.

EU authorities are basically implementing the international proposals into EU

regulations (e.g. the SIFI capital surcharge by the Basel Committee/Financial

Stability Board) or trying to achieve a certain level of convergence of international

and EU regulation considering certain peculiarities (e.g. the proposals on the

resolution of SIFIs), so that the Basel/FSB concepts are the subject of subsequent

considerations, which further elaborate the three elements a, b, and c of the EL

formula.

5.2 PD-Aimed Rules

The traditional instrument to lower the probability of corporate failure is to enhance

corporate risk buffers. In the EU, the additional SIFI capital surcharge introduced

first by Basel/FSB and, second, by Brussels as part of CRD IV in 2013 is designed

to achieve this resilience: Banks that qualify as G-SIBs (or, analogously, D-SIBs)

are obliged to have an extra capital buffer (measured as common equity tier 1 in

relation to risk-weighted assets).56 As Basel III led to several extra capital buffers

55 The LGD can be mitigated by collateral, as in the following example: If an outstanding loan

(EAD¼ initial loan minus repayments) amounts to 150, and the lender benefits from a mortgage of

120, the recovery rate would be 120/150¼ 0.8, while the LGD would be 1–120/150¼ 0.2. For a

detailed discussion of the problem of LGD, see Schuermann (2004).
56 See Basel Committee on Banking Supervision (2013), pp. 12, 16–19.
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(e.g. aiming at capital conservation),57 this principle makes even more significant

injections of (regulatory) equity capital necessary.

It is still unclear, however, to what extent raised capital buffers can effectively

and efficiently serve the overall purpose of single-bank and systemic stability.58 As

the requirement could prove extraordinarily challenging and expensive, it could

strengthen SIFI circumventing strategies in an undesirable way. Furthermore, the

same uncertainty applies to possible side effects, as equity drives the cost of capital,

incentivizing bank managers to pass this increased cost through to debtors and other

bank stakeholders.59 A modified approach could be the obligation to issue contin-

gent capital (CoCo). Contingent capital is a variation of mezzanine capital, i.e. a

hybrid of equity and debt: Originally, it is issued as a security that exhibits most of

the features of a straight bond, e.g. a nominal amount, a fixed maturity, and a prior-

ranking right to fixed debt service payments. Unlike a straight bond, a CoCo bond

includes characteristic trigger mechanisms, which are related to a deterioration of

the issuer’s or the system’s condition. If one trigger is activated, the bondholder

position of CoCo investors turns into a shareholder position: The investor’s position
turns from lender to owner of the financial institution, and he no longer has a right to

interest/repayment, but a residual stake. The financial institution that issued the

CoCo bond, on the other hand, is relieved of a debt position and respective debt

service obligations (reducing cash-flow pressure), and receives an injection of

equity—at a time when precisely this is vital.60 Besides encouraging banks to

hold higher capital (responding to increased risk) a priori, or reinforcing a bank

in times of crisis occurring, contingent capital could be used to trigger a more

timely supervisory intervention aiming at a compensation of equity that was eroded

by losses.61 An organization-based rather than a rule-based approach towards SIFI-

PDs could be seen in the Single Supervisory Mechanism (SSM) and its transferring

supervisory competence to the European Central Bank, which became

57 For a rather positive evaluation, see Hanson et al. (2011), especially pp. 24–25.
58 Unsurprisingly, rule makers support this correlation, see e.g. Basel Committee on Banking

Supervision (2010); however, economic analysis leads to mixed results at best—see

e.g. Blum (1999).
59 In comparison to the above-cited study of the Basel Committee, see e.g. Macroeconomic

Assessment Group (2010).
60 See the in-depth analysis of Maes and Schoutens (2012), especially p. 63: “Conceptually,

contingent capital instruments are debt instruments in ‘good’ states of the world, but convert

into common equity at prespecified trigger levels in ‘bad’ states of the world. In principle, the

triggers can be tied to the deterioration in the condition of the specific banking institution and/or to

the banking system as a whole. Contingent capital is a form of catastrophe insurance subscribed to

by the bank. In general, contingent capital is a type of facility or instrument that automatically

converts into equity when a certain stress-related trigger is breached, meaning that (typically)

private investors provide an automatic boost to loss-absorbing capital at the time when it is most

needed.”
61 Consequently, contingent capital could be called bail-in-able debt, see Kleinow (2015), in this

compilation of papers. The concept is not a result of the recent crises, but goes back to suggestions

such as Culp (2002).
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co-responsible for the supervision of large European banks in late 2014. The value

of this (organizational) diversification will depend on the supervisory capabilities of

the ECB, which is obviously going beyond its monetary responsibilities here.62

5.3 EAD-Aimed Rules

The most prominent example of rules that aim to limit the Exposure at Default

(EAD) of European SIFIs comes with the Banking structural reform63 of January

2014. It is a follow-up to the Liikanen Report’s suggestions towards a separate

banking system. Following the traditional US separation of commercial banking

and investment banking that was institutionalized by US regulators reacting to the

financial crisis of the late 1920s/early 1930s, it contains proposals to:

• ban proprietary trading in financial instruments and commodities,

• grant supervisors the power to require the transfer of high-risk trading activities

(such as market-making, complex derivatives and securitisation operations) to

separate legal trading entities within a SIFI group, and to

• limit the economic, legal, governance, and operational links between a separated

trading entity and the rest of a banking group.64

The separation of investment banking activities would reduce the size, but also

the opaqueness of banking entities, eliminate inherent conflicts of interest and,

above all, enhance the safety of the deposits of commercial banks. But although the

possibility of depositors being harmed by losses incurred by the investment-

banking part of their bank would be eliminated, this does not necessarily mitigate

the problem of systemic importance: On the one hand, even investment banks have

the potential to destabilize the financial system, as was proven by Lehman Brothers.
On the other hand, commercial banks would face significantly limited business

opportunities and could be even more closely intertwined than universal banks were

before, increasing the danger of financial contagion. Finally, a forced separation

contradicts not only the market economic principle of keeping governmental

intervention into market processes to a minimum. It also disregards the comple-

mentarity of financial systems65 and, thus, is liable to have serious unintended side

effects when applied to a jurisdiction of dominant universal banking. On the whole,

62 Extensively, see Lehmann and Manger-Nestler (2014).
63 See European Commission (2014a).
64 See European Commission (2014b). With respect to the original US approach, see Kwan and

Laderman (1999).
65 The concept of complementarity was elaborated by several authors dealing with different

economic problems. As a seminal contribution, see Milgrom and Roberts (1995). On the comple-

mentarity of financial systems, see Hackethal and Tyrell (1998).
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the relation of separate banking and systemic risk is more than ambiguous,66 so that

the separation of investment and commercial banking represents a rather inept

instrument of SIFI regulation.

5.4 LGD-Aimed Rules

Most of the initiatives of regulation in the EU, however, are pointing towards the

reduction of the loss given default (LGD). A purely LGD-oriented approach allows

for any bank size and probability of its default, but tries to make a SIFI failure

(however large, and however probable it might have been) less severe for depositors

and for financial stability. The respective regulatory concepts are part of or com-

parable to the FSB initiatives on effective resolution strategies.67 On the one hand,

the European Bank Recovery and Resolution Directive (BRRD)68 harmonises

restructuring and resolution tools applicable by national (resolution) authorities.

On the other hand, the Single Resolution Mechanism (SRM)69 establishes uniform

rules and a uniform procedure for the resolution of SIFIs by the Single Resolution

Board (SRB), which will become operational by 2015. Resolution and restructuring

schemes should help (managers, supervisors, and politicians) to manage a SIFI

insolvency and is regarded “a good bankruptcy procedure for a systemically

important financial institution, [if it] maximizes the ex post value of the firm’s
operations subject to the constraints that management and shareholders are ade-

quately penalized, ex ante repayment priorities are retained and systemic costs are

appropriately limited”,70 sending only minor ripples through the financial system.

Already the existence of resolution schemes—which might include the obligation

to deliver a winding-down plan to the supervisor—suggests the possibility of an

institution failing and, thus, contributes to a desirable ambiguity regarding TBTF.

Apart from their agreeable general principle, resolution schemes hold various

technical problems, such as international harmonization/compatibility with

66 For a comprehensive study, see Lang and Schr€oder (2013).
67 See Financial Stability Board (2013).
68 See Directive 2014/59/EU of the European Parliament and of the Council of 15 May 2014

establishing a framework for the recovery and resolution of credit institutions and investment firms

and amending Council Directive 82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 2004/25/

EC, 2005/56/EC, 2007/36/EC, 2011/35/EU, 2012/30/EU and 2013/36/EU, and Regulations

(EU) No 1093/2010 and (EU) No 648/2012, of the European Parliament and of the Council.

Official Journal of the European Union 57:190–348 (L 173/190, 12.06.2014).
69 Regulation (EU) No 806/2014 of the European Parliament and of the Council of 15 July 2014

establishing uniform rules and a uniform procedure for the resolution of credit institutions and

certain investment firms in the framework of a Single Resolution Mechanism and a Single

Resolution Fund and amending Regulation (EU) No 1093/2010. Official Journal of the

European Union 57:1–90 (L 225/1, 30.07.2014).
70 Herring (2009), especially p. 180.
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corporate and insolvency law of various jurisdictions, the allocation of responsi-

bilities (to regular supervisors or a special resolution board?), and others. In

particular, the proper functioning of resolution plans will depend on the willingness

of national regulators and supervisors to accept international law regardless of the

cost and benefits it causes for national stakeholders. Since a global resolution

authority applying a global resolution scheme is regarded (1) as necessary to

avoid national interest mitigating the desirable effects of resolution schemes, on

the one hand, but (2) as unrealistic, on the other hand,71 the positive effects of

resolution schemes will remain limited.

The same holds for the SIFI-specific compensation reserve that has begun to be

built up as the Systemic Risk Fund (SRF).72 Although SIFIs will have to contribute

considerably to the fund, the principal problem of fund solutions prevails, i.e. the

ratio between total contributions and total loss potential. Consequently, the fund

primarily serves purposes of signalling and incentivizing, but cannot constitute an

insurance that is able to compensate a SIFI failure on its own. As it functions as a

specialized insolvency fund, the questions addressed to insurance guarantee funds/

deposit insurance have to be revisited, starting with the problem of risk-based

contributions. Overall, LGD approaches seem less interventionist; however, their

effects on systemic risk have remained unclear to date. While many of the afore-

mentioned initiatives are now in the final proposal stage or even effective EU law,

an overarching European concept on SIFI identification and treatment is still

lacking. Instead, it seems that crisis-driven regulatory exuberance and regulatory

overconfidence driven by early regulatory successes have undermined rather than

strengthened the credibility and effectiveness of regulation in general—and of SIFI

regulation in particular. Consequently, the economic evaluation of SIFI-oriented

institutional change remains sceptical. Although European institutional responses

to the financial crisis are numerous and poorly coordinated, it is possible to gauge

the presumable consequences of the European SIFI regime.73

6 Conclusion

Recent financial crises have driven rule makers into regulatory actionism, while at

the same time the knowledge about financial markets, institutions, and actors has

been proven even more imperfect than expected. This is why financial markets have

been bombarded with regulatory initiatives during the last years. Without doubting

the justification and possible benefits of their regulation, economic analysis shows

the need for a more sophisticated approach towards SIFIs. While striving for

systemic stability and the avoidance of spillovers represents an economically

71 Pointedly, see Avgouleas et al. (2013), especially p. 216.
72 Supportively, see Doluca et al. (2010).
73 See Rudolph (2014), especially pp. 85–86.
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acceptable justification, the details of SIFI identification and treatment remain

questionable.

Regarding identification, the heuristic nature of current regulation should be

improved by recurring to scientific approaches. Regarding treatment, a more

thorough cost-benefit-analysis of main and side effects is still necessary. Any

regulation imposes costs—on regulated and regulating/supervising institutions

directly, and on others indirectly: Banks are incentivized to pass additional regula-

tory cost on to customers, while any member of society implicitly bears part of the

amounting cost of a growing institutional framework. So while regulators them-

selves claim to provide for less opaque banking institutions, they make regulation/

supervision ever less transparent. On the banks’ side, the transaction costs—for

example due to larger departments internally responsible for the proper application

of regulatory innovation—are considerable.74 Even more serious seems the equity

pressure it causes: SIFIs in the EU have to fulfil higher quantitative and qualitative

requirements on regulatory capital. Furthermore, this higher amount of equity will

probably come at a higher price. This should make them more resilient, but will

lower their profit margins considerably. The awarding of the SIFI seal to European

institutions raises positive (insurance against insolvency) and negative expectations

(stricter regulations/supervision reducing profit opportunities). As actors will trans-

form their amended risk-return considerations into risk premia, the cost of capital of

SIFIs will be affected. As the effects on expectations are oppositional, the net effect

remains, thus far, opaque.

Besides efficiency, the effectiveness of SIFI regulation remains an issue, too. It

would be a serious mistake to assume—and even more so, to suggest—that

regulation could reduce the PD of SIFI failure to zero: SIFI failures will always

be possible—and are not completely undesirable: “financial regulatory agencies

[. . .] will not be able (nor should they try) to prevent all failures of systemically

important institutions. The kinds of rigid controls that would be necessary to

accomplish such an objective would surely stifle innovation and risk taking to

such an extent that they would undermine the static and dynamic efficiency of the

financial system”.75 Consequently, it has to be worked out even more precisely that

SIFI does not mean TBTF. Market participants have to be credibly convinced that a

designated SIFI can be bailed-in. Although it might have prompted desirable

international cooperation, current European SIFI regulation seems too premature,

too uncoordinated, and disregarding of the fact that the complementarity of finan-

cial systems definitely includes the market rules applied. As the path of European

institutional responses to the financial crises still indicates more instead of

rethought and improved regulatory action, the legal and economic sciences have

to continue challenging these processes to counteract rule makers’ overconfidence.

74 See, e.g., Krishnamurthy (2014).
75 Herring (2009), p. 171.

Regulating SIFIs in the European Union: A Primer from an Economic Point of View 415



Acknowledgment This paper was originally prepared for, and presented at, the HTW Berlin/

University of Oslo Research Seminar on “The European Institutional Responses to the Challenges

of Supervising Financial Markets” in Berlin, Germany, in December 2014. I would like to thank

the seminar participants, the reviewers, and in particular Gudula Deipenbrock, Mads Andenas, and

Jacob Kleinow for their valuable comments and suggestions that greatly improved the paper.

References

Acharya V, Pedersen L, Philippon T, Richardson M (2010) Measuring systemic risk. FRB

Cleveland Working Paper 10/02

Adams W, Brock JW (1987) Corporate size and the bailout factor. J Econ Issues 21(1):61–85

Adrian T, Brunnermeier M (2011) CoVaR. NBER Working Paper No. 17454

Allen F, Gale D (2000) Financial contagion. J Polit Econ 108:1–33. doi:10.1086/262109

Artzner P, Delbaen F, Eber JM, Heath D (1999) Coherent measures or risk. Math Finance 9

(3):203–228. doi:10.1111/1467-9965.00068

Athavale M (2000) Uninsured deposits and the too-big-to-fail policy in 1984 and 1991. Am Bus

Rev 18(2):123–128

Avgouleas E, Goodhart C, Schoenmaker D (2013) Bank resolution plans as a catalyst for global

financial reform. J Financ Stab 9:210–218. doi:10.1016/j.jfs.2011.12.002

Bank for International Settlements (2001) Core principles for systemically important payment

systems. Basel

Basel Committee on Banking Supervision (2010) An assessment of the long-term economic

impact of stronger capital and liquidity requirements. Basel

Basel Committee on Banking Supervision (2011) Global systemically important banks: assess-

ment methodology and the additional loss absorbency requirement. Consultative Document.

Basel

Basel Committee on Banking Supervision (2012) A framework for dealing with domestic sys-

temically important banks. Basel

Basel Committee on Banking Supervision (2013) Global systemically important banks: updated

assessment methodology and the higher loss absorbency requirement. Basel

Basel Committee on Banking Supervision (2014) The G-SIB assessment methodology—score

calculation. Basel

Belaisch A, Kodres L, Levy J, Ubide A (2001) Euro-Area banking at the crossroads. IMFWorking

Paper WP/01/28, Washington

Benston GJ (1998) Regulating financial markets: a critique and some proposals. Hobart Papers,

London

Bernanke BS (2009) Financial reform to address systemic risk. Speech at the council on foreign

relations. Washington. 10 Mar 2009. Available via http://federalreserve.gov/newsevents/

speech/bernanke20090310a.htm. Accessed 07 Apr 2015

Beyer JM, Chattopadhyay P, George E, Glick WH, ogilvie dt, Pugliese D (1997) The selective

perception of managers revisited. Acad Manage J 40(3):716–737

Billio M, Getmansky M, Lo A, Pelizzon L (2012) Econometric measures of connectedness and

systemic risk in the finance and insurance sectors. J Financ Econ 104:535–559

Bisias D, Flood M, Lo AW, Stavros V (2012) A survey of systemic risk analytics. Annu Rev

Financ Econ 4:255–296

Bluhm C, Overbeck L, Wagner C (2010) An introduction to credit risk modeling, 2nd edn. Taylor

& Francis, Boca Raton

Blum J (1999) Do capital adequacy requirements reduce risks in banking? J Bank Finance

23:755–771

416 A. Horsch

http://federalreserve.gov/newsevents/speech/bernanke20090310a.htm
http://federalreserve.gov/newsevents/speech/bernanke20090310a.htm
http://dx.doi.org/10.1016/j.jfs.2011.12.002
http://dx.doi.org/10.1111/1467-9965.00068
http://dx.doi.org/10.1086/262109


Bongini P, Nieri L, Pelagatti M (2015) The importance of being systemically important financial

institutions. J Bank Financ 50:562–574

Brownlees C, Engle R (2012) Volatility, correlation and tails for systemic risk measurement.

Working Paper. Available via SSRN: http://papers.ssrn.com/sol3/papers.cfm?abstract_

id¼1611229. Accessed 07 Apr 2015

Brunnermeier MK (2009) Deciphering the liquidity and credit crunch 2007–2008. J Econ Perspect

23(1):77–100. doi:10.1257/jep.23.1.77

Carrington T (1984) U.S. won’t let 11 biggest banks in nation fail. Wall Street J 20 Sep 1984:A2

Cerutti E, Claessens S, McGuire P (2012) Systemic risks in global banking: what available data

can tell us and what more data are needed? NBER Working Paper No. 18531

Cochrane JH (2009) Lessons from the financial crisis. Regulation 32(4):34–37

Coffee JC Jr (2012) The political economy of Dodd-Frank: why financial reform tends to be

frustrated and systemic risk perpetuated. In: Ferran E, Moloney N, Hill JG, Coffee JC Jr (eds)

The regulatory aftermath of the financial crisis. Cambridge University Press, Cambridge, pp

301–371

Cooley TF, Walter I (2011) The architecture of financial regulation. In: Acharya VV, Cooley TF,

Richardson M, Walter I (eds) Regulating wall street: the Dodd-Frank act and the new

architecture of global finance. Wiley, Hoboken, pp 35–50

Cox R, Larsen PT (2011) Putting a positive spin on too-big-to-fail. New York Times, 20 Dec 2011.

Available via http://www.nytimes.com/2011/12/21/business/putting-a-positive-spin-on-too-

big-to-fail.html?_r¼0. Accessed 07 Apr 2015

Culp CL (2002) Contingent capital: integrating corporate financing and risk management deci-

sions. J Appl Corp Finance 15(1):46–56. doi:10.1111/j.1745-6622.2002.tb00340.x

de la Torre A, Ize A (2010) Regulatory reform: integrating paradigms. Int Finance 13(1):109–139.

doi:10.1111/j.1468-2362.2010.01254.x

Dearborn DC, Simon HA (1958) Selective perception: a note on the departmental identifications of

executives. Sociometry 21(2):140–144

Denman HL (2012) Tale of two debtors: Lehman Brothers and the availability of equitable

subordination in the dueling debtor context. NYU J Law Bus 9:269–294

Deutsche Bundesbank/Bundesanstalt f€ur Finanzdienstleistungsaufsicht (2009) Risikoorientierte
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Loss-Absorbing Capacity: The Last Remedy

for European SIFI Regulation?

Jacob Kleinow

Abstract Versatile regulatory approaches exist for Systemically Important Finan-

cial Institutions (SIFIs) in the European Union (EU). Bail-ins of SIFIs, however, are

still not deemed credible. This analysis starts with the primary purpose of SIFI

regulation, explains the destruction of asset value arising from the fire sales that are

SIFI bank runs, and introduces a “loss-absorbing capacity” approach to orderly

bank resolution in the EU: the Minimum Requirement for (own Funds and) Eligible

Liabilities (MREL). Comparable to its international equivalent—Total Loss-

Absorbing Capacity (TLAC)—it requires SIFIs to have enough subordinated lia-

bilities with loss-absorbing capacity for lowering barriers or impediments to bail-

ins. The article then provides answers to the questions of the responsible supervisor,

the supervised entities, characteristics of eligible liabilities, and the economic

impact of the regulation. Both concepts MREL and TLAC are then compared.

Finally, shortfalls such as the lack of liquidity and recovery for banks in distress,

and a pro-cyclical effect are discussed, since they counterfeit the intended impli-

cations of those proposals on ending the phenomenon of firms being too big to fail.
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1 Introduction: Why Existing SIFI Regulation

in the European Union Does Not Go Far Enough

The recent financial crisis forced governments around the world to rescue banks.

Half of the 30 global systemically important banks (G-SIBs) and almost half of the

global systemically important insurers (G-SIIs) are headquartered in Europe.1 The

largest banks in the European Union (EU) have assets roughly similar or close to the

GDP of their home countries.2 Before the recent financial crises, these systemically
important financial institutions (SIFIs) had only been supervised and regulated

nationally. National competences on SIFIs, however, have international conse-

quences.3 “At the international level, the crisis made clear that the public sector

has failed to integrate regulation, supervision and resolution as thoroughly as the

private sector has integrated its operations globally.”4 The impacts of SIFI failures

on public finances and new incentives to socialize costs have underscored the fact

that a different approach is necessary. Versatile regulatory approaches for SIFIs in

the European Union have been introduced since 2008. Some of them, e.g. the

systemic risk buffer under Basel III or the bank recovery and resolution directive,

have already come into effect. Some are still in the consultation process, e.g. rules

to split up banks.5 But are those initiatives the critical means of tackling the too-big-
to-fail dilemma?

The dilemma describes a situation involving a failing SIFI, with the regulator

having to choose between two ways of handling the failure. The regulator could bail
in the SIFI—a decision that is rare and probably not acceptable due to the adverse

economic effects (as we saw after the Lehman bail-in). The second option, which—

from a historical perspective—most regulators opt for, would be a costly bail-out of
a SIFI. This leads to an implicit insurance against insolvency for SIFIs (“SIFI bail-

out insurance”) which causes a moral hazard and can be described as a diabolic loop
(see Fig. 1).

Theory suggests that SIFIs do take more risks with their equity buffers than is

socially optimal because the costs of failures can be externalized. To end the spiraling

effect of “SIFIness” and bailouts, regulators have to ensure that losses are absorbed

by shareholders first and then by unsecured and uninsured creditors.6 A comprehen-

sive concept to achieve that, however, is still lacking due to crisis-driven regulatory

exuberance and policy makers’ impulsive actions during the early post-crisis years.7

As a result, the credibility and effectiveness of the regulation is undermined and it

appears that the symptoms rather than the causes have received treatment.

1 Financial Stability Board (2014a, b). The lists are updated annually.
2 European Commission (2014), p. 2.
3 Pflock (2014), p. 51.
4 Claessens et al. (2010), p. 23.
5 European Commission (2014).
6 Financial Stability Board (2014c), p. 5.
7 On recent developments at the major global financial governance institutions, see Willke

et al. (2014), pp. 108–114.
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Based on a theoretical framework, this analysis starts from the primary purpose

of SIFI regulation: financial stability. In order to achieve that, it is necessary to

understand large bank failures and their consequences (Sect. 2). It will be shown

that large bank rescues will have to be supported in the first instance by share-

holders and private creditors. Then the concept of the loss-absorbing capacity is

introduced as the tool of SIFI regulation that is missing in the EU (Sect. 3). This is

followed by a critical analysis of the total loss-absorbing capacity proposal (TLAC)
by the Financial Stability Board (FSB) and a comparison with the draft for the

minimum requirement for own funds and eligible liabilities (MREL) by the

European banking authority (EBA) in Sect. 4.

2 Bank Runs and the Disarray of Large Bank Failures

Banks tend toward instability because depositors run on banks. But why do

depositors tend to panic upon hearing a rumor, and withdraw their deposits?

Banks work as “delegated monitors” for their depositors and lend to firms and

people who cannot efficiently communicate their financial situations to the market.8

Therefore, a large proportion of banking business is opaque, and those depositors

withdrawing their deposits first are better off.9 To avoid a bank run, financial

institutions and their creditors are usually treated differently than most other

firms and creditors. The reasons lie in the “perceived uniqueness of bank services

and the chance that one bank’s failure can spill over and threaten the viability of

other banks”10 finally affecting the economy as a whole.

"SIFIness"
of a bank

Implicit 
governmental 

bail-out 
insurance 

High risk

Inter-
connections

Low equity

Fig. 1 Diabolic loop of SIFI regulation. This figure illustrates the diabolic loop occurring in the

situation where a regulator chooses to implicitly insure a SIFI against insolvency. That creates a

moral hazard (excessive risk taking), further increasing the systemic importance (“SIFIness”) of

a bank

8 Benston (1998). Diamond and Dybvig (1983).
9 Diamond (1984).
10 Stern and Feldman (2004), p. 12.
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Small bank failures may be costly, but do not hamper the financial system at

large.11 They can be conducted in a more or less orderly manner. The insolvency of

a large non-financial firm may also be costly (in terms of lost jobs and declining tax

revenues), but does not affect the stability of its industry sector. Some large and

highly interconnected banks, however, are particularly prone to infecting other

banks with financial distress—or to being infected by them. While any bank’s
failure is regarded as being potentially contagious, their failure becomes messy in
terms of the destruction of asset value arising from fire sales. Messy means that the

failures of large, complex, and interconnected banks are usually managed in a

disorderly manner, threatening the operation of financial markets in general. In

other words, messiness means that a SIFI failure has exceedingly severe repercus-

sions, not only on the banking industry but on financial markets generally and the

rest of the economy.

However, failures of SIFIs should not be impossible per se: “In a functioning

market economy every financial institution, regardless of its size and complexity,

must be able to exit the market without putting the financial system and broader

economy at risk.”12 A SIFI regulation, therefore, should have two targets: To lower

the (1) probability and the (2) impact of a bank’s insolvency. Depositor sentiment,

bank runs, and the (in)ability of governments to close failed banks in an orderly

fashion are at the core of this problem. The following analysis starts at this point and

introduces the requirement of “non-runnable” bank capital as a new measure to

avoid banks becoming too big to fail.

3 Conceptual Basis of Loss-Absorbing Capacity

Bank capital (mainly equity that cannot be withdrawn on demand) is not sufficient

to fulfil its primary purpose as a buffer for risks when it comes to the crunch as

experience has shown. Disorderly bank failures during crises can, to some extent,

be traced back to a high reliance on uninsured financial liabilities.
Financial liabilities are those forms of debt that only financial firms are in the

business of incurring, e.g.

• bank deposits,

• repurchase agreements,

• commercial papers,

• derivative liabilities, and

• insurance policies.

Corporate debt or trade credits (also if issued by a financial firm) are not financial

liabilities. What makes a financial liability special? Unlike normal liabilities that
are mere streams of cash flow, the face value of financial liabilities is significantly

11McAndrews et al. (2014), p. 229f.
12 Dombret and Cunliffe (2014).
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impaired by the insolvency process beyond any value measured by the net present

value of the claim. Financial liabilities are more than claims to a future stream, but

also sources of liquidity (bank deposits) or tools to mitigate risk (insurance policies
and derivatives). Unlike corporate bonds (normal liabilities), their value depends on

and is inherent to their ability to provide liquidity/shift risks. The value of financial

liabilities goes beyond their net present value. Therefore, the costs of insolvency of

financial firms include the costs of impaired liquidity and risk-shifting as well as an

impaired payment system, finally taking the form of systemic risk.13

Uninsured financial liabilities have one disadvantage: They are runnable (i.e. can

be withdrawn on demand) and expose banks to fire sale-induced illiquidity that

finally leads to insolvency. Depositors run and (try to) steal time (and maybe even

money) from all other decision makers to respond in an orderly manner. A require-

ment of a certain amount of long-term “bail-in-able” debt14—capital that could be

used for this purpose in case it should become necessary—would increase a bank’s
loss-absorbing capacity and, therefore, prevent disorderly failures due to bank

runs.15

3.1 Eligibility of Bank Capital to Absorb Losses

Unlike liabilities of non-financial firms, many of banks’ principal liabilities—

deposits—can be withdrawn at any time. As soon as rumors about a bank’s ability
to pay arise, depositors tend to run on their bank and cause a liquidity problem.16 To

handle the liquidity outflow, banks have to carry out a fire sale of assets. Even small

losses from fire sales may then put a bank into solvency problems, since banks’
capital is relatively small compared to their total assets. In most cases, banks equity

does not fulfil its function but is, rather, “dead capital”, since there is no backstop

against losses after the equity is used. This is comparable to the discussion about the

implementation of countercyclical capital requirements.17 The typical level of

capitalization among SIFIs falls far short of what is needed, since the minimum

equity required by regulation is not true, usable equity.18 SIFIs do not have

13 For further analysis on why bank regulators think standard insolvency law is not appropriate, see

Sommer (2014), p. 2010f.
14Bail-in-able debt refers to liabilities of banks that can be easily written down or converted to

equity (bailed-in) upon entry into resolution.
15McAndrews et al. (2014), p. 229f.
16 Stern and Feldman (2004), pp. 43–59.
17 Benes and Kumhof (2015), Grosse and Schumann (2014).
18 Dombret (2012). To explain that the capital buffer does not fulfil its function since it cannot be

used when it is needed, Goodhart (2008), p. 41 uses the metaphor of “the weary traveler who

arrives at the railway station late at night, and, to his delight, sees a taxi there who could take him

to his distant destination. He hails the taxi, but the taxi driver replies that he cannot take him, since

local bylaws require that there must always be one taxi standing ready at the station”.
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incentives to hold higher fractions of (comparably costly) equity since they would

be bailed out anyway. To ease the problem of large bank’s disorderly failures and to
lower incentives for SIFIs to become non-bail-in-able, regulators might require the

banks to issue long-term “bail-in-able” debt, or “at-risk” debt that converts to

equity in resolution.

3.2 Why Equity and Bail-in-Able Debt Are No Substitutes

Equity and bail-in-able debt that converts to equity in resolution have different

functions: The primary idea is that bail-in-able debt allows regular bank equity to

fulfil its purpose as a buffer. Simply requiring SIFIs to hold more equity is less

feasible than having a second “firewall” of bail-in-able liabilities that are converted

to equity if necessary (e.g. long-term junior bonds or contingent convertible [coco]

bonds). To illustrate this relationship, the following example from McAndrews

et al. (2014) can be used: Suppose there are two banks (engaged in identical

business, and exposed to identical risks) with identical assets of 1000 units. The

only difference between the two banks can be found on the liability side. Both

banks have 850 units of uninsured financial liabilities (UFL). Bank1 holds 150 units

of equity (E, 15% equity ratio). Bank2, however, holds only half of that equity

amount, 75 units, but also holds an additional 75 units of long-term bail-in-able debt

(LBD) at risk (see Fig. 2).

Three (rather realistic) assumptions must be made: First, both banks issue

uninsured financial liabilities (UFL) to the extent feasible since they are cheaper

than long-term bail-in-able debt (LBD) and equity (E). Second, banks’ losses

accumulate relatively smoothly, and third, the resolution authority puts banks

into resolution only after they experience losses in excess of their equity.

Suppose that Bank1 now experiences increasingly severe losses on the asset side

that likely converge to and later rise above 15% of the risk-weighted assets. The

depositors of Bank1 will run, since the resolution authority will not put it into

resolution until losses exceed 15% of the risk-weighted assets. Bank1 is forced to

sell assets fast (fire sale). This imposes losses on other parties through declining

asset prices, and ends in a disorderly resolution. The government may then feel the

Assets Liabilities

A= 1000 UFL=850

E=150

Bank1

Assets Liabilities

A= 1000 UFL=850

LBD=75

E=75

Bank2

Fig. 2 Banks with different capital compositions prior to an adverse shock. This figure illustrates

the balance sheets of two almost identical banks (engaged in identical business, and exposed to

identical risks) with identical assets. The only difference between the two banks can be found on

the liability side. A risk-weighted assets, UFL uninsured financial liabilities, LBD long-term bail-

in-able debt (at risk), E equity
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need to bail out the UFL holders to forestall the run. If Bank2 is in a comparable

situation in experiencing increasing losses, the holders of UFL will not start running

before the losses exceed the 75-unit threshold—or later, when the government puts

the bank into resolution because the 75 units of long-term bail-in-able debt (LBD)

provide a buffer (capital in resolution) against further losses (see Fig. 3). The

resolution authority would split up Bank2 into a liquidation bank (a bad bank)

and a bridge bank (a good bank). The LBD holders would become the new owners

of the bridge bank.

As shown in this example, it is preferable to require that banks hold additional

long-term bail-in-able debt that converts into equity, instead of solely increasing the

equity requirement. An at-risk debt requirement would result in more frequent19 but

orderly resolutions (with less systemic asset value-destroying impact) of SIFIs. EU

regulators began implementing these ideas in 2011.20 Two years later, in 2013,

though using slightly different names, the US Federal Deposit Insurance

Assets Liabilities

A= 75 Eold=75

Assets Liabilities

A= 925 UFL=850

Enew=75

Liquidation Bank2
(“bad bank“)

Bridge Bank2
(“good bank“)

LBD

Fig. 3 Bank2 after a bail-in. This figure illustrates the situation after both banks from Fig. 2

experienced severe losses. A bank run would force Bank1 to sell all its assets and cease to exist. In

the case of Bank2 with long-term bail-in-able debt however the resolution authority would split up

the bank into a Liquidation Bank2 (a bad bank) and a Bridge Bank2 (a good bank).A risk-weighted

assets, UFL uninsured financial liabilities, LBD long-term bail-in-able debt (at risk), Eold/new

old/new equity

19 In the short run, resolutions could be more frequent for banks with bail-in-able debt, since both

regulatory capital ratios and the government intervention threshold would be lower (assuming that

the requirement for uninsured financial liabilities is implemented partially in lieu of the equity

requirement). However, assuming that the justified disappearance of weak market participants

would be encouraged more in this setting, the frequency and severity of bailouts (in terms of asset

values destroyed) would decrease in the long run, and increased financial stability would be the

prevailing advantage.
20 One of the first sound proposals for a bail-in-able debt requirement in the EU comes from the

Directorate General Internal Market of the European Commission (2011), p. 3; a “Discussion

paper on the debt write-down tool—bail-in”: “A tool by which resolution authorities could be

given a statutory power, exercisable when an institution meets the trigger conditions for entry into

resolution, to write off all equity, and either write off subordinated liabilities or convert them into

an equity claim.” It was resumed by the influential Liikanen report (High-level Expert Group 2012,

p. III): “The Group strongly supports the use of designated bail-in instruments. Banks should build

up a sufficiently large layer of bail-in-able debt that should be clearly defined, so that its position

within the hierarchy of debt commitments in a bank’s balance sheet is clear and investors

understand the eventual treatment in case of resolution. Such debt should be held outside the

banking system. The debt (or an equivalent amount of equity) would increase overall loss

absorptive capacity, decrease risk-taking incentives, and improve transparency and pricing of

risk”.
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Corporation (FDIC) began consultations on a “gone concern loss absorbency”,

while the UK treasury started similar consultations on a “primary loss absorbing

capacity”.21 The FSB started consultation on the international level on “gone-

concern loss-absorbing capacity”, but renamed their proposal as “total loss absorb-

ing capacity” (TLAC) in 2014. A brief overview of the regulatory evolution of the

loss-absorbing capacity concept and the presentation of the newest proposals

follows in Sect. 4.

4 Loss-Absorbing Capacity in Regulatory Practice

This section explains and analyses two proposals by the FSB and the EBA on the

loss-absorbing capacity of G-SIBs and EU banks, respectively, from the end of

2014. The first proposal on the loss-absorbing capacity for SIFIs at the international

level (“Adequacy of loss-absorbing capacity of global systemically important
banks”) was published by the FSB just before the Brisbane G20 summit in

November 2014, and formed part of the G20 Leaders’ Communiqué. The EU

equivalent on the loss-absorbing capacity of banks (“Minimum Requirement for
Eligible Liabilities”) was published by the EBA at the end of November 2014.

4.1 Total Loss Absorbing Capacity (TLAC) Proposal
of the Financial Stability Board

First, the designation as a Total Loss Absorbing Capacity may counterfeit the

intended implications of a proposal on ending the too-big-to-fail phenomenon: If

such designated liabilities form the total—rather than a primary—loss-absorbing

capacity, “all other liabilities could seem by implication to be immune from ever

having to absorb losses”.22

The Total Loss Absorbing Capacity (TLAC) proposal consists of “Principles on

loss absorbing and recapitalization capacity of global systemically important banks

(G-SIBs)” and a concrete proposal for an internationally agreed standard (“TLAC

term sheet”). The goal of the TLAC regulation is to ensure that G-SIBs’ critical
functions can be continued without public funds or financial instabilities.

The TLAC principles for G-SIBs are worded in a rather general manner, and

govern23:

• the amount of required TLAC,

• the availability of TLAC for loss absorption and recapitalization,

21 Federal Deposit Insurance Corporation (2014), p. 76623; HM Treasury (2013).
22 Vickers (2015).
23 Financial Stability Board (2014a), pp. 10–12.
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• the eligibility of instruments for inclusion in TLAC,

• the interaction with other regulatory requirements (e.g. capital buffers),

• the consequence of breaches of TLAC, and

• the transparency of the order in which capital instruments absorb losses.

The FSB term sheet precisely defines the requirements for G-SIBs24: The TLAC

requirement has to be met alongside minimum capital requirements by every entity

within each G-SIB and will be set in relation to the consolidated balance sheet of

each resolution group. Eligible TLAC excludes any liability that is callable on

demand without supervisory approval. TLAC should contain a statutory mecha-

nism/contractual trigger that permits a write-down or conversion into equity by the

resolution authority. The capital requirements count toward the TLAC requirement.

However, the remaining core equity tier 1 capital (CET1) can count toward

regulatory capital buffers only if both requirements are fulfilled. The minimum

TLAC requirement will be 16–20% of the risk-weighted assets (RWAs) and at least

6% of the Basel III leverage ratio denominator (see Fig. 4).25 In addition to this

TLAC “pillar 1”, authorities may require a second TLAC pillar 2 that depends on a

“resolvability assessment.”. At least 33% of the TLAC has to be in the form of debt

or non-regulatory capital. To reduce contagion risks, G-SIBs have to deduct

exposures to the TLAC of other G-SIBs from their own TLAC. G-SIBs must

disclose the amount, maturity, and composition of TLAC to inform investors

about the creditor hierarchy.26

The final design of the TLAC is not yet clear, but the TLAC is expected to be a

new prudential ratio with a potentially high impact on bank business similar to

Basel III.27 Standard & Poor’s estimates that the “proposed minimum TLAC

requirements would have been enough to cover the government-funded recapital-

ization needs of G-SIB in the recent crisis.”28 After the closing of the consultation

in February 2015, a revised (final) version of the principles and the term sheet was

published during the 2015 G20 summit, and is unlikely to be put in force before

2019 to give G-SIBs time for the gradual adoption of funding structures. Mean-

while, the G20 countries will have to transpose TLAC into their national resolution

regimes. The European Union, however, is ahead of international developments and

set up its own loss-absorbency requirement: In April 2014, a comparable loss-

absorbing capacity concept was finally agreed as part of the Bank Recovery and

Resolution Directive (BRRD). The directive requires that all EU banks meet a

robust minimum requirement for own funds and eligible liabilities (MREL) to

prevent a liability structure that impedes bail-ins. The draft of the regulatory

standard for MREL from November 2014 is the subject of the following Section.

24 Financial Stability Board (2014a), p. 13–21.
25 Regulators may set higher requirements.
26 Financial Stability (2014a), p. 8.
27 BBVA Research (2014), p. 1, PricewaterhouseCoopers, p. 1.
28 Standard & Poor’s Ratings Services, p. 3.
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4.2 Minimum Requirement for Eligible Liabilities (MREL)
as a Pendant in the European Union

TheMinimum Requirement for Eligible Liabilities (MREL) is the European answer

to the FSB’s/international efforts to making bank bail-ins feasible and credible.

Like TLAC, the primary purpose of MREL is to improve banks’ internal loss-
absorbing capacity, i.e. shareholders and creditors will have to internalize the

burden of a bank failure. MREL is part of the Bank Recovery and Resolution

Directive (BRRD) 2014/59/EU, which establishes a framework for the recovery

and resolution of financial firms. MREL will be applicable to all EU banks. The

requirements for SIFIs, however, will be higher so that the implementation of

MREL for G-SIBs is expected to be consistent with the FSB’s TLAC.29 Particular
attention is paid to the convergence of MREL interpretation and application across

EU member states so that banks with similar risk profiles face similar loss-

absorbing capacity requirements.
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Fig. 4 Total loss-absorbing capacity (TLAC) requirement. This figure illustrates the current

composition of regulatory capital requirements under Basel III including risk buffers (SIFI,

cyclical and conservation buffer) and the future composition under the total loss absorbing

capacity (TLAC) regime. The minimum TLAC requirement will be 16–20% of the risk-weighted

assets (RWAs) and at least 6% of the Basel III leverage ratio denominator. RWA risk weighted

assets, TLAC total loss absorbing capacity

29 European Banking Authority (2014), p. 5.
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To fulfil the purpose of a higher loss-absorbing capacity for banks, the MREL

proposal:

• gives authorities far-reaching discretionary powers to consider the individual

idiosyncrasies of each bank;

• has a quantitative floor based on total liabilities, not risk-weighted assets or total

exposure;

• is affected in its required individual height by the bank’s recapitalization needs

based on the resolution strategy and not only on its systemic impact;

• has a backstop for the protection of senior unsubordinated creditors; and

• is assessed individually for each institution and does not have a common pillar

1 standard.

The MREL will be determined in monetary terms, but is based on six mainly
ratio-oriented criteria (Table 1) and will be applied to each bank on a case-by-case
basis.

The first criterion is the (1) loss-absorption requirement. It serves as a baseline
for the resolution authority and is defined as a ratio of MREL to risk-weighted

assets. The minimum height is defined by the minimum of each institution’s
regulatory capital requirements (pillar 1 and 2) and buffers, i.e. 8% total regulatory

capital +2.5% capital conservation buffer (+ SIFI buffer �2.5%) in relation to the

total risk exposure amount or the amount required by the leverage ratio.30

The (2) recapitalization requirement as the second criterion determines another

minimum for the bank-specific amount of MREL in order to ensure sufficient

market confidence in the bank, and that it would meet the prudential requirements

even after resolution. As the resolution plan may not imply that an entire banking

Table 1 The criteria for the determination of banks’ individual MREL

Minimum requirement for eligible liabilities (MREL)

>8% of total liabilities floor

(1) Loss-absorption requirement

regulatory capital, capital conserva-
tion/SIFI buffer

(2) Recapitalization requirement

economic critical functions, compliance with capital
requirements after resolution

(3) Deposit guarantee scheme (DGS)

requirement

potential loss to the DGS in the case of
liquidation

(4) Resolution plan requirement

bail-in excluded liabilities

(5) Supervisory and evaluation process

(SREP) requirement

size, business/funding model, risk
profile

(6) SIFI requirement

systemic risks, adverse effects on financial stability

This table provides an overview of the MREL requirement. It will be determined in monetary

terms, but is based on six mainly ratio-oriented criteria and will be applied to each bank on a case-

by-case basis.

30 European Banking Authority (2014), p. 18f.
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group but only a critical subsidiary/business line is recapitalized, the required

MREL must not necessarily double the pre-resolution minimum prudential require-

ments. Therefore, the MREL proposal creates incentives for banks to reduce

barriers or impediments to resolvability. In the case of global systemically impor-

tant financial institutions (G-SIFIs), the current proposal requires available MREL

to equal an amount that assures that the institution’s core equity tier 1 (CET1)

capital ratio after the application of resolution tools is at least equal to the median of

the core equity tier 1 capital (CET1) ratio of a peer group of all EU established

G-SIFIs. It is questionable if the CET1-SIFI median is the optimal level to promote

market confidence.

The (3) deposit guarantee scheme (DGS) requirementmay reduce the MREL, as

it takes into account the estimated contribution of the DGS to the resolution. The

maximum DGS contribution is the amount of the deposits or 50% of the Member

State DGS target level.

Another adjustment is the (4) resolution plan requirement, which is set in order

to guarantee that no traditional senior creditor is worse off under bail-in than in

liquidation. In this regard, unsecured debt is only considered for inclusion in the

MREL when it accounts for more than 90% of all liabilities in the same rank to

avoid credible or legal loss-absorbing risks.

Furthermore, the resolution authority will have to consider MREL requirements

that implicitly result from the (5) supervisory and evaluation process (SREP). The
SREP is an assessment of the business and funding model, as well as the overall risk

profile on a bank and part of Basel III’s supervisory review (Pillar 2). The last

applicable condition to MREL is the (6) SIFI requirement.31 It is a special require-
ment for SIFIs (and any other potentially systemic firm from both the financial and

non-financial sectors) and takes into account the systemic risk as well as a not-yet-

31 In addition, see the Draft Regulatory Technical Standards on criteria for determining the

minimum requirement for own funds and eligible liabilities under Directive 2014/59/EU, Art.

7 for the inflationary identification of various types of systemic institutions: “For institutions and

groups that have been designated as [global systemically important insurers] G-SIIs or [other

systemically important institutions] O-SIIs by the relevant competent authorities, and for any other

institution which the competent authority or the resolution authority considers reasonably likely to

pose a systemic risk in case of failure, [. . .] consideration shall be given in particular to the

requirement that, in resolution, a minimum contribution to loss absorption and recapitalization of

8% of total liabilities and own funds, or of 20% of the total risk exposure amount [. . .] is made by

shareholders and holders of capital instruments and eligible liabilities at the time of resolution.”

The International Association of Insurance Supervisors (IAIS) defines G-SIIs as “insurance-

dominated financial conglomerates whose distress or disorderly failure, because of their size,

complexity and interconnectedness, would cause significant disruption to the global financial

system and economic activity” (IAIS 2015, p. 3). The European Banking Authority (EBA) defines

O-SIIs as “systemically important institutions other than those identified as global systemically

important institutions across the EU. The EBA aims to capture the appropriate balance between a

European framework ensuring a level playing field and comparability across the Union, on the one

hand, and the need to take into consideration specificities of Member States’ individual banking
sectors, on the other.” Both assessments are closely related to the Financial Stability Board

approach for G-SIFIs.
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specified assessment of the potential adverse effects of a bail-in on financial

stability.32

In contrast to the TLAC minimum requirement which is primarily driven by a

common standard, the European MREL depends mainly on the national resolution
authority’s assessment. Therefore, questions remain and controversial issues must

be resolved: How level is the playing field in the EU if national resolution

authorities determine the amount of MREL for their banks and monitor obser-

vance? What is the future role of the EBA, and will national resolution authorities

become shadow regulators? The draft consultation papers for TLAC and MREL

were both issued in November 2014 and the consultation period for both ended in

February 2015. The following section provides a comparison of both proposals.

4.3 Comparison of TLAC and MREL

Although the European discussion on a minimum loss-absorbing capacity started

(in 2012) 2 years prior to the proposal for the international TLAC standard by the

FSB, there is a broad consensus that both ratios should be compatible.33 Material

differences due to local European features, however, tend to remain, as the follow-

ing Table 2 shows.

However, both of the concepts TLAC and MREL are still in the consultation

process, but already at this stage it can be said that the liability structure and the

ranking of capital instruments in insolvency are going to play an increasingly

important role for banks’ resilience and funding costs.34 Market participants are

deeply concerned about the marketability of TLAC/MREL-liabilities, and do not

believe in sufficient interest from the typical buyers of debt.35 First estimates from

the industry amount to USD 500 billion in TLAC instruments issued by G-SIBs

alone in the next 5 years.36 The pros and cons of the two proposals are summarized

in the last section from an economic viewpoint.

32 European Banking Authority (2014), pp. 6–14.
33 European Banking (2014), p. 5; Allen & Overy LLP (2014), p. 4; Danske Bank (2014), p. 1.
34 Durand (2014).
35 “‘Where’s the appetite for this stuff?’ [. . .] ‘There is a perception that there is enough appetite in
the world to fund the TLAC that’s going to be required,’ [. . .] ‘So where is that capacity?’”
[response in an interview of the chairman of HSBC Holding plc], see Glover et al. (2015).
36 Standard & Poor’s Ratings Services (2015).
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5 Conclusion: Pros/Cons and Outlook

On both the EU and global levels, legislative reforms in response to disorderly asset

value-destroying bank failures during the financial crises provide new approaches

for resolving SIFIs. Only if bail-ins of SIFIs are plausible, i.e. the ability to impose

losses on shareholders and unsecured creditors is given, can the moral hazard-

driven diabolic loop of SIFI regulation be averted. The concepts of FSB and EBA

may provide an efficient37 path for returning the systemic parts of SIFIs to the

private sector by converting liabilities into equity. TLAC and MREL are both

concepts designed to strengthen the loss-absorbing capacity of SIFIs, with a good

description of the process leading up to the resolution of a failing bank.

However, neither TLAC nor MREL provide any account of what might happen

after the resolution. The bail-in should be seen as a multi-stage exercise, since the

operating subsidiaries of a bank are meant to continue. A few shortfalls result from

this fact: 38

• Lack of liquidity: The existence of subordinated liabilities that are converted

into new equity is undoubtedly the key requirement for banks to exist after a

Table 2 Differences between TLAC and MREL

TLAC MREL

Objective – to orderly resolve banks

– to internalize the burden of bank failures with a high degree of confidence

– to ensure the continuity of critical functions

– to deal with failing banks and ensure international cooperation

Covered firms – global systemically important banks

(G-SIBs)

– all banks established in the EU

Eligible loss-

absorbing

instruments

– equity, junior debt, senior subordi-

nated debt, and also, in part, senior

unsubordinated debt

– equity, junior debt, senior debt, and

other unsecured liabilities with

residual maturity over 1 year, possi-

ble exclusion of senior

unsubordinated debt

Ratio in pro-

portion of

– the regulatory capital or leverage

ratio

– own funds and total liabilities

Required

amount

– minimum (pillar 1): 16–20% of

risk-weighted assets (RWAs) or 6%

of leverage assetsþ individual

add-on (pillar 2)

– set on a case-by-case basis based on

six criteria groups, e.g. critical func-

tions, resolution process, “SIFIness”

Expected

implementation

– 2019 – 2016 (4 year phase-in)

This table provides a comparative overview of the main features of the concepts of total loss-

absorbing capacity (TLAC) and minimum requirement for eligible liabilities (MREL).

37 On efficiency as a condition for regulation, see Eidenm€uller (1995), pp. 393–411.
38 For an in-depth discussion of the arguments, see Goodhart (2015), pp. 1–4.
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negative shock. But banks under distress face severe liquidity outflows, some-

thing that TLAC and MREL do not provide.

• Lack of recovery: The name and reputation of the bank in resolution will have

been brought into question. It is therefore questionable if a sharply written down

bank can issue new equity or debt to recover its loss-absorbing capacity.

• Procyclicality: As soon as it gets down to a resolution worth mentioning, the

market for bail-in-able debt will dry up (for a certain time) and then re-open at a

(presumably) higher yield. Managers of the other banks will have incentives to

deliver sharply (accompanied by contagious impacts on prices on different

securities markets).

Furthermore, the concepts may favor certain business models of banks39: Tra-

ditional bank lending business and deposit taking may be penalized as traditionally

favored cheaper funding sources are not eligible instruments for the loss-absorbing

capacity. Once introduced, TLAC/MREL will be costly for SIFIs, as the first

qualitative impact assessments show.40 The need for higher yields to serve higher

requirements of unsecured creditors may incentivize banks to engage in riskier

activities. Furthermore, issued loss-absorbing capital held by other banks has to be

deducted from the bank’s own eligible TLAC/MREL. It follows, therefore, that

TLAC and MREL securities need buyers outside the banking sector. This could

lead to a situation where original bank risks are intensively “diversified”, i.e. spread

toward other sectors such as the insurance industry. However, the convergence of

international and EU initiatives to ending up too big to fail is promising because

SIFIs are established nationally but pose global systemic risks.

Looking ahead, the loss-absorbing capacity concept has the potential to

strengthen the resilience of SIFIs and the overall banking system. In order to

achieve that, both issuers and potential buyers of bail-in-able debt need credible

clarification on the hierarchy of creditors, bail-in triggers, and forms of bail-in, with

clear statements about stages subsequent to the bail-in as well as the problems that

might arise therein. The market for bail-in-able securities is still quite small.

However, volumes are increasing, and standards are emerging. The concepts of

loss-absorbing capital have the capacity for reducing systemic risk. But this will

mainly depend on the (coordinated) treatment by (EU) regulators, clarifications on

what comes after the bail-in, and the ability of markets to price a new range of bail-

in-able securities.41

39 PricewaterhouseCoopers (2014), p. 2.
40 EBA (2014), pp. 29–40.
41 Avdjiev et al. (2013), p. 56.
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