Kent Academic Repository
Moss, Benjamin Joseph (2014) Regulating and Supervising Systemic Risk
in the European Union: Results of the Post-Crisis Structural Reforms.
Doctor of Philosophy (PhD) thesis, University of Kent,.

Downloaded from
https://kar.kent.ac.uk/51062/ The University of Kent's Academic Repository KAR

The version of record is available from
This document version
UNSPECIFIED

DOI for this version
Licence for this version
UNSPECIFIED

Additional information

Versions of research works
Versions of Record
If this version is the version of record, it is the same as the published version available on the publisher's web site.
Cite as the published version.

Author Accepted Manuscripts
If this document is identified as the Author Accepted Manuscript it is the version after peer review but before type
setting, copy editing or publisher branding. Cite as Surname, Initial. (Year) 'Title of article'. To be published in Title
of Journal , Volume and issue numbers [peer-reviewed accepted version]. Available at: DOI or URL (Accessed: date).

Enquiries
If you have questions about this document contact ResearchSupport@kent.ac.uk. Please include the URL of the record
in KAR. If you believe that your, or a third party's rights have been compromised through this document please see
our Take Down policy (available from https://www.kent.ac.uk/guides/kar-the-kent-academic-repository#policies).

UNIVERSITY OF KENT
Faculty of Social Sciences
Kent Law School

REGULATING AND SUPERVISING SYSTEMIC RISK IN THE EUROPEAN
UNION:
RESULTS OF THE POST‐CRISIS STRUCTURAL REFORMS

Benjamin Joseph Moss

Thesis submitted for the degree of PhD in Law

June 2014

ABSTRACT

This thesis contributes new and unique perspectives on the post 2007‐09 crisis reform
agenda established in the European Union. The focus of the thesis will be specifically
on reform of the regulatory and the supervisory framework aimed at mitigating the
effects of systemic risk. The starting point will be a review of the literature on the
concept of systemic risk which will demonstrate that its unpredictable nature requires
a malleable regulatory response. In light of the suggested areas of concern by the
pivotal ‘de Larosiere report’, analysis will be provided on the progress achieved so far.
On the regulatory front, the systemic risk aspects of the various legislative measures
introduced are assessed in terms of their relevance and potential effectiveness. The
reformed supervisory framework under the new European System of Financial
Supervision (ESFS) requires close scrutiny due to the transfer of power to centralised
authorities. Although the reform should be considered a success in terms of reaching
its objectives in a timely manner, some critiques and suggestions will be provided on
how to carry the framework forward. The thesis will also argue that taking the
framework to the next step may require testing the boundaries of European Treaties
and its case law in relation to delegation of powers. The measured success of the new
framework could however be jeopardised by the recent introduction of the first steps
towards a banking union in the Eurozone. By creating a new supervisory dynamic
within the EU, it will be argued that such a move raises the potential of creating a ‘two
speed’ model of financial supervision in the EU. Additionally it risks polarising the
supervisory debate between the European Central Bank and the Bank of England at
the detriment of the EU.
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INTRODUCTION

The 2007‐09 financial crisis has had an unprecedented effect on how the risks of
globalisation are viewed. Although the interconnectedness of financial markets and
some cross‐border financial institutions was never in doubt, the extent to which
financial contagion materialised was unexpected. Existential questions arose from a
market and regulatory standpoint when financial instruments that had as their
purpose the mitigation of risk turned out to be originators of risk amidst market and
regulatory bewilderment.
The crisis fundamentally changed the perspective on systemic risk, not only confirming
the existence of its catastrophic consequences but also its unpredictability. The
contagious nature of systemic risk is traditionally portrayed by the domino effect
metaphor.1 This depicts the idea that connected financial institutions fail as a
consequence of the links between them, causing a knock‐on effect of successive failing
institutions. However, this metaphor does not seem to adequately reflect how
systemic risk materialised during the recent crisis. Although knock‐on effects occurred,
related events combined to create a simultaneous rather than a successive breakdown
of the system. Therefore, it is better to compare the crisis situation to the chemical
properties of mercury drops. Beyond its poisonous characteristics, the analogy relates
the idea that drops are potential trigger events of systemic risk, where at stable
temperature other drops in proximity remain separate. Once the temperature rises the
drops in proximity rapidly merge to create a puddle rather than a drop, i.e., when
1

M Brunnermeier and M Oehmke, ‘Bubbles, Financial Crises, and Systemic Risk’ (NBER Working Paper
No 18398, September 2012)
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pressure is felt in the market, the connections between the events creates a crisis
rather than separate isolated events. This pooling of all the issues which caused the
crisis can be portrayed by this mercurial effect. Taking the correlation further, just as
mercury is an excellent amalgam for more valuable metals, such as gold, silver and
iron, systemic risk not only affects those drops that pool quickly to create a puddle but
also attracts quality assets at the same time. In terms of regulatory response, this
means that measures need to be taken on several fronts to avoid the merging of
events rather than intervening in the link of a domino effect.
It can be argued that, to an extent, regulatory intervention was partly to blame for
aggravating the effects of the crisis; most notably, via the excessive use of credit
ratings as an indicator of safety.2 However, some causes of the crisis, such as the lack
of transparency of certain financial instruments and inadequate capital requirements,
simply cannot be resolved by limiting regulatory intervention. In addition, the general
political consensus points towards the enhancement of regulatory and supervisory
frameworks as a concerted response to the crisis.3
Concerted measures are particularly relevant at European Union (EU) level as the crisis
demonstrated that the state of its regulatory and supervisory framework ‘remains
seriously fragmented’.4 In theory, a correction at EU level should be easier than on the
wider international scene as there is a fundamental accord amongst Member States to

2

G Kaufman, ‘Bank Failures, Systemic Risk, and Bank Regulation’ (1996) 16(1) Cato Journal 17; M
Flannery ‘Prudential Regulation for Banks’ in Financial Stability in a Changing Environment (St Martin’s
Press 1995) 281, 318.
3
G20, ‘G20 Leaders statement’ G20 Summit, Pittsburgh, 2009) para 13
<http://www.g20.utoronto.ca/2009/2009communique0925.html> accessed 20 April 2014.
4
High‐Level Group on Financial Supervision in the EU, ‘Report’ (Jacques de Larosière (chair), DG Internal
Market, Brussels, 25 February 2009) (de Larosière report).
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work towards a more stable Union under the Treaties.5 However, achieving consensus
on the level of appropriate harmonisation of financial regulation in the EU has been
difficult. There are national sensitivities to be taken into account, in particular in
jurisdictions such as the UK with financial sectors representing a significant part of
their economy. There has also been an aversion to the idea of a federal EU, which a
centralised supervisor might represent. Despite this, reform is necessary on the
content of the regulations and on the supervisory framework in order to give the
financial services industry in the EU the platform it needs to pursue its business in a
safe and stable way.
This thesis aims to critically analyse the law and major policy developments of the EU
which are relevant for the regulation and supervision of systemic risk as at 31
December 2013. The post‐crisis reform agenda is an opportunity to introduce
measures that might have met political resistance in different circumstances due to
national sensitivities and lack of urgency. The swing of the ‘regulatory pendulum’,6
which describes the eagerness to introduce new regulatory measures in the aftermath
of a crisis, seems to have been taken full advantage of in the EU. The new measures re‐
launched with vigour the idea of a single rulebook for financial services in the EU based
on maximum harmonisation and uniformity. Due to the inability to pinpoint systemic
risk as a single legislative topic, the mitigation of systemic risk has materialised in
various legislative provisions. The provisions have met different levels of political
resistance due to their varying levels of complexity and relevance to national
sensitivities. However, it appears that significant progress has been made in a short
5

Treaty of Lisbon amending the Treaty on European Union (TEU) and the Treaty Establishing the
European Community (TFEU) [2007] OJ C306/1.
6
John C Coffee, ‘The Political Economy of Dodd‐Frank: Why Financial Reform Tends to be Frustrated and
Systemic Risk Perpetrated’ (2012) 97 Cornell Law Review 1019.
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timeframe by tackling issues that have concrete or apparent systemic risk features.
There is a commonality to these measures in relation to the constant pursuit of more
transparency. By removing the opacity of financial instruments and financial institution
balance sheets, the access to information from a supervisory perspective is facilitated.
In this respect, effective regulatory protection depends heavily on innovative
supervisory strategies. Restructuring the way financial services are supervised in the
EU has also formed part of the reform agenda with the overarching principle that
systemic risk requires macro‐prudential supervision. This is far more sensitive from a
political perspective as the crux of the discussion surrounds delegation of powers. The
Lamfalussy regime was put place in 2001 and introduced the Level 3 Committees (3L3),
which were the advisory committees that reported to the Commission.7 These
committees were seen as ineffective as they did not achieve their goal of more
consistent application of the rules at Member State level. Therefore, they were seen as
unlikely to survive the crisis in their initial guise.8 In order to render the committees
effective, a significant shift in powers was necessary that would equip them with the
necessary authority to monitor and enforce the rules on the books. This occurred as
suggested by the de Larosière report in the form of the new European System for
Financial Supervision (ESFS). Four bodies comprise the ESFS, three of them evolved
from the 3L3 Committees and these became the three European Supervisory
Authorities (ESAs).9 In addition, there is the European Systemic Risk Board (ESRB). The

7

Alexandre Lamfalussy and others, ‘Initial Report of the Committee of Wise Men on the Regulation of
European Securities Markets’ (presented to the ECOFIN Council, Brussels, 9 November 2000)
<http://ec.europa.eu/internal_market/securities/docs/lamfalussy/wisemen/initial‐report‐wise‐
men_en.pdf> accessed 20 June 2014.
8
N Moloney, How to Protect Investors: Lessons from the EC and the UK (CUP 2010).
9
The ESAs respect the silo approach of the 3L3 Committees namely banking, securities and markets, and
insurance and occupational pensions.
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ESRB’s main role is to process information in order to monitor and warn about
potential systemic risks at EU level. The ESRB’s role and positioning within the ESFS and
its proximity to the European Central Bank (ECB) remains somewhat confusing. Not
only was it constituted as a soft law body, which raises legitimacy concerns, but its lack
of enforcement powers and over‐reliance on other institutions is problematic. On the
other hand, the ESAs gain substantial powers, most notably in the form of binding
decisions. Of specific interest is the direct supervisory powers that have been granted
in certain circumstances. The direct supervision of credit rating agencies (CRA) by the
European Securities and Markets Authority (ESMA) is particularly relevant for the
purpose of this study.
The thesis will argue that the EU post‐crisis regulatory reform has been a success not
only in introducing considerable legislative provisions but also in making necessary
structural changes to the supervisory framework. It is considered a success on the
grounds that it has achieved the objectives laid down by the de Larosière report, and it
did so in a timely manner. Teething issues are a natural consequence of introducing
such substantial change, in particular, at institutional levels. Therefore, this thesis
suggests some amendments that could carry considerable benefits in terms of
functional efficiency and independence. The new measures that have been put in place
must be seen as a platform on which supervisory authorities can react rapidly to the
emergence of events that carry systemic importance.
However, the success might be short‐lived in the light of a competing system of
supervision in the form of the Single Supervisory Mechanism (SSM) which is

8

Eurozone10 focussed. Due to concerns regarding the single currency and the related
national debt, the SSM was conceived to introduce further stability by enabling the
ECB to act as a direct supervisor to those institutions which are considered to be
systemically relevant. This thesis will argue that this step towards a banking union will
polarise the EU between those Member States that form part of the SSM11 and those
that do not, chiefly the UK.
The first chapter begins with an evaluation of the concept of systemic risk. The post‐
crisis notion of systemic risk is still not clear‐cut and will probably evolve over time.
Given that it is still too early to envisage the way in which the post‐crisis definition will
evolve, the chapter will draw on the pre‐crisis definition. To this effect it will put
forward the idea that the notion of systemic risk is a malleable one that requires a
flexible regulatory approach.
The second chapter aims to briefly outline the characteristics and provide a timeline of
the crisis. Causality issues are beyond the scope of this thesis; therefore, the list of
causes of the crisis will chiefly rely on the influential de Larosière report which
constitutes the foundation of the post‐crisis reform agenda.
The third chapter will provide a critical review of the regulatory measures taken in
response to the materialisation of systemic risk as a cause of the crisis. Four measures
stand out as being regulations implemented post‐crisis which include mitigating
systemic risk as part of their aim: the European Market Infrastructure Regulation12

10

The term Eurozone will be used throughout to describe those countries that use the Euro as national
currency.
11
Non‐Eurozone countries may elect to come under the SSM even though they do not use the Euro as a
currency.
12
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 [2012] OJ L201/1 (EMIR Regulation).
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(EMIR), the Alternative Investment Fund Managers Directive13 (AIFMD), the Capital
Requirements Directive IV14 (CRD IV) and the Credit Rating Agencies Regulations15 (CRA
Regulations). Due to space constraints, the provisions of each of these measures will
not be analysed in detail. However, the salient points for the purpose of regulating
systemic risk will be extracted. The section on the CRA Regulations will be more
detailed insofar as it is relevant for the purpose of understanding the potential for
direct supervision by the ESAs. The adequacy of these measures will be assessed and
the argument will be made that they present a suitable initial regulatory response in
the light of the causes highlighted in the de Larosière report. It will further be argued
that these measures form a suitable basis for the creation of a single rulebook for
financial services in the EU, albeit that caution must be used not to make the rules
overly‐uniform.
The fourth chapter will analyse the new ESFS system and its shortcomings as well as
provide a critique and suggestions on how the system can be improved. In the light of
the new regulatory measures highlighted in Chapter III, a suitable supervisory regime
to make these norms effective is necessary. There will be a particular focus on the
ESMA and the ESRB: the former because it follows on from the discussion of direct
supervision discussed regarding CRAs in the third Chapter; and the latter due to its
systemic risk focus. This chapter will argue that the weaknesses of the ESRB, such as a
13

Directive 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, [2011] OJ L174/1 (AIFMD).
14
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 L176/338 and
Regulation (EU) No 575/2013 of the European and of the Council of 26 June 2013 on prudential
requirements for credit institutions and investment firms and amending Regulation (EU) No 648/2012
[2013] OJ L176/1 (CRD IV).
15
Regulation (EC) No 1060/2009 of the European Parliament and of the Council of 16 September 2009
on credit rating agencies [2009] OJ L302/1 (CRA Regulations).
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lack of independence and exposure, can be overcome with some relatively easy fixes,
even though, eventually, Treaty change will be necessary if it is going to be effective in
carrying out its future mandate as signalled under CRD IV.
Finally, the fifth chapter will discuss the creation of the SSM, some of its mechanisms
and the problematic relationship between the ECB, the European Banking Authority
(EBA) and the ESRB. Despite significant efforts to cater for the new regulatory
measures on a supervisory level, as presented in chapters three and four, the sudden
creation of a new supervisory authority in the form of the ECB does not sit well with
the new framework. This Chapter will argue that in isolation the ECB appears to be an
effective supervisor for the Eurozone although this will be to the detriment of a more
fragile ESFS. Furthermore, the risk of polarisation, whereby the two most influential
bodies of financial supervision in the EU stand to be the ECB and the Bank of England
(BoE), risks jeopardising the interests of the Union.
In combination, these Chapters contribute to the initial assessment of the post‐crisis
reform measures in relation to mitigating systemic risk in the EU. Despite the
considerable achievement of establishing a new framework in a relatively short
timeframe and the power shift towards the new supervisory authorities, weaknesses
subsist on a governance level that could eventually require Treaty changes.
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CHAPTER I: CONCEPTUAL SYSTEMIC RISK ISSUES

The financial crisis of 2007‐09 has often been labeled as ‘systemic’ due to its global nature, its
diverse manifestations and the harshness of its consequences. Due to the extent of its impact,
it can only be qualified as an event of rare economic severity. The large financial institutions
which previously incarnated the success of global finance centres have been confronted with
unprecedented difficulties; in certain cases, these have led to bankruptcy. Governments and
Central Banks intervened substantially in order to reintroduce financial stability and finance
their respective economies. Despite these efforts, a global recession occurred, and this was
particularly damaging for those jurisdictions with the most developed finance centres.
This Chapter does not attempt to explain the reasons behind this financial crisis, nor any other
past or future one. It will, however, attempt to clarify a fairly contentious concept known as
systemic risk, which relates to the contagious nature of adverse events. Therefore, the global
environment and interrelation within the financial sector is not a cause, but can be seen as
playing a part in aggravating the crisis and degrading national economies.
Prior to the crisis, many questions regarding the substance of this notion were being debated.
However, since the crisis, questions over the merits of regulating systemic risk have been
replaced by questions over how to regulate systemic risk. The characteristics of the crisis and
the effects of contagion on a global scale appear to constitute overwhelming evidence of the
need for regulatory measures to mitigate systemic risk. Most of the literature discussing the
merits of regulating systemic risk will therefore have been written pre‐crisis.
The first challenge is to define the term adequately. Although the existence of systemic risk
was never really doubted, some scholars were more skeptical than others on the extent to
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which regulatory intervention was desirable.1 It is then necessary to discuss which risks are
truly systemic, with some supporting the idea that banking should not be deemed different to
other industries, where market forces decide the fate of their existence.2 It is also important to
understand the pluri‐dimensional aspect of the concept by considering not only institutional
systemic risk but also the market and real economic effects.

I.

The difficulties in defining systemic risk

Generally recognised as a rationale for financial regulation, academic discourse regarding
systemic risk starts with a disagreement on the definition of the concept. In order to begin
resolving this issue, it is essential to reach a consensus on the definition of this notion. This
previously intangible concept has gained a basis of evidence with the crisis. Indeed, although
examples of contagion were available, their extent and impact were not comparable in size to
the most recent crisis. Although the crisis evidenced new origins of systemic risk, its definition
remains unsettled due to its potentially unlimited scope.
The acceptance of a commonly established definition of systemic risk often goes to the core of
the debate regarding its validity as a regulatory concern and its recognised consequences. The
Oxford English Dictionary defines systemic as ‘relating to a system as a whole’. This already
creates some level of debate when discussing financial systemic risk because it is not clear
which system is being referred to. Indeed, several dimensions are to be considered, such as
institutional or market ones, but also the geographic considerations at local, jurisdictional or
international level.

1

G Benston was of the opinion that regulation should be limited to capital requirements. See G Benston,
‘Is Government Regulation of Banks Necessary?’ (2000) 18(2/3) Journal of Financial Services Research
185.
2
G Benston and G Kaufman, ‘The Appropriate Role of Bank Regulation’ (1996) 106(436) Economic
Journal 688.
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Because the positive or negative outcome of systemic consequences is also disputed amongst
economists, the considerations surrounding systemic risk will invariably be subjective.
Moreover, depending on how one considers the evidence behind the arguments often reflects
how the concept is initially perceived. The confusion about the concept is adequately reflected
by the statement that ‘one observer might use the term “market failure” to describe what
another would deem to have been a market outcome that was natural and healthy, even if
harsh’.3 This reflects the difference between those who believe certain institutions or markets
are too important to the economy at large to be allowed to fail, as opposed to those who feel
that there should be natural selection by the market of those capable of surviving in order to
achieve perfect competition within a given market.
How, therefore, can we give a definition of systemic risk which can be commonly accepted and
recognised as a potential problem source? According to Kaufman, whose definition is the most
generally shared, systemic risk is ‘the probability that cumulative losses will occur from an
event that ignites a series of successive losses along a chain of institutions or markets
comprising a system’.4 His definition is similar to the definition given by the Bank of
International Settlements (BIS) which defines it as ‘the risk that the failure of a participant to
meet its contractual obligations may in turn cause other participants to default’.5 The
difference is that where Kaufman considers the trigger to be an event, the BIS considers it to
be an institutional failure. Nevertheless, the focus is on a so‐called domino effect and both
underline the idea that banks or large financial institutions are more prone to contagion than
other industries. Moreover, it is suggested that financial institution failure6 can have

3

G Kaufman, ‘Bank Failures, Systemic Risk, and Bank Regulation’ (1996) 16(1) Cato Journal 17.
ibid
5
Definition given by the Bank of International Settlements and quoted by S Schwarcz, ‘Systemic Risk’
(2008) 97(1) The Georgetown Law Journal 193.
6
Institutional failure or default occurs when the market value of its assets falls below that of its
liabilities.
4
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consequences for the economy at large. Arguably, economists would accept that in non‐
financial industries, when one participant fails, competitors pick up the business left behind.7
Conversely, Kaufman explains why banks are seemingly more prone to contagion and failures.
However, first he highlights three reasons why banks are perceived as being more fragile.8 The
first is capital insufficiency, whereby it is deemed that the capital held by banks does not
readily cover the asset liabilities incurred through financial leveraging. The second is the notion
of fractional reserve banking. The traditional role of banks is to transform assets from and into
liabilities, where the assets which generally take the form of loans are difficult to liquidate
prior to maturity. These are contrasted with liabilities in the form of deposits which are
extremely liquid. In order for a banking institution to be able to maximise its returns, it will
need to make sure that the reserves that it needs to pay depositors on demand are kept in the
most efficient way possible, that is, by holding only the necessary amounts to honour the
depositors’ estimated demands. How efficiently an institution keeps its reserves will become
evident when an unusual amount of depositors decide to withdraw their deposits at the same
time, causing the bank to become illiquid. The third reason is the value of bank assets. It is
likely that they will lose their real value in a scenario where the bank needs to liquidate its
assets rapidly, or under a so‐called ‘fire sale’. Indeed, during the normal functioning of the
bank, its assets will carry a certain face value and will maintain that value if sold under normal
trading conditions. When it becomes a necessity for the institution to sell these assets in order
to raise immediate liquidity, then due to their opacity and less liquid nature they will need to
be sold at a far lower price in order to find a quick buyer. Goodhart sums up this situation by
stating that ‘a bank’s assets may therefore be more valuable on a going concern basis than on
liquidation’.9 These elements contribute to the idea that banks become more fragile according
7

L Lang and R Stulz, ‘Contagion and Competitive Inter‐Industry Effects of Bankruptcy Announcements’
(1992) Journal of Financial Economics 32, 45.
8
G Kaufman, ‘Bank Fragility: Perception and Historical Evidence’ (Loyola University Working Paper no
96‐6, 1996).
9
C Goodhart and others, Financial Regulation: Why, How and Where now? (Routledge 1998).
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to the severity of the sudden downturns they can experience, and that a solvent but illiquid
institution can be rendered insolvent through the chain reaction explained above, generating
in turn a run on the bank.
Banks can be affected by contagion in two different ways, often referred to as rational and
irrational systemic risk.10 Firstly, contagion can be rational because of the visibility of the fact
that institutions are interlinked via a complex web of transactions where they hold deposit
balances with each other. They also rely on mutual lending and borrowing and are part of a
common clearing system. This raises the possibility that if one institution is unable to honour
its liabilities vis a vis another institution, or if it drives the market downwards due to a fire sale
of its assets, this means that the difficulties of one institution will invariably be felt by other
linked institutions.
The second dimension is psychological and linked to information asymmetry. It is argued that
bank runs automatically aggravate themselves.11 Where one depositor at a point in time may
find it difficult to withdraw their assets for temporary liquidity reasons, this may cause other
depositors to attempt a withdrawal in the fear or belief that the institution in question is on
the brink of insolvency. Such a rush will have the effect of creating a general panic, and due to
the fact that financial institutions are intertwined, this may cause runs on other institutions,
even though they are perfectly solvent and liquid at the time.12 The psychological dimension
also affects markets internationally. Indeed the so called ‘bandwagon’ effect means that
international investors will follow each other into a growing market. However, when the said
market begins to fall, then the same bandwagon departs from the market at greater speed,
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precipitating an economic downturn.13 In the same fashion, should this downturn occur in a
developed economy, then this will cause panic in other jurisdictions where interlinkages exist.
Considering that stock markets around the world are open in succession around the clock, they
have a tendency to react to one another. If the US suffers a crash, this will be felt the following
day on Asian markets and subsequently in Europe.
The distinction between those events that are information based or rational and those which
are random or psychological is blurred and will often merge to create a situation which has
both characteristics. The potential for a spill‐over from a distressed financial institution to
sound ones can affect the conduct of the whole system.14 For Kaufman, it is the perceived
randomness of contagion which is most frightening and would therefore justify policy
intervention.15
Most scholars16 recognise that a trigger event is a common denominator and has contagious
consequences beyond its boundaries, affecting a ‘banking, financial, or economic system,
rather than just one or a few institutions’.17 Where the definitions differ, however, are on the
size of the event and the scope of the consequences. Schwarcz discusses these variances
where the trigger event varies from being a modest economic shock to the failure of an
institution. The consequences will also vary from repercussions on other institutions to
substantial market volatility and institutional default.18
The earlier definitions tended to be less focussed and tended to envisage less serious
consequences. In 1992, Davis talked of unanticipated disturbances in the market with the
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consequence of merely putting at ‘danger’ financial institutions and disrupting the payments
mechanism.19 Others have drawn a parallel between the notions of systemic risk and financial
crises. Bordo et al come to the conclusion that whether we are talking about systemic risk or
financial crises, the payment system will be disrupted.20 Although there are similarities
between certain mechanical effects, such as market downturns, rushes to commodities and
currencies, and general social afflictions, following the most recent financial crisis, systemic
risk was the engine of the global financial downturn. As Davis suggests, it is the macro‐
economic depression that carries the greater weight and represents the consequences of
systemic risk.21
More recent definitions go further than just considering the financial chain linking markets and
institutions. Indeed, Mishkin’s definition takes into consideration the information chain and
talks of ‘information flows’ being disrupted.22 He addresses the issue of information
asymmetry as a cause of systemic risk.23 In this instance, the asymmetry of information can
work both ways between depositors/borrowers and banks. In difficult times when there is
contraction of the liquidity markets, lenders will be less inclined to lend or will simply be
unable to find liquidity themselves. The asymmetry appears here where the bank is not in the
best position to evaluate the value of a loan application. This leads to wider economic
consequences where valid businesses may find themselves in difficulty if lending costs rise and
the collateral value of their assets diminish. On the other hand, concerning runs on banks, the
information disadvantage will be on the side of the depositor. Regarding systemic risk, it is
often disputed whether depositors are capable of distinguishing an insolvent institution from
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an illiquid one.24 Public information may not be sufficient as regulators and central banks may
wish to keep negative information concerning an institution quiet until a solution has been
identified. Beyond publicly available information, obtaining relevant information regarding a
financial institution is costly and beyond the reasonable steps a depositor should take. It is
therefore suggested that the generally available information on the soundness of a financial
institution will consequently give other institutions with similar business models a bad press,
raising their apparent risk profile and therefore occasioning sound and unsound banks the
same fate.
As we have seen in these various definitions, the consequences vary from being institutional to
being market wide. Originally, banks were the only type of institution that portrayed
characteristics that enabled the types of consequences we have seen, mainly due to the fact
that they were the sole providers of funds to the capital markets. Although still the prime
provider, alternative sources can be identified, rendering bank failures less critical than
before.25 Therefore, other forms of financial institutions may possess the size and function to
cause systemic turmoil. Schwarcz therefore suggests looking beyond international banking
relationships and taking a step back and considering capital markets at large to identify the
true mechanisms of systemic risk.26 Investment strategies suggest that it is possible to
generate a certain amount of return whilst maintaining volatility at a minimum. What this
means is that, in a well diversified portfolio of investments, whether they be equity, bonds or
alternative investments, losses on one side will be outweighed by the overall portfolio gains.
Furthermore, certain hedging tools can protect an investment from currency downturns or
adverse fluctuations. What Schwarcz puts forward is that it is not possible to avoid overall
market risk, in that irrational market movements may have systemic consequences similar to
24
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those considered for banks. In both cases, market shocks cause institutional failures, the
difference being the stage of interlinkages. For this purpose, he takes the example of Long‐
Term Capital Management (LTCM), a non‐banking financial institution which would have
invariably failed had it not been for the intervention of the US Federal Reserve. In a pure
banking systemic risk situation, the knock‐on negative effects are principally due to balance
sheet interlinkages based on mutual lending and borrowing with mutual clearing system
discrepancies. In the case of LTCM, however, the fund was on the brink of failure due to its
hedging activities and a severe irrational market downturn. The contagion however was only
relevant due to its sheer size, and the fire selling of its assets would have invariably caused a
global market downturn. When considering systemic risk we should therefore consider both
the overall market and institutional interferences and not merely the failure of localised
institutions. Banks will almost always be relevant to the mechanism of systemic risk as they
have the greatest control over the payments systems, thus explaining why their influence is
structural. The size of the bank will also be a factor in affecting the market. However, this may
also be the case for non‐bank financial institutions, provided that their size is sufficient to
disrupt markets and linked institutions.
In an attempt to amalgamate the definitions above, it appears practical to break down the
systemic risk process into four steps:
1. An event that shocks an element of a financial system, the element being either
institutional or market related.
2. Information and payment flows are disrupted causing a chain of significant market
losses and/or institutional failures.
3. Disruptions to the payment system causing a rise in capital costs and availability.
4. General economic disruption due to the rise of capital costs.
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There is a school of thought that believes that systemic risk is an overblown notion with
exaggerated consequences, and a bank failure should not be treated differently to the failing
of any large corporation. Indeed, Kaufman argues that for a given jurisdiction the default of
bank X should carry the same consequences as for company Y.27 This argument is more
relevant today due to the fact that the share of ‘traditional’ banking activity is shared by non‐
banking institutions and the emergence of ‘shadow banking’. Moreover, he suggests that if
there is demand for the services undertaken by the failing bank, then a new entrant into the
market would be expected to appear. He does not, however, completely disagree with the fact
that certain characteristics are particular to banking.28 Indeed, he agrees that amongst banks,
adverse economic contagion is likely to have far greater meaning in terms of the speed at
which it spreads, its greater range and the likelihood of a larger number of failures occurring.
He does, however, reject the contention that losses to creditors will go beyond the institution
in difficulty. He finds little historical evidence that demonstrates that runs on banks go beyond
their local spectrum due to the fact that depositors have the sense to recognise whether a
bank is solvent or not. The financial crises that started in 2007 neither confirms nor refutes this
contention. However, the constant failures throughout the US and beyond would tend to
suggest that fear of failure was not localised.
Nevertheless, it can be argued that this crisis did find its origins amongst a banking crisis which
Kaufman did not consider at the time. Indeed, he states that ‘contrary to folklore, bank
contagion on a nationwide scale has not been a common experience and, while large‐scale
banking failures exacerbate economic downturns, they do not start them’.29 In subsequent
analysis it will be clear that, although not exclusively, the origins of the crisis can be found in a
form of banking incompetence in relation to the issuance of sub‐prime mortgages and their
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related securitised financial products. On the other hand, in the UK, Northern Rock
experienced a run on its liquidity in the traditional sense. It remained localised and other banks
or building societies did not experience similar runs. Kaufman’s thinking is similar to that of
Benston who also argues that there is no historical evidence that solvent banks would be
rendered insolvent due to a contagious run on an institution.30 Because a failing bank will be
isolated, and depositors will be able to recognise if a bank is solvent or not, there will be a
natural shift of deposits from the failing institution to other local banks which are perceived to
be safe. As a consequence, the local market will be aggregated from one bank to another.
According to Benston, in the unlikely event that an entire local market were to be affected,
then instead of creditors transferring their deposits from one failing institution to another, the
tendency would be a flight to recognisably safe and liquid securities, such as government
bonds or treasury bills. However, this will only be temporary, as the moment local banks are
perceived to be safe again, then these securities will be sold and returned in deposit form to
these institutions. Moreover, such securities are usually kept in specific and segregated client
custody accounts. This means that the institutions holding such accounts will benefit from the
deposits, albeit in a less liquid form, which will to a certain extent enable the institutions in
difficulty to return to balance sheet stability. On this point, Kaufman concludes that the
situation where intervention will need to be considered as a public policy concern is when
there is a flight to currency due to the fact that no institution in any jurisdiction is deemed to
be safe. Consequently, running depositors and the sellers of securities will retreat to currency,
generating severe market contraction through security fire sales and causing true systemic
consequences and bank failures.
Although public policy remedies and regulatory measures will be dealt with in the following
chapters, like Kaufman, Flannery is of the opinion that in most cases systemic risk and bank
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runs are aggravated by regulatory intervention. Except in extreme cases, such as LTCM above,
regulation is only necessary to seal the fate of defaulting institutions as quickly as possible.31
The reason for this is that, based on historical US data, banks actually hold more capital prior
to intervention by regulators. Via regulation, it is suggested that banks have taken a more
relaxed attitude as they now believe that if they find themselves in times of trouble, then the
government and ultimately the taxpayer will step in to assist them with a lifeline. The safety
nets put in place not only give bankers a more relaxed attitude to their balance sheet, but will
lead them to be more adventurous in the investments they undertake. Commonly referred to
as moral hazard, employees become further removed from acting in the lasting interest of the
banks they work for, thus leading them to make riskier decisions with potentially grave
consequences. It is suggested that developments and innovations within the functioning of
financial institutions and markets have led to an increased likelihood of systemic risk.32 These
innovations have occurred on several levels; of most interest here are the interlinkages
between markets and institutions globally, and structural financial innovation. From an
institutional perspective, it has already been shown that by the very nature of their balance
sheets, banks are prone to contagion. Presently, there are international banks acting as
correspondents for local ones in order to manage the custody of foreign currency. This means
that there is, yet again, a potential for asymmetry of information where the situation of the
domestic institution as debtor or creditor may not be clear.33
The considerable increase in the usage of international clearing systems has led to concern
over sizeable cross‐border settlement risk.34 This risk arose at a time when settlement was
completed at the end of the day, potentially leaving a critical time frame open where
continuity in the payments system could be disrupted. As will be shown, although international
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settlement still poses a number of challenges, the fact that clearing houses have guaranteed
collateral in place means that continuity of the payments system should be achieved.
The increase in complexity of certain financial instruments is of concern because of their
chances of increasing the likelihood of systemic risk due to the leveraged liabilities they can
generate. These concerns were found in the cases of Barings and LTCM, where both firms
technically defaulted due to market downturns and their leveraged exposure via derivative
instruments. The case of Barings is straightforward and obviously relayed the message that at
the time senior management did not understand the risks that their rogue trader was exposing
the bank to.35 However, the case of LTCM tends to contradict the idea that derivatives can be
used to counter risk exposure.36 Indeed, LTCM exposed itself when trying to hedge its
exposure, which is today a commonly used and widespread tool. However, as discussed above,
as far as investments are concerned it is impossible to hedge outside of the market, and one
will invariably be exposed to a certain extent. Additionally, due to the size of the movements
generated by LTCM, should they have not found themselves in difficulty, some other linked
institutions might have.
However, the evidence presented by the most recent financial crisis would tend to suggest
that, at a minimum, globalisation has reinforced the interconnectedness of financial services
beyond mere transfer of financial burden. So why has this crisis been so special in terms of
systemic risk? As Lipsky points out, prior to the crisis it was suggested that the globalisation of
financial services in point of fact carried the positive suggestion that risk was actually spread
out more thinly across borders, instead of being intensively localised in one region or
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jurisdiction.37 On the other hand, for some time it is thought that cross‐border risk can rise to a
degree where several institutions, markets and jurisdictions are put in jeopardy by this
interconnectedness.38
The circumstances of the financial crisis that commenced in 2007 have presented the following
chain reaction. The Bush administration, in its electoral manifesto, had as a target to house
every US citizen. Facilities and pressures were placed on financial institutions to facilitate
mortgages for all. This was made possible by financial institutions being overly lenient on
allowing mortgages, in the belief that, in any case, they were fully collaterised by the property
on which the mortgage was given. Moreover, in order to spread the risk more efficiently these
sub‐prime mortgages were bundled, securitised and sold in other developed finance centres.
When it became apparent that these products were not performing under the weight of the
increase in sub‐prime mortgage delinquency, markets suffered and experienced liquidity
problems with the consequence of a flight to purchase commodities. The effects were that
markets crumbled in succession and the commodity prices were driven to new highs. Beyond
the financial markets, these price hikes on staple foodstuffs, such as rice and wheat, meant
that developing countries could afford to feed themselves with difficulty.39 This is one example
where we can see that an isolated incident had grave effects not only on the domestic market
where it occurred but, similarly to other financial markets, with social grief in yet other
jurisdictions.

II.

Which risks deserve regulatory attention?
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As it has been shown in attempting to find a definition for systemic risk, opinions vary on the
level of influence the consequences of an event may have. This means that the acceptance of
systemic risk materialising will not be unanimous. In some circumstances it will be clear,
however, at other times the distinction will be blurred. This raises questions as to what level of
market disruption is down to systemic consequences or merely cyclical, and the number of
financial institutions that need to fail to recognise the systemic nature of a banking crisis.
Bordo et al make the distinction between real and pseudo systemic risk.40 They highlight two
situations that are reported to be conducive to real systemic risk. The first is the contraction of
banking reserves due to a flight to currency. As discussed above, Benston recognises this
situation as the only real threat to the realisation of systemic risk. The second situation relates
to a stock market crash of a size that induces fear in the ability of lenders to initiate or extend
loans to the economy at large. Contrary to arguments presented by Kaufman, Bordo et al
argue that these situations have not generated panic or contagion where quantitative easing
measures have provided sufficient liquidity to stabilise markets and economies. The recent
crisis generated unprecedented injections of capital to financial institutions and markets in
order to avoid a total fallout. The general idea behind setting up quantitative easing measures
is that funds are injected into the system at a rate to match the demand of liquidity in the
market in order to enable banks to pursue their lending activities. The availability of such
measures was essential during the crisis where unprecedented amounts of liquidity were
injected into the system of the most affected countries. The overarching idea behind these
measures is to create the correct balance between reassuring the market that liquidity is to be
had, whilst not creating a moral hazard scenario where financial institutions would be inclined
to take risky decisions on the basis that they will be bailed out in any case. Conversely, the
crisis rendered the discussion regarding LOLR efficiency somewhat redundant as throughout it,
40
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the injection of liquidity via quantitative easing measures had little regard for the discussion on
the strict lending of money to illiquid banks rather than insolvent ones.41 Even in the cases
where liquidity was not made available, for instance Lehman Brothers, knowledge of the
underlying financial situation of the investment bank was not clear enough to take a position
on its viability. According to Mishkin, one of the key elements of an effective LOLR is exercising
caution when its services are needed.42 Considering the apparent inability for LOLRs to employ
such caution in times of crisis, one of the objectives of regulation must now be the avoidance
of the necessity to use the function at all. This might be achieved both by preventative
measures, that is, further prudential regulation and crisis management measures. The
following chapters will include discussions on how the EU has introduced such measures.
Bordo et al also bring to light instances where others have found systemic consequences which
they contend to be merely pseudo‐crises. They consider them to be pseudo‐crises due to the
fact that they are merely financial distress situations that are invoked because they create
losses to market participants. On both real and pseudo financial crises, they offer historical
data demonstrating examples of both. Such data will be reviewed further on.
Although there have been calls for further harmonisation43 of international regulation,44
Benston considers that there is little difference between the risks presented at international
level and those presented at a domestic one.45 He accepts, however, that foreign branches
may pose further risks due to the fact that they will be able to move assets around, therefore
potentially affecting depositors in one jurisdiction rather than another. The general attitude
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towards international regulation has so far been that of home supervisory control, where the
main regulatory authority will be of the jurisdiction where the head office is situated. For the
purpose of the risk cited above, Benston believes that there should be reliance on foreign
supervisors or at least the ability of the home supervisor to be able to control the assets
throughout the branches in order to secure sufficient funds to protect depositors throughout
the network. However, review of the literature that has collated empirical evidence would
tend to suggest that there is limited evidence of systemic risk across an individual banking
network.46
Although it is beyond the scope of this Chapter to go into the details of all the objectives of
regulating financial services,47 these objectives can be categorised into two broad categories:
the economic ones and the social ones. Although Schwarcz suggests that the usual justification
for regulating financial risk is to maximise economic efficiency,48 it appears that modern
regulation finds other reasons which are socially orientated.49 While systemic risk is mainly
concerned with economic efficiency, its potential social ramifications cannot be ignored.
In risk management terms, when a risk is identified, it first needs to be categorised in order to
recognise the appropriate steps that will be needed in order to mitigate the realisation of this
risk. The most widespread approach is to identify which ‘quadrant’ the said risk finds itself in,
in terms of probability of occurrence and impact. The four options of risk categorisation are:
low probability and low impact, where risks are usually either ignored or set low on the priority
list; low probability and high impact are usually cases that require external insurance; high
probability and low impact are cases that require managing; and high probability and high
impact are risks that need to be eliminated. If we take systemic risk as a jurisdictional risk it
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will be found that, based on historical data,50 it will be located within the second quadrant,
i.e., as low probability and high impact, requiring an external force to mitigate the realisation
of systemic risk. It would be categorised as such because of the lack of frequent manifestation
of systemic risk but mindful of its catastrophic consequences should it materialise. In this
respect, Greenspan agrees that ‘there will always exist the remote possibility of a chain
reaction, a cascading sequence of defaults that will culminate in financial implosion if it is
allowed to proceed unchecked’.51 Therefore, the issue requires regulatory intervention and
policy structuring. Indeed, individual firms will neither have the drive nor the information to
predict or reduce systemic risk.
Schwarcz comments that even in the case where banks would collectively be able to prevent
systemic risk, they would not be inclined to do so as they would need to take into
consideration the potentially far reaching social costs which in terms of internalisation would
seriously hinder their profitability.52 Furthermore, he considers that the type of attitude
carried out by market participants causes ‘a type tragedy of the commons’, whereby the
participants will be inclined to maximise the use of the resources available to the detriment of
the wider population. Finally, the rarity of the occasioning of systemic risk means that, in the
minds of the market participants, the need to control such risks will be forgotten from one
occurrence to another. For these reasons, regulating systemic risk appears both appropriate
and necessary to preserve long‐term financial and social stability.
The appropriateness of regulating systemic risk will be linked to the regulatory tools put in
place and the cost benefit of such regulation in order to maintain efficiency. When working
towards the mitigation of most risks, the costs of implementing the required measures must
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be evaluated at all times. Indeed, overly burdensome and costly regulation can result in
causing risks to be over‐priced and stifling business to the point where the cost of doing
business is higher than the potential returns.53 The cost benefit analysis of any type of
regulation is therefore essential to make it meaningful and is the recognised tool in order to
evaluate the efficiency of regulation.54 Certain regulatory measures will, however, be
promoted as having benefits that outweigh any conceivable cost. This is usually advocated, for
example, in terms of environmental issues or critical social protection such as terrorist activity.
Due to the potentially huge impact that systemic risk may have on an economy, such matters
may be of legitimate concern for this purpose. In terms of systemic risk, the cost of reducing its
occurrence will be based on the cost of the necessary measures to be taken to reduce the
incidence, whereas the benefits are those savings, both economical and social, that will be
achieved by reducing its materialisation. Schwarcz attempts to calculate the cost benefit of
regulating systemic risk with the idea of reaching a workable formula to analyse the efficiency
of potential intervention.55 Further chapters will include analysis on whether the post‐crisis
reform agendas were sensitive to such issues.

This chapter has briefly considered several ideas concerning systemic risk, principally with the
aim of gaining an understanding of the concept. It has been noted that there remains
confusion and debate regarding the achievement of a commonly accepted definition of
systemic risk. If not a definition per se, the notion was rationalised by breaking it down into
four workable steps in order to accommodate those differing opinions. The notion has
certainly gained a (forced) revived interest following the financial and banking crisis of 2007‐
09.
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Following the evidence that the crisis provided in establishing the realities of systemic risk, it
will be interesting to assess the public policy direction that has been taken to mitigate future
systemic events. Due to the EU focus of this paper, the systemic risk elements of the ambitious
post‐crisis reform agenda highlighted in the de Larosiere report56 will be assessed and
evaluated. Indeed, the concept has certainly evolved in the light of the events that caused the
crisis, but also from the way that the effects were managed. The unprecedented amounts of
liquidity pumped into the market and the multitude of banking bail‐outs must lead any reform
agenda to focus not only on systemic risk prevention but also crisis management supervisory
tools to enable the LOLR function to be implemented only in rare and isolated circumstances.
However, the crisis has not clarified the definition of systemic risk. If anything, it has
demonstrated that the materialisation of systemic risk will be unexpected. A reform agenda
must therefore take into consideration the organic nature of systemic risk as restricting the
notion could lead to an inefficient regulatory response.
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CHAPTER II: THE SYSTEMIC RELEVANCE OF THE 2007‐09 FINANCIAL CRISIS

The previous Chapter analysed some core conceptual notions of systemic risk in order
to better understand the nature of the problem and its fundamental unpredictability.
This Chapter briefly addresses the causes of the crisis that demonstrates its systemic
relevance. The de Larosiere report will be used as a source due to its EU scope and the
fact that it is the basis for the regulatory and supervisory reform agenda.
The crisis lasted for over two years and is considered to be one of the most
systemically relevant. This point was made by the Turner Review, when it stated that
although ‘specific national banking crises in the past have been more severe … what is
unique about this crisis is that severe financial problems have emerged simultaneously
in many different countries, and that its economic impact is being felt throughout the
world as a result of the increased interconnectedness of the global economy’.1
Indeed, the crisis demonstrated the level of financial interconnectedness on a global
scale, as it began with the localised issue of US sub‐prime mortgages and rapidly
spread across borders, affecting the entire financial system. There have been
numerous attempts to explain the causes of the crisis and most of them are valid to
the extent that, in combination, they mutually reinforce each other’s effects. The
causes listed tend to have similar attributes that explain why this crisis was particularly
relevant from a systemic perspective. They are generally characterised by a lack of
understanding of financial risk, a misinterpretation of global interconnectedness in
financial markets and a lack of transparency.
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FSA, ‘The Turner Review: A regulatory response to the global banking crisis’ (March 2009) Introduction
page 5.
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Establishing the causes of the crisis enables countries to launch a regulatory and
supervisory reform agenda that ensures the same mistakes are not repeated. This has
been the historic approach and reflects the ‘regulatory pendulum’ outlined by Coffee.2
His ‘sine curve’ model of regulatory instability demonstrates an increase in regulation
in the aftermath of a crisis, but once the social pressures are allayed and the financial
interest groups regain political influence a period of regulatory liberalisation ensues.
On this occasion, the situation is somewhat different as it is a multitude of regulatory
measures that demand reform due to the fact that systemic risk, as the culprit of the
rapid contagion amongst financial centres, touches a multitude of regulatory issues.
This means that a general rethink of regulatory and supervisory practices was
necessary. The situation in the EU brings about further difficulties, as national
differences in regulatory and supervisory practices have aggravated the situation. This
is because the financial interconnectedness at EU level was developed with an EU
supervisory system that was not equipped to deal with its dynamism.
During the crisis, in October 2008, the European Commission gave a mandate to a
group of qualified individuals, under the Chairmanship of Jacques de Larosière, to
advise on the future of financial regulation and supervision in the EU.3 The pivotal
report was finalised in February 2009 and set out the roadmap for the future reform
agenda in the EU. Due to the political and economic eagerness at the time for change,
the ‘High‐Level Group’ was no doubt given great latitude to suggest radical change. It is
beyond the scope of this thesis to discuss the merits of the suggested causes of the

2

J Coffee, ‘The Political Economy of Dodd‐Frank: Why Financial Reform Tends to be Frustrated and
Systemic Risk Perpetuated’ (2012) 97 Cornell L Rev 101.
3
High‐Level Group on Financial Supervision in the EU, ‘Report’ (Jacques De Larosière (chair), DG Internal
Market, Brussels, 25 February 2009) (De Larosière report).
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crisis. However, the de Larosière report presents an effective platform from which to
consider the causes in order to analyse the EU post‐crisis reform agenda in the
following chapters.
This Chapter does not intend to be analytical, but rather to provide a point of
reference in terms of the salient events and characteristics of the crisis. For this
purpose, a brief timeline is included along with an appraisal of the underlying nature of
the crisis. A list of the causes will then be provided with a concise explanation of their
relevance for systemic risk purposes.
I.

A brief timeline of events

Although the financial crisis is said to have started in 2007, the indications that the US
sub‐prime mortgage bubble was going to burst began in 2006 when inflation started
rising and the US treasury tightened its monetary policy by increasing interest rates. By
mid‐2007, following rising defaults in sub‐prime loans and falling prices of some credit
securities, property prices fell, causing spiralling mortgage defaults. By this time,
confidence was starting to fracture within the markets and amongst financial
institutions as liquidity was becoming scarce.
By the summer of 2008, the strain on liquidity was affecting the larger institutions as
mark‐to‐market losses increased. In the US, this resulted in the bail‐out of Bear
Stearns, one of the largest investment banks. It was greatly affected by its excessive
leveraging and declining asset prices. By this point, the supply of credit was drying up
on a global scale as liquidity was becoming scarce, causing house prices outside the US
to start to fall.
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By September 2008, general confidence was reaching its lowest point, aggravated by
the failure of Lehman Brothers. The fact that the US Federal Reserve did not bail‐out
Lehman Brothers caused further concern as it confirmed that the idea that certain
banks were too‐big‐to‐fail was no longer the case. This caused further general public
concern which instigated additional runs on financial institutions and caused the total
seizure of interbank money markets, forcing the system to rely exclusively on the
support of central banks. The sheer size of government and central bank support, and
the pledge that systemically important banks would not be allowed to fail, kept the
system on life support and, by the end of 2008,4 the effects were spreading to the real
economy, with most EU countries entering periods of recession.
II.

A Liquidity or Capital Crisis?

Although liquidity crises and capital crises have a tendency to merge rapidly after one
of them emerges, identifying the type of financial crisis helps in understanding and
forging a response. Liquidity crises are generally regarded as the more traditional kind
of banking crisis and arise when a bank cannot meet its payment obligations.5 The
direct consequence of this is a general panic that causes a run on the institution and
other banks because customers lose faith in the system due to market
interconnectedness and payment systems. Owing to the way banks hold liquidity using
fractional reserves, the other banks also face problems of satisfying customer

4

European Central Bank (ECB), ‘Measures designed to address elevated pressures in the short‐term US
dollar funding markets’ (Press Release, 29 September 2008)
<https://www.ecb.europa.eu/press/pr/date/2008/html/pr080929_1.en.html> accessed 19 January
2014.
5
RM Lastra and G Wood, ‘The Crisis of 2007‐09: Nature, Causes and Reactions’ in Thomas Cottier, John
H Jackson and Rosa M Lastra, International Law in Financial Regulation and Monetary Affairs (Oxford
University Press 2012) 9.
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withdrawal requests. A liquidity crisis is therefore triggered by a demand for money
that cannot be satisfied due to its lack of availability.
A capital crisis is characterised by a sudden fall in the value of the assets of a bank’s
own funds, namely its capital. Due to the lack of transparency related to the bank’s
balance sheets, solvency concerns are raised. This is because shortness of capital could
lead it to being unable to pay its debts. In such circumstances, customers may cause a
run on the bank, causing a shortness of liquidity that could spread to other banks,
triggering, in turn, a liquidity crisis.
It is safe to assume that the crisis of 2007‐09 was a capital crisis due to the fact that it
originated in the sharp depreciation of highly‐leveraged debt instruments that were
held by banks in the US and globally.
III.

Contributing factors

A. Macro‐economic issues
The build up to the crisis was characterised by a long period of economic growth that
gave the impression of sustainability. When an economic situation is perceived as
stable, optimism grows and investors typically tend to increase positions in the most
popular financial products of the time.6 This period was also defined by plentiful
liquidity and low interest rates which have been ‘the major underlying factor behind
the present crisis’.7 With low inflation and low interest rates, borrowing levels grew
without any apparent need for monetary policy intervention. However, low inflation
was only characteristic of consumer goods and services, and with inflation on the price

6

J Millar and others, ‘The U.S. subprime mortgage crisis: what have we learned?’ (2010) Comp Law 355,
356.
7
de Larosière report (n 3) para 6.
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of financial assets rising, the indicators were misleading. A particular macro‐economic
imbalance occurred between the US and countries with current account surpluses.
Indeed, the thirst for credit in the US was primarily financed by countries such as China
and oil exporting countries seeking to place liquidity.8 Due to the fact that these
countries pegged their currencies to the dollar, imbalances were caused by the linkage
to the US’s lax monetary policy.9 The liquidity inflow into the more secure assets, such
as sovereign debt,10 caused their yield to fall and encouraged other investors to seek
higher returns elsewhere.
Due to ample liquidity and low yields on investments, providers of investment
products became more and more creative in their efforts to create instruments that
offered high returns with a promise of low exposure generated by efficient
diversification, as shown in Figure 1. Due to low interest rates and US Government
pressure to promote home ownership,11 a housing bubble was created with increasing
amounts of mortgages held on banks’ books. The creativity occurred when financial
institutions converted their loans into mortgage‐backed securities (MBS) and asset‐
backed securities (ABS), followed by a conversion into collateralised debt obligations
(CDO) using special purpose vehicles (SPV) and structured investment vehicles (SIV).
This whole securitisation system was prone to leverage on assets that were of a poor
quality. This was problematic as the lack of transparency of the underlying assets was

8

European Union Committee, The Future of EU Financial Regulation and Supervision (HL 2008‐09, 3‐14).
The monetary policy ignored the asset‐price bubble specifically related to an increase in property
prices. See C Goodhart, ‘What Weight Should be Given to Asset Prices in the Measurement of Inflation?’
(2001) 111(472) The Economic Journal F355.
10
FSA (n 1) Exhibit 1.2.
11
The US Government promoted light regulation of mortgage processes, and liberalised US Government
sponsored entities, such as Fannie Mae and Freddie Mac, pushing them to promote home ownership to
low income households. See de Larosière report (n 3) para 7.
9
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repackaged in a way that made them appear diverse enough to be safe. This resulted
in risk being miss‐quantified for these financial instruments with a global appeal.

Figure 1: Basic Securitisation Flowchart (http://legaljusticelawcenter.com/complaint‐
process.html)
The search for higher returns and the belief that securitised instruments were of a low
risk nature led to further increases in leverage, with investors and financial institutions
alike seeking higher yields. The US investment banks were particularly exposed to this
kind of leverage, with ratios exceeding 30 to 1.12 Due to the leverage spiral, accounting
mechanisms allowed for institutions to show increased profits whilst lowering their
risk profiles without highlighting their ever‐growing exposure to asset price
fluctuations.

12

Committee on Capital Markets Regulation, ‘The Global Financial Crisis: A plan for Regulatory Reform’
(May 2009) 60 <http://www.capmktsreg.org/pdfs/TGFC‐CCMR_Report_(5‐26‐09).pdf> accessed 8
January 2014.
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In principle, the safety aspect that is related to securitisation is justified. It was
presented as a way of efficiently reducing the cost of credit intermediation and its
associated risks by passing on the total credit risk to end investors. This had the effect
of reducing the need for banks to raise capital in order to lend more. In addition, it
reduces localised systemic risk as the securitised debt can be packaged and spread to
other actors in the market, therefore also reducing the risk to the whole banking
system.13 However, the crisis showed that the diversification process had not worked,
since it transpired that, ultimately, the securitised debt was held within the banking
system rather than with the end investors. Indeed, instead of passing on the holdings
of securitised credit to the end investors as intended, the holdings were passed from
one institution to another. These were re‐securitised using CDOs or used as collateral
to raise short‐term liquidity. This created an opaque web of interconnections which
were not visible to the market or the supervisors.
B. Failures to assess risk
Rather than being the specific cause of the crisis, securitisation was a causa proxima.14
Indeed, it led to a fundamental misconstruction of the link between credit and
liquidity, and allowed firms to wrongly calculate the capital they should hold in order
to mitigate the risk they were exposing themselves to. Due to the lack of transparency
caused by the layers of securitisation, it became impossible to identify where the risk
lay and whether it had been dispersed or concentrated. A total breakdown in
confidence occurred at the first sign of uncertainty and fragility in the market. The de
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Larosière report points out two important aspects of this situation.15 The first is that
the regulations in relation to capital requirements inspired by Basel I and Basel II were
inadequate, and they actually acted to aggravate the situation by encouraging risks to
be taken off the balance sheets. Indeed, Basel I focussed the quantification of risk
solely on credit risk for the determination of capital to be held. This had the
consequence of only taking into account the risks associated to credit that was held on
the books. Although Basel II changed this to an extent, by widening the scope of risk
beyond credit and market risk, Basel II was never adopted as law in the US, and it only
introduced this improvement as a voluntary standard. However, once the crisis hit,
banks were forced to put the assets back on their balance sheets, thus causing
significant leverage spikes. The second aspect the report raises was the growing use of
over‐the‐counter (OTC) derivative contracts; these played a part in creating opacity as
they were not traded on regulated trading platforms.
The externalisation of maturity transformation, often referred to as ‘shadow banking’,
caused other structures to act in a bank‐like way.16 Indeed, they do this by borrowing
short‐term, in the form of demand deposits and short‐term certificates of deposit and
lending on with longer terms. By doing this they transform debts with very short
maturities, into credits with very long ones. This activity was particularly prevalent in
the US where mutual funds acted in a bank‐like way by holding long term credit assets
against the promise of prompt redemptions for investors. This was exacerbated by
contractual provisions that preserved the capital of the overall investment. In times of
falling asset values this caused mutual funds to fire‐sell their assets to satisfy their self‐
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imposed requirements and, in the process, this aggravated market difficulties. In
conjunction, banking and shadow banking activities contributed to the build‐up of
historic levels of leverage by June 2007.17
The overall complexity of financial instruments and their confusing interconnectedness
were the main reasons why risk was not visible. Financial instruments became so
complex that a full understanding of their nature escaped the technicians, risk
management, boards, regulators and investors to the extent that no one was in a
position to evaluate or predict the consequences of the crisis.18 The overall complexity
led actors in the financial markets to place an excessive amount of reliance on
sophisticated mathematical formulas. It was assumed that such formulas were
developed in a way that matched the complexity of the investments they were
monitoring. However, it was problematic that most of the formulas took as their basis
the value‐at‐risk model (VAR). The problem with this model is that it has been the
standard for risk assessment since the early 1990s, generating forward looking risk
predictions based on historical data. Although this is not necessarily a bad thing, the
fact that the historical data was sourced over short periods of time did not provide
sufficient data and brought about problematic pro‐cyclicality. The ultimate result was
that these formulas provided a false sense of security to those using them. The
methodology was fundamentally flawed because it assumed and projected for each
institution in isolation; it failed to capture interconnected market events and
encouraged systemic risk as it measured risk at its lowest point.
C. Overreliance on credit ratings
17
18
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The dependency of the market, regulators and supervisors on credit ratings is one of
the tangible explanations for the crisis. In the same way that institutions misread the
risks related to structured debt products, so did the credit rating agencies (CRAs) that
assessed them. Their methodologies for rating these products were profoundly
defective as they failed to provide for their fragility in downturn cycles.19 CRAs gave
these products similar ratings to the most secure sovereign bonds and, once again, this
instilled a false sense of security. This was aggravated by the fact that, due to the
complexity of the instruments, investors and regulators did not look much further than
the rating in establishing their risk of default.
The situation was exacerbated by the use of ‘rating‐based’ triggers.20 In order to
achieve higher ratings, certain products contained clauses which stated that, should
the value of the assets fall below a certain level or become subject to rating
downgrades, then the investment would be wound up in order to protect investors.
The fact that these triggers were used widely for such investments set them up to
topple in a perfect domino effect when the price of assets started to fall. Once they
simultaneously started winding down their positions, as they were contractually
obliged to do so, the system froze due to an excessive shoring up of liquidity.
D. Regulatory and supervisory failures
The crisis revealed some considerable shortcomings on the regulatory and supervisory
side in terms of preventing, mitigating and managing the crisis. The uncoordinated and
erratic interventions by governments and central banks in providing liquidity to the
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market and bailing out institutions demonstrated the powerlessness of the regulatory
system in place.
Generally, prior to the crisis, the regulatory and supervisory framework lacked macro‐
prudential provisions and oversight. The focus on individual firms meant that visibility
of the interconnectedness between them was not available. The spread of the US sub‐
prime issue was difficult to cater for by EU supervisors as they lacked the information
on off balance sheet positions that financial institutions had accumulated.
Furthermore, the difficulties in assessing leverage incurred by financial institutions,
and the lack of information regarding certain types of derivative contracts which were
growing, meant that supervisors lacked the transparency to scale a timely response.
The general financial positions of regulated financial institutions were particularly
problematic where there was a lack of consideration for their liquidity positions in
relation to leverage on their proprietary trading book. The risks that were presented
were wrongly modelled by the financial institutions, and the supervisors were not
equipped to challenge them. The ‘insufficient supervisory and regulatory resources
combined with an inadequate mix of skills as well as different national systems of
supervision made the situation worse’.21 In the regulatory toolkit, of particular concern
was the absence of rules on liquidity provisioning.22
Moreover, international cooperation and coordination was lacking. The competition
for market share and the potential for regulatory arbitrage meant that national
regulators were not inclined to share information and intervention methods.23
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Additionally, despite the fact that some build‐up of risk was visible, its cross‐border
relevance was not singled out as a problem serious enough to warrant coordinated
action. In this respect, the supranational bodies failed to provide a platform to discuss
and intervene in sectors of the finance industry that required concerted intervention.
Bodies such as the International Monetary Fund (IMF) and the Financial Stability
Forum (FSF) (now the Financial Stability Board) did not provide sufficient information
at a global level nor did they consider with sufficient force the misalignments caused at
a macro‐economic level.

E. Corporate Governance shortcomings
Failures in corporate governance have become particularly newsworthy, most notably,
in relation to bankers’ remuneration. However, the issues in relation to corporate
governance go far beyond this, in particular, in relation to board competence,
management oversight, independence of the risk management function and
shareholder responsibilities.24
However, the issue of remuneration must be addressed. Given the focus on short‐term
results for the calculation of remuneration packages, the potential to hurt the long‐
term stability of the financial institution is real.25 The short‐termism is also an issue in
relation to shareholders’ expectations, where they put pressure on the institution to
exceed expectations on a quarterly basis in order to generate a higher share price and
dividends.
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There were fundamental issues with the risk strategy of financial institutions prior to
the crisis. The overall responsibility for ensuring that an institution’s appetite for risk is
clearly defined lies with the board and senior management. Competence issues and
effective oversight were clearly lacking as the exposures incurred were beyond any
reasonable risk strategy.

By setting out a list of causes of the financial crisis, the de Larosière report established
its objective to establish a new regulatory agenda, introduce stronger coordinated
supervision and establish effective crisis management procedures.26 Arriving at the
conclusion that ‘too much of the European Union’s framework today remains
fragmented’27 suggests that further harmonisation is necessary.
The level of harmonisation achieved will also be determined by how far the single
regulatory rulebook for financial services can be taken. Achieving a uniform set of rules
in response to the issues raised above will test the political willingness for change and
the centralisation of powers at EU level.

26
27
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CHAPTER III: REGULATORY RESPONSES TO THE CRISIS IN THE EU

Having established in the previous Chapter the causes of the financial crisis in the format that
prepared the EU reform agenda, this Chapter will focus on the normative aspect of the agenda
by focusing on the provisions with systemic risk relevance.
A strong regulatory reform agenda was to be expected in the aftermath of the crisis as
evidence shows that regulatory developments occur following times of economic stress.1 At EU
level, this took the form of a drastic change of direction following a period of regulatory pause
which was itself preceded by a period of regulatory liberalisation.2 The main areas for
regulatory reform presented by the G20 agenda have been addressed at EU level and cover:
over‐the‐counter (OTC) derivative contracts, alternative investments, capital requirements and
credit rating agencies (CRAs).3 The development of these measures in conjunction with the
commitment to a single rulebook has demonstrated an eagerness to further centralise
regulation at EU level and achieve, where possible, regulatory uniformity.
However, these measures have experienced varying levels of political commitment because of
particular national sensitivities. Therefore, although the groundwork has been laid for a single
rulebook via the reform agenda, the results stand to vary depending on the sector affected.
This chapter will focus on the financial stability aspect of the reform agenda which to date has
progressed further than the financial efficiency side of it.

1
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The four areas of regulation that are covered have presented differing challenges in terms of
complexity, political commitment and framework alignment. The first that will be considered
relates to the transparency issues in OTC derivative contracts. A common theme for systemic
risk issues has been supervisory and market visibility. This has been the case not only to single
out those situations that require attention but also, in times of crisis, to be able to measure a
response. The second measure that will be dealt with is in relation to alternative investments.
Although there is no clear data on what role they played or how they aggravated the crisis, the
consensus has been to include them in the agenda on the basis that they were already coming
under scrutiny prior to the crisis. Additionally, the conclusion that hedge funds may present
systemic symptoms leads to the idea that this area should at least be catered for in terms of
transparency. The third measure relates to the reform of capital requirements which has been
the historical tool for systemic risk mitigation. As the previous regime based on the Basel II
Accords was unsuccessful, reform was needed and this resulted in a new Capital Requirements
Directive (CRD). The main reason for the failure of the previous requirements was that they
lacked macro‐prudential focus. Indeed, the fact that the measures were targeted at individual
firms prevented supervisory oversight and reaction for the benefit of system stability. Finally,
the regulation of CRAs will be examined in more detail than the others due to their tangible
systemic impact. Indeed, from the outset, the use of ratings to determine the safety of an
investment played a role in causing and aggravating the crisis. The reliance and trust that was
placed on ratings meant that they were used in contractual arrangements between market
players and were relied upon heavily by regulators. Regulation was required not only to place
greater responsibility on the agencies for the ratings they prepare but also to disengage the
rating process from regulatory and supervisory reliance.
These measures constitute the foundation of the single rulebook for financial services in the
EU. Their ability to make regulatory standards uniform will be key to achieving greater financial
stability and also constitute the tools with which supervisory practices will be established.
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I.

The European Market Infrastructure Regulation (EMIR)

A. The issue with over‐the‐counter (OTC) derivative contracts
Derivative instruments play a significant role in finance as they enable the shifting of economic
risk from one party to another. The less visible element of trading derivative contracts, namely
OTC ones,4 came under scrutiny post‐crisis as they were considered to have had an aggravating
effect. Their role was deemed significant because they facilitated the increase of leverage
amongst interconnected participants, therefore aggravating the circumstances of each of
them.5
The lack of transparency in OTC contracts also meant that the exposures were difficult to
quantify. This opacity makes it difficult for regulators to perceive the build‐up of concentration
risk in the market; their complexity does not make it easier either. It also creates issues for the
market participants and their respective interconnectedness due to the difficulty in obtaining
basic market information, such as price and availability. Additionally, it makes it difficult to
evaluate counterparty risk as it is challenging to know what the other party has and, in case of
default, it becomes harder to find a replacement. The lack of transparency and the way in
which they are interconnected are valid rationales for the industry to be regulated in the name
of systemic risk. Up until the crisis, it was thought that limited regulatory intervention was
warranted because such investments were essentially for institutional and sophisticated
investors.
B. The European Markets Infrastructure Regulation (EMIR)

4

Derivatives can be defined as financial instruments whose value is derived from an underlying asset.
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The de Larosière report6 identified both market visibility and derivative contracts as
aggravators of the crisis by suggesting that ‘the nature of the system made it impossible to
verify whether risk had actually been spread or simply re‐concentrated in less visible parts of
the system’7 and that ‘credit derivatives played a significant role in triggering the crisis’.8 It
went on to specifically recommend that OTC derivative contracts should be simplified and
standardised to enable better visibility.9
The Leaders Statement at the 2009 post‐crisis G20 summit in Pittsburgh also stressed that
global efforts had to be made to ensure that ‘all standardised OTC derivative contracts should
be traded on markets or electronic trading platforms, where appropriate, and cleared through
central counterparties by end of 2012 at the latest. OTC derivative contracts should be
reported to trade repositories.’10 The objective and the timeframe were very ambitious,
however, the EU obliged by bringing into force on 16 August 2012 the EMIR.11 In line with the
request of the G20 summit, EMIR requires standardised OTC derivatives to be cleared via
central counterparties and all OTC derivative transactions to be reported to central
repositories.12
EMIR cites three purposes for its implementation: to improve transparency in derivative
markets; to mitigate systemic risk; and to protect against market abuse.13 It is what can be
considered a fairly long and complex Regulation, and its overarching idea is to improve
derivative contract visibility for the market and its supervisors in order to mitigate systemic
risk.
6
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The division between regulatory and supervisory tasks is quite clear throughout the regulation
with regards to systemic risk. With detailed provisions on clearing and reporting, the
Regulation delegates the decision over what constitutes systemic risk to the competent
authority, namely, the Member States’ national competent authorities and the ESMA. The
absence of clear parameters that define systemic risk is not surprising due to the complexity
and unpredictability of the notion. Indeed, the purpose of the Regulation should be delimited
to providing information that can be used for the supervisory appreciation of systemic risk in
order to measure intervention where necessary. It is important to note that systemic risk in
such regulations represents a key shift at EU level, where first of all it is freely quoted as a
rationale for regulation, but it also understands that the notion is malleable and its causes and
consequences can be unexpected.
One of the conditions for the Regulation to be effective is the need for information to be
collected and processed in a uniform way. The Regulation foresees that if left to their own
devices, Member States would adopt different national measures.14 The uniformity aspect is of
importance for the purpose of processing the information efficiently, thus enabling a prompt
assessment of systemic risks.15
It is also provided for that ESMA uses its discretion for the purpose of the selection process of
those classes of OTCs that should be subject to clearing requirements. The discretion used
should be in line with the intention of reducing systemic risk. To this effect, the Regulation
offers some criterion in order to establish its status. For this, ESMA must consider the level of
standardisation of the relevant class, its volume and liquidity and the availability of fair and
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reliable pricing information.16 In weighing up the potential for systemic risk, it is also specified
that ESMA may take into consideration the interconnectedness between the counterparties.17
Generally and specifically, the technical standards that are to be prepared by ESMA must
maintain a systemic risk focus during drafting.18 This is particularly the case with regard to the
thresholds that are to be established by ESMA for non‐financial counterparties.19 The
threshold determines whether the transaction of a non‐financial counterparty is subject to the
same clearing requirements as those from financial counterparties.20 This is important because
it is potentially burdensome to a non‐financial counterparty to be included in the clearing
process from both an administrative and a cost perspective. Where the non‐financial
counterparty falls below the threshold, the EMIR obligations are limited to a reduced
catalogue of duties instead of those associated with the clearing obligations.21 However, it
appears that the threshold level has been set quite high, although it can be amended by ESMA
if it feels that there is a systemic risk justification. The clearing threshold is defined by the gross
notional value of the relevant derivative position, which currently stands at either EUR 1 billion
or EUR 3 billion depending on the type of derivative contract.22 These high trading amounts
should not concern the majority of non‐financial counterparties, and those that it does should
be sufficiently resourced to fulfil the clearing obligations.
The review process and accountability aspect imposed by EMIR are also focused on systemic
risk. Under the Regulation, the national competent authorities have the duty to review the
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central counterparties on an annual basis, and these are also subject to on‐site visits.23 The
systemic importance of the central counterparty will be relevant in order to determine the
frequency and depth of the reviews. The volumes that are passed through them and the
connections between the various counterparties will be of particular relevance in order to
establish concentration risks and trends.
An annual report is also required at EU level in order to present the bigger picture of assessing
systemic risk in relation to interoperability arrangements.24 The report is to be prepared by the
Commission in collaboration with the Member States, ESMA and the European Systemic Risk
Board (ESRB).25
Overall, EMIR addresses the concerns raised in relation to the opacity of OTC derivative
contracts well and has done so within the short timeframe set by the G20. Due to the lack of
policy constraints and political interference, the issue was to be addressed mainly in technical
terms. The basis for the relevant supervisors to process the information collated under EMIR is
set, and was able to be undertaken in a uniform way due to the lack of political sensitivities
and also because it was an entirely new step which did not require Member States to align
their different practices. The relatively unproblematic nature of this Regulation bodes well for
the kind of process that needs to be achieved in order to write the single rulebook for financial
services in the EU. The supervisory step will be next and it must demonstrate that EMIR to
some extent assists in mitigating systemic risk, and is a tool that can be used by national
competent authorities, chiefly ESMA.

II.

The Alternative Investments Fund Managers Directive (AIFMD): an opportunistic
inclusion
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A. AIFMD was opportunistic rather than crisis driven
The post‐crisis measure that aimed to regulate hedge funds and private equity did not come as
a surprise.26 Hedge funds in particular had been a source of concern and regulatory focus prior
to 2007. Although hedge funds were under scrutiny and valid rationales were put forward to
bolster their regulatory framework, the post‐crisis regulatory review was an opportunity to
introduce concrete measures. Despite hedge funds not being responsible for the crisis, some
of their characteristics did aggravate the systemic nature of the crisis and so their inclusion
here is relevant.
Defining hedge funds is problematic as it is difficult to determine which investments fall within
their remit. Due to the opaqueness of the investments usually held by hedge funds, their
profiles are usually hard to define and are often described in very general terms, such as high
trading volumes or extensive use of leverage. A common trait, however, is that they are
usually only accessible to institutional or experienced investors.27 In part due to these
difficulties, the Directive takes a wide view and rather than introducing direct regulations for
the funds themselves, the Directive regulates those that control them, namely, the alternative
investment fund managers (AIFM) themselves.28 Additionally, in order to cover all the bases,
the Directive takes the all‐encompassing view that all collective investment schemes that do
not fall under the Undertaking for Collective Investment in Transferable Securities (UCITS)29
must fall under the AIFMD.30
However, there are exemptions which impose a simplified registration and reporting regime.
The conditions are mainly in relation to size and exclude fund managers who manage funds
26
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with total assets of less than EUR 100 million or less than EUR 500 million that are not
leveraged and which have no redemption rights for the first 5 years.31 These thresholds appear
too low to have as their purpose to bring in scope only systemically relevant funds, therefore,
it can be assumed that the other rationales for regulating hedge funds, such as consumer
protection and supervisory oversight are the reason for them. Its geographical scope covers all
EU‐based AIFMs who manage alternative investment funds in the EU or not, and non‐EU‐based
AIFMs who manage alternative investment funds in the EU or market non‐EU funds in the
EU.32
B. Rationales for regulating hedge funds
There have been a number of historical concerns regarding the operation of alternative
investments. Despite generally being restricted to experienced and institutional investors,
indirect channelling of less experienced investor monies and their public appeal due to the
potentially high returns have raised consumer protection concerns. Indeed, the risk associated
with alternative investments and the high fees charged have consequently raised prudential
interest.
The focus of this section will be on the systemic issues related to alternative investment rather
than the generality of its rationales and consequences. Hedge funds are often linked to a
variety of forms of leverage which is the first reason why they are said to have systemic
relevance. Indeed, in case of failure, the exposure to the market is amplified according to the
ratio of its leveraged assets. There are two ways that a heavily leveraged fund can cause
systemic consequences.33 The first is with regard to its financial counterparties, mainly banks,
which provide the platform for the leverage. The leveraged amount could act as an unpaid
credit line should the fund fail, thus causing losses to its counterparties. The second way is the
31
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potential for these funds to affect the market. Due to the leverage, the amounts dealt with at
market level can be exponentially increased, in particular, because trading strategies are
aligned and are similarly aggressive. Indeed, the use of similar risk management strategies
entails similar entry and exit thresholds. This means that, in conjunction, they can affect
market trends upwards or downwards.
There are also some advantages to having these financial instruments in the market. The FSA
mentioned market liquidity and efficiency as being of particular benefit due to the frequency
of volume used and the innovative nature of their trading strategies.34 However, these
advantages turned into disadvantages during the crisis as the liquidity aspect had the reverse
effect and participated in shoring up liquidity; the innovative aspect was also lost due to the
sensitivities surrounding securitisation.
There were pre‐crisis efforts to regulate alternative investment vehicles in the EU although
they generally appeared at Member State level in different forms.35 The European Commission
was an early supporter of a unifying process of regulatory practices, albeit for the main
purpose of market efficiencies.36 The European Central Bank (ECB) responded to the
Commission’s Green Paper by suggesting that the most important factor why the fund industry
was difficult to quantify from a systemic perspective was because of its lack of transparency.37
Indeed, the secretive nature surrounding the investment strategies of hedge funds makes it
difficult to create a regulatory framework which would be based on trading practices. An
interpretation that was too narrow would allow for new strategies to escape the regulation
and an approach that was too wide would encapsulate an array of set‐ups that was too vast.
34
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This partly explains the reasoning behind regulating and supervising the fund managers rather
than the investment vehicles themselves. At the time, the European Parliament was more
insistent that the Commission should take a closer look at the regulation of alternative
investments.38 In the pre‐crisis era, the European Parliament was also more critical of the
industry, and suggested more far‐reaching regulatory measures than simply market efficiency
and transparency by requesting that remuneration should be reviewed and financial stability
ramifications should be considered.39
The crisis confirmed these concerns only to a certain extent, and the hedge funds that failed in
the initial stage of the crisis did not appear to cause any ripples.40 This, however, did not
prevent the ‘regulatory pendulum’41 from incorporating the funds in its swing. Indeed, not only
was the fund industry under scrutiny due to frauds such as Stanford and Madoff42 but there
was a suggestion that they amplified some of the consequences of the crisis. As discussed
above, due to leveraged positions and trading strategies, they found themselves in a position
where they had to wind down their positions quickly in a fire sale manner in order to provide
liquidity for investor redemptions causing pro‐cyclical manifestations. In addition, hedge funds
make extensive use of short selling tools and this was also quoted as being an aggravating
factor of the crisis. A clear consensus was not reached on the exact role played by the fund
industry in aggravating the crisis, although the general position remains that hedge funds do
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carry the potential for systemic risk.43 There were several attempts by hedge fund associations
to promote self‐regulation in order to avoid being straightjacketed by regulation. However,
those involved in taking the post‐crisis era measures were reluctant to compromise and allow
a light‐handed approach. This resulted in hefty legislative measures, in particular in the EU.44
C. The response of the EU
The post‐crisis agenda in the EU therefore included the regulation of alternative investments.
The divergence in views and reasons for regulating alternative investments meant that the
only consensus was that the opportunity should be taken to introduce a framework and set an
example at international level.45 The different views and priorities led to lengthy discussions
amongst the EU Institutions. The European Parliament was in favour of wide‐ranging, stringent
regulation and supervision for alternative investment funds that included private equity
investments.46 The Commission was concerned about competitiveness and regulatory over‐
reaction.47 This eventually led the Parliament to force the Commission into introducing
necessary proposals via the use of Article 225 TFEU.48 The Council supported the European
Parliament’s view that regulatory measures should be extended to all actors in the finance
industry that were relevant for financial stability that, so far, had not been sufficiently
43
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regulated. It added that hedge funds and other alternative investments were to be included.49
This view was further endorsed by the European Council, where eventually the UK also backed
the view that all financial products and actors that presented systemic risk needed to be
regulated irrespective of country of domicile.50 The notion of country of domicile was
particularly relevant and caused the AIFMD to establish stringent regulatory barriers by
including fund managers that were not EU‐based but marketed their services in the EU. Finally,
in more muted tones the de Larosière report supported in its seventh recommendation the
necessity to ‘improve transparency in all financial markets, and notably for systemically
relevant hedge funds, by imposing in all EU Member States and internationally, registration
and information requirements on hedge fund managers, concerning their strategies methods
and leverage, including their worldwide activities’.51
The initial drafting by the Commission in 2009 failed to meet the objectives in a coherent
manner. What followed was a series of debates and disagreements regarding scope, systemic
significance and national interests which finally led to its formal adoption by the Council in
May 2011.

D. The AIFMD
The result is a Directive which has a wide scope, both geographically and in terms of the type
of investments it covers, and which introduces some significant features affecting the whole of
the non‐UCITS fund industry.
The first step for AIFMs was to become authorised under the Directive by the respective
national competent authorities.52 From the outset, there were industry issues with the
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authorisation process. Notwithstanding the costs and the evaluation of funds that were to be
considered in or out of its scope,53 a major concern was raised with regard to licence
compatibility and the range of activities that could be carried out under the Directive. Indeed,
the Directive restricts a firm from undertaking activities that fall outside its immediate scope.
This was problematic for firms which engaged in several lines of business, mainly asset
management and fund management.54 This meant that certain financial institutions needed to
select or split their business lines between MiFID and AIFMD licenses.
The segregation of duties is a recurrent theme throughout the Directive, in particular in
relation to custodianship, in order to ensure oversight and avoid conflicts of interest. Other
conditions for authorisation include capital levels, own funds55 and operating restrictions; in
particular, those related to remuneration of executives and those in control functions.56 The
provisions in relation to remuneration generally follow those which were adopted in relation
to other financial services, in particular, to banks. Other relevant operating requirements
relate to the independent valuation process of in‐scope funds. In order to achieve further
transparency and investor reassurance, the Directive imposes on AIFMs the requirement to be
independently valued at least on an annual basis.57 Although such a provision is targeted at
consumer protection, it does assist on a systemic level by giving supervisors independent and
more concise information for the purposes of evaluation. This aspect is further reinforced by
transparency and disclosure requirements.58 Under these provisions, audited annual reports
must be prepared and made available to supervisors and investors. These requirements go far
in ensuring that supervisors obtain regular updates on the positions held by the fund, its
liquidity and stress test results. An AIF reporting on its holdings is akin to capital requirement
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reporting for licensed financial institutions. Although it is not as formalised and in‐depth, it
does provide information that would allow for a systemic risk assessment of the industry in
each Member State. The way such information can be channelled and analysed at EU level will
be considered in the next chapter when discussing the new supervisory arrangements.
The Directive also introduces a large section on depositories, and regulates them accordingly
should they wish to act as such for in‐scope funds. Under the Directive, a depository must be
engaged for each AIF where the depository has a high degree of responsibility in terms of asset
safekeeping and cash flow control.59 Two main reasons can be suggested for why depositories
(essentially banks) were included in such a way. Firstly, due to the Madoff fraud60 the notion of
depository and the responsibility attached to acting in such a capacity came under scrutiny,
following uncertainties about the successive UCITS Directives.61 The main concerns in this
respect have been whether the duties of a depository can be delegated, and the extent of their
responsibility in verifying the existence of the assets in deposit.62 The AIFMD resolved these
two issues by limiting the tasks that can be delegated to a sub‐custodian and imposing a strict
liability regime on the named depository.63 Secondly, banks are ideally placed as gatekeepers
because not only do they have the resources to control AIFs but they also have the financial
ability to compensate investors due to the strict liability regime introduced.
Although from a consumer protection perspective it is not objectionable to impose the liability
on depositories for the existence of the assets,64 should a fund fail and a depository is liable to
return the assets to its investors, then this would result in an exacerbation of systemic risk.
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Indeed, it would be unreasonable to automatically assume that a depository has sufficient
capital to cover the loss incurred by a failed fund. Additionally, the Directive does not make
any correlation between the size of the depository and the size of the fund. With the basic
capital requirement for a credit institution set at EUR 5 million, they could potentially act as a
depository for funds in excess of one hundred times their capital. In such a case, the
ramifications would be limited from a systemic perspective. However, such a scenario is
feasible with higher amounts. To summarise, a failing fund could lead to a failing bank and the
consequences that follow. Such a provision does not respect the legislative disengagement
from systemic consequences that is discussed below. It would be reasonable here to expect
the national competent authority for the depository to keep a close eye on the potential
liabilities that could arise for credit institutions by setting the depositories capital against the
size of the funds it wishes to become a depository for.
There were strong disagreements amongst the EU Institutions with regard to the limits that
should be set for leveraging: the Commission wanted to be able to set general leveraging limits
itself; the European Parliament wanted AIFMs to impose their own limits; and the Council was
in favour of neither.65 Eventually, the Directive went with the European Parliament’s position
whereby each fund manager is responsible for setting the leveraging limits of the funds it
manages.66 Ensuring that the AIFM discloses what has been set as a limit to investors would
allow them to evaluate the potential risks. Supervisors could also ensure closer scrutiny of
those funds which engage in higher leveraging. The fixing of a cross‐industry limit could have
potentially led to systemic consequences in the market should funds have had to wind down
positions at the same time.
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However, supervisors can impose restrictions on the use of leverage for certain funds,67 and in
exceptional circumstances the ESMA may request the same of national competent
authorities.68 This will be an efficient tool in times of crisis where supervisory input will be
available to control alternative investment fund activity from a leverage perspective, and the
availability of information will give both national supervisors and EU ones69 the ability to
monitor fund activity and any systemic consequences that arise.70 The practicality and the
supervisory tools available to ensure this is done efficiently will be assessed in the following
chapter.
E. The appropriateness of AIFMD
The crisis affected the alternative investment industry in two ways. The first was that, due to
its opacity, the industry shrunk in its immediate aftermath as a result of market losses and
diminishing investor confidence. However, the trend has since reversed and the appeal of
hedge funds has returned, mainly due to efficient hedging strategies rather than return.71
The other way it affected alternative investments was by creating the opportunity to include
their regulation and supervision in the post‐crisis reform agenda. The question of whether
hedge funds deserved to be regulated to such an extent despite a lack of evidence that they
actively played a role in it is somewhat irrelevant if the following is considered. First, the hedge
fund industry is a relatively small part of global financial business although it is not
inconsequential, currently standing at above USD 2 trillion.72 This means that although it
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should not be considered a prime concern, it is an area of industry worth keeping under
supervision especially given the resurgence in this type of investment.
Secondly, the mere suggestion that hedge funds can exacerbate systemic risk should lead to a
certain level of oversight in any case. Systemic risk is far from being an exact science and, as
the crisis proved, unexpected causes and consequences are to be anticipated. Therefore, the
least that can be expected from a reform agenda is for it to cover all the bases to ensure that
those risks that can be mitigated are considered for regulatory and supervisory action in order
to prevent their occurrence in the first place. This would be preferable to acting in a reactive
manner.
Thirdly, the alternative investment industry was already under scrutiny and earmarked for
regulatory action prior to the crisis. It can therefore be considered that regulatory action was
already on the agenda, albeit with great disagreement as to rationale and form.73 The crisis
certainly created the opportunity to finalise the framework, allowing the scope of the Directive
to be extended further than it would have been possible had the crisis not occurred.
For systemic purposes, the rationales that need to be focussed on are transparency and
leverage limits. These could have been covered in a much simpler piece of legislation, a
possibility which has led Ferran to state that, ‘EU institutions could have indulged in regulatory
excess’.74 The need for supervisors to be able to understand the investment strategy of funds
and their risks is a given for systemic purposes. Additionally, their ability to intervene is
important should it be thought that a particular situation or strategy creates the potential for
systemic risk. Such a position would tend to suggest that improved supervision rather than
strict regulation is more appropriate. Additionally, due to the relative small proportion of
global financial activity it represents, the length and complexity of the legislation can be seen
as an overreaction.
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The provisions regarding depositories also appear excessive and could carry negative systemic
impacts as described above. The use of banks as gatekeepers of the finance sector is not new
and has been seen, notably, in relation to anti‐money laundering provisions. The cost of
becoming a depository also stands to rise as measures to imitate fund managers and fund
administrators net asset value calculation methods will have to be implemented, if they want
to ensure that they are able to carry out their role in compliance with the Directive. Such
provisions for depository services that cater for a more retail focussed clientele, such as
instruments that fall under UCITS, makes sense, at least from an asset protection perspective.
However, it should also be borne in mind that clients of funds that fall under the AIFMD will be
for the most part institutional and sophisticated investors, and so some responsibility should
be shifted to them.
This strict regulatory framework could, nevertheless, have some positive effects for the
alternative investment industry in the EU. It could boost the appeal of hedge funds and the like
due to an increase in consumer confidence related to their regulated status. Also, considering
the restrictions on marketing funds in the EU, it could create an incentive for funds to relocate
in order to benefit from full AIFM status.

III.

The Capital Requirements Directive IV (CRD IV): A major step towards a single
rulebook

A. Capital requirements and systemic risk
Capital requirements can be seen as the first line of defence when systemic risk materialises.
Indeed, the ability for financial institutions to be able to bear losses is essential in order to
ensure survival and limit further contamination of the system. The concerted regulation of
capital requirements dates back to 1988 when the Basel Committee on Banking Supervision
(BCBS) issued a set of standards that were subsequently adopted globally. The initial standards
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evolved from simple forms of calculating minimum capital requirements focussing entirely on
credit risk, to eventually covering market risk and operational risk.75 The capital requirements
in place prior to the crisis were insufficient and inadequately allocated. The Basel II
requirements, which were destined to be able to cover all the risk categories, allowed the five
largest US investment banks to achieve a leverage ratio of between 26 and 34 to 1.76 Due to
insufficient capital, two of the five failed (Lehman Brothers and Bear Stearns) and Merrill Lynch
was forced to sell itself to Bank of America.
The question therefore arises as to what is a sufficient amount of capital that should be held
by banks, and whether this can be addressed by regulation. The first two attempts by the BCBS
were unsuccessful as they failed to prevent a large amount of institutions from failing. In fact,
even prior to the crisis the majority of banks held capital in excess of their regulatory minimum
in order to respond to their own economic models and market demands.77 The risk exists that
capital charges may be rendered too disproportionate under excessive post‐crisis reform
agendas. Indeed, the G20 summit in Pittsburgh called for capital requirements to be reviewed
and increased, in particular for those systemically relevant banks, although it did not offer any
particular guidance on how this should be achieved.78 In the midst of the crisis, the BCBS
started to review its current set of accords on the basis that changes must be brought about in
respect of risk management procedures for securitisation positions, risk weighting of re‐
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securitisation positions, internal governance principles and disclosure of certain instruments
held on trading books.79
At EU level, these changes were promptly adopted via the various CRDs.80 However, these
were immediate responses to the crisis. In late 2009, the BCBS announced a more drastic
change to the accords that would focus more on bank capital and would become the Basel III
Accords.81 The EU quickly followed suit by engaging in a consultation process that closely
matched that of the BCBS.82 This was the groundwork for what has become the new EU capital
requirements, known as the ‘CRD IV’ package.83 The package sets out to introduce further
changes to the corporate governance regimes of banks and investment firms and, in particular,
remuneration policies, new rules to address the overreliance on ratings by CRAs, and to
harmonise sanctioning policies to be imposed on banks and investment firms. CRD IV goes
further than Basel III on several aspects. In terms of remuneration, it caps the variable element
79
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of an employee’s remuneration at no more than 100 per cent of the fixed element. It gives
further direction on board composition and its oversight duties and transparency obligations
of the institution in terms of profit, tax and subsidiaries. It also gives more detail on systemic
risk buffers.84
An important legislative ramification of the CRD IV package is that, going forward, EU
prudential supervision rules will be created by regulation rather than directive. The
significance of this is that it points towards further uniformity across the EU and sets the stage
for the implementation of the single rulebook. Regulations are directly applicable and take
effect immediately in all Member States. This removes the potential for national divergences
and makes the implementation more efficient and quicker.85 This is also compatible with the
recommendations made in the de Larosière report for further harmonisation of financial
market supervision.86
B. CRD IV – towards the single rulebook for financial services supervision
The first step of CRD IV which establishes it as the core document for the establishment of a
single rulebook is through the definition provisions. Indeed, the Directive clearly states that
the definitions mentioned in the Regulation will be applicable across the board and are
included for the purpose of the single rulebook.87 This suggests that these definitions will be
applicable both at EU level and Member State level, thus rendering previous definitions
redundant.88 This situation already gives some cause for concern with regard to the boundaries
of the single rulebook. Although it may be perfectly acceptable and reasonable for Member
States to adopt the meanings given for capital requirements, beyond this, the extent is not
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clear. At Member State level, this could lead to issues where national implementation led to
consolidations and cross‐sectoral legislation. Where conflicts arise, this could lead to
significant legislative work at Member State level. Indeed the necessity to either split the
legislative provisions where application of the definition is not desirable or unexpected
consequences in practice where uncertainty could arise. This is clearly an issue that should be
foreseen when aiming to harmonise regulation to the point at which it begins to become
uniform.
CRD IV brings about some substantial corporate governance measures, in particular, in relation
to risk management arrangements. These are for the most part set out under the prudential
supervision section89 although other provisions also mention the need for risk management
measures. Of particular relevance is the requirement for the constitution of an independent
risk oversight function which should be a committee of the non‐executive board.90 The duties
of the committee will consist of: acquiring the necessary knowledge, skills and expertise to
understand and monitor the risk strategy of the institution; advise the non‐executive board of
the risk profile of the institution; assist in implementing a risk strategy; communicate regularly
with the risk management function of the institution; access external expert advice when
necessary; and determine the frequency of reports from senior management in relation to risk.
There are also changes regarding the institutions’ risk management function. Article 76 states
that the function must be independent from the operational functions, and have sufficient
authority, stature, resources and access to the management body. Member States are also
required to ensure that the risk management function covers all risks the institution is
potentially exposed to. The requirements mimic those put in place with regards to the anti‐
money laundering directives and the position of the Money Laundering Prevention Officer
(MLRO). The position of the MLRO is regarded as an extension of the board’s responsibility to
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ensure the organisation is not used for money laundering purposes, but it is also considered an
extension of the relevant authority given that the processing of suspicious activity reports is
handled by this position. A similar template is used here, where the risk management function
is to be undertaken in such a way that the whole organisation is risk assessed. Similarly,
authority is required both in terms of stature and expertise in order to assert adequate
influence where it is needed. Instilling this at institutional level should not be at the expense of
any compromise as occurred in the post‐crisis era; financial institutions are presumably risk
assessing every decision and strategy. Here lies an important aspect for the success of the
single rulebook. Regulatory incentives must exist for institutions to comply for their own
interests and this will result in greater financial stability. Indeed, it is thought that regulations
need to be designed in a way that they do not create any incentives for financial institutions to
avoid them.91 This is also an important safeguard against regulations not being able to keep up
with financial innovations, amplified by the fact that financial institutions have the ability to
undermine regulators when putting their interests forward.92 Therefore, it is an important
feature of regulatory design that regulatory incentives are created in the interest of financial
stability and, in particular, with regard to risk management.93 Following the losses incurred by
financial institutions and in many cases reputational damage, incorporating a well thought out
risk mitigating system will create incentives for financial institutions to allow their risk
management departments to grow organically. This will result in greater financial stability.
Adopting such a way of thinking in the writing of the rulebook will be a determinant of its
success in the long term.
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The Directive also intervenes in other governance areas, in particular, in relation to the
management body. In order to achieve the effective management of an institution, firms must
ensure that the management body has overall responsibility for the institution including its
strategic objectives, risk strategy and internal governance. It should also be responsible for
overseeing senior management and its Chair should be independent from the Chief Executive
Officer position.94 The competence of the members of management is also enhanced in that
they must meet competence and reputational criteria and be dedicated to their role. To this
effect, the Directive limits the number of directorships that may be held by managers of
significant institutions.95
In terms of the rules that allow institutions to calculate their own funds requirements,
provisions have been put in place that are not found in the Basel III Accords. These pertain to
the holding of debt instruments from a credit risk perspective but also a market risk one. The
Directive requires that institutions, irrespective of the approach they take under the Directive,
develop internal ratings‐based approaches for calculating own funds requirements where their
exposures are material or have a number of counterparties and where there are specific debt
instrument risks.96 The significance of this will be addressed in more detail in the next section.
The rationale for it, however, relates to breaking the uniformity and therefore the cyclicality of
internal rating processes.
As noted above, the excessive use of leverage was a particular cause for concern in the
aftermath of the crisis, especially considering the failings of certain highly leveraged
investment banks. The Directive therefore provides for excessive leverage and states that
financial institutions must have policies and procedures in place that enable them to identify,
manage and monitor the risk of excess leverage.97 The objective of these provisions is that
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institutions must be able to withstand stress events in terms of excessive leverage. In this
respect, the issue has been raised that the definition of excessive leverage has not been clearly
explained.98 The Directive defines it as meaning ‘the risk resulting from an institutions’
vulnerability due to leverage or contingent leverage that may require unintended corrective
measures to its business plan, including distressed selling of assets which might result in losses
or in valuation adjustments to its remaining assets’.99 Although the limits are set by the
Regulation,100 the consequences of the leverage are not ascertained once corrective measures
have been implemented. Presumably, this is a matter for the relevant supervisory authority to
reflect and implement measures. However, unlike most of the provisions, the European
Banking Authority (EBA) has not been given the role of providing further guidance on the issue.
The scope of the EBA’s authority will be dealt with in greater detail in Chapter V. However,
considering the leading role given to the EBA regarding the compilation of the single rulebook,
it would stand to reason that it has the freedom to offer guidance on all of its aspects.
Nevertheless, the EBA will play an important role in determining those financial institutions
which are to be considered systemically important.101 To do this, the EBA will put in place, for
the benefit of the national competent authorities, the criteria that should be used to
determine and assess systemic risk situations and develop a stress testing regime. This is an
important task as it will assist national competent authorities not only in determining which
institutions need to be monitored more closely but also in measuring the action to be taken
depending on the circumstances. Indeed, the Directive gives a certain amount of flexibility
regarding the review of the capital requirements of systemically relevant institutions. It is
important to note that the Supervisory Review and Evaluation Process (SREP)102 will remain
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with the national competent authorities.103 Therefore, the guidance they receive from the EBA
will be key to establishing the firms under their supervision which are systemically relevant. As
such, the selection of systemically relevant firms remains influenced by the national
supervisors and, in cases where such firms are deemed to have insufficient capital, then the
additional capital charges are also left to their discretion. These provisions are bolstered by the
requirement of implementing a framework of supervisory examination where priorities must
be given to those firms which present a systemic relevance according to the SREP process, but
also firms who appear careless by functioning in a way that their financial soundness is under
threat.104 National competent authorities must also be mindful of the impact of the decisions
they take on cross‐border activity and how it may affect another Member State.105 These
provisions clearly point towards a prioritisation at national level to consider systemic risk and
apply their resources accordingly to those firms that are systemically relevant. Depending on
the supervisory structure of Member States, this could have an impact on their functioning
insofar as priorities may have to be reset for the benefit of the Union’s financial stability.
C. A new direction for capital requirements
On the basis of the Basel III Accords, CRD IV brings about a significant change in the way
regulation targets financial stability. Indeed, prior to the crisis, there was a discrepancy with
the capital requirements where, although it was recognised that the stability of the whole
system was the objective, it was primarily undertaken in a micro‐prudential way.106 The focus
on individual institutions rather than their interconnectedness and their overall propensity to
generate systemic risk was not conducive to system stability. There was also a lack of safety
mechanisms that could be triggered in times of crisis. Instead, the liberal attitude prior to the
crisis only led to aggravated circumstances, where governments bailed out institutions in an
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erratic and inefficient way. In the same way as the previous capital requirements were drafted
with a focus on micro‐prudential supervision, so too were the bail‐out proceedings, where
firms were dealt with in an individual and inconsistent way.
The capital requirements stance needed to be adjusted, chiefly via the adoption of a macro‐
prudential focus.107 Such a focus allows a better understanding of the interconnectedness of
institutions and therefore the chances for systemic risk to materialise. In turn, this enables
supervisors to intervene in a more efficient way and for the purpose of financial stability
generally, rather than specifically for individual institutions.108 CRD IV puts in place a system of
prioritisation of systemically relevant information that is handled at Member State level and
then escalated to EU level via a new supervisory structure. How the information is handled at
supervisory level will determine the efficiency of the system. This will be assisted by adopting a
uniform set of rules which are applied across the Union in the same way, through the
introduction of the single rulebook, of which the CRD IV package is the basis on which it will be
established.
Fundamentally, the inertia of the previous capital requirements also needed to be dealt with.
For this purpose, CRD IV introduced countercyclical capital109 and conservation buffers110
(CCB). The purpose of CCBs is to increase the resilience of the banking system during financial
crises by ensuring that banks set aside capital in times of growth which can be used in times of
hardship. There remains some debate on which indicators should be used to determine the
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periods where capital should be saved and where capital can be used.111 The availability for
supervisors to be able to implement CCBs represents their greatest tangible tool to mitigate
systemic risk. Indeed, short of removing the authorisation to operate, the application of
additional capital is a way of securing and isolating a problem early on in the process and
avoiding contagion and moral hazard.

IV.

Credit Rating Agencies and their pro‐cyclicality

Following their suggested and well‐publicised involvement in the sub‐prime mortgage market
collapse in 2007, the role of CRAs and their responsibility towards financial markets has
reignited interest. Positioning CRAs within the financial system in terms of their accountability
is likely to be difficult. The bad press they have received with regard to their involvement in
the subprime mortgage debacle may at times have been exaggerated and may have led to
misunderstanding in terms of the fundamental nature of CRAs. In essence, their role is to
report facts in a manner which is understandable, as to the creditworthiness of the issuer of a
given security, following a methodology which establishes a factual opinion. This position
should in theory shield CRAs from criticism, as the rating they issue as a consequence of their
collection of facts is purely objective insofar as their methodology is consistent. This theory,
however, is flawed on several levels. From a structure perspective, CRAs are privately‐run
companies and are not immune to competition and income concerns. As will be shown, this
may entail conflicts of interest under the ‘issuer pays’ model. Externally, credit ratings issued
by CRAs are used by regulators in their assessments of financial institutions and via legislative
provisions. Through this practice, CRAs are indirectly enrolled in the regulatory process and
this causes further concerns of reliance on their issued ratings. A degree of responsibility has
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therefore been placed upon CRAs, and such responsibility is the suggested reason for their role
in the crisis. The justification of their responsibility and the ensuing systemic consequences of
credit ratings are of particular interest to this thesis.
The definition offered by the International Organization of Securities Commissions (IOSCO)
captures perfectly the role and importance played by CRAs in the modern financial system:
CRAs issue opinions on the future creditworthiness of a particular company, security or
obligation as of a given date. These opinions tend to be relied upon by investors, lenders,
and others, and, accordingly, CRAs can have an effect on securities markets in a variety of
ways. Credit ratings can affect issuers’ access to capital, influence the structure of
financial transactions, and determine the types of investments fiduciaries and others can
make. Some regulators use the ratings issued by CRAs for various regulatory purposes.112

Importantly, CRAs do not stand as mere providers of information but have a truly powerful
influence on the behaviour of market participants and the markets themselves. The systemic
relevance of credit ratings stems from their usage and reliance within the economic cycle. The
regulatory response will therefore need to be proportional to the extent of credit ratings’ pro‐
cyclicality.
Due to their suggested involvement in aggravating the financial crisis, the regulation of CRAs
has been the focus of recent global initiatives. At an international level, the IOSCO has led the
way with a revision of its Code of Conduct whilst encouraging harmonisation of the rules. The
EU and the US have followed suit with a notable change of stance over the past decade. The
changes at EU level are particularly pertinent for the purpose of this thesis, with institutional
changes and a repositioning regarding harmonisation of rules following the seminal de
Larosière report.
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A. How CRAs fit within financial markets
1. The role played by CRAs
Despite the reliance investors usually have on CRAs, their role is generally limited to assessing
credit risk through the evaluation of debt and debt‐related securities issued by both private
and public entities. As described by Schwarz, the interpretation of an evaluation issued by a
CRA must only be read in the context of the debt security, as opposed to equity securities
which do not have contractually specified parameters, such as maturity or fixed principal
amounts.113 A CRA will issue a public evaluation of the debt and the projected capability of its
issuer to honour the principal at maturity. The rating is therefore more focussed on the debt
security itself rather than the issuer, and this can cause confusion in the market.114 This does
not exclude the fact that CRAs also rate companies and sovereigns. In relation to the rating, it
is generally expected that the CRA will differentiate between whether the debt security is of
investment grade or not. The term ‘investment grade’ is a notion of safety related to the
security, and therefore broadly indicates the chances of the security maturing or defaulting. If
a security is of investment grade, this indicates that the quality will be high enough to expect
return at maturity; when a security is classified below investment grade, then it will be
considered a speculative investment. Agencies, however, use a more detailed approach to
rating debt securities.
The processes of evaluation undertaken by CRAs are similar to each other. They are based on
information which is available both publicly and privately in order to reach an assessment on
the quality of a given debt. Importantly, the issuer requests the evaluation and has the
flexibility to choose the CRA which, as will be seen, can cause a number of challenges. The CRA
will then score the security which is to be made public, usually using a letter system, such as
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AAA to B, to determine whether the security is of investment grade or not. This score carries
considerable value as it will be a determining factor in the cost of the security and its success
in the market. Indeed, the rating aims to enable potential purchasers to evaluate the quality of
the security at a glance, and therefore construct their risk portfolios accordingly. For example,
certain investment funds or institutions will only want to hold debt securities of the highest
quality. This will be particularly relevant for investment strategies that seek safety in an
investment rather than ultimate return. CRAs therefore also help in reducing the principal‐
agent problem, whereby the agent is bound by the investors’ requirement for long‐term
safety.115 In fact, the availability of ratings facilitates the understanding between investors and
intermediaries on what their requirements are in terms of safety. The alternative to such a
codified dialogue would certainly involve complexities which would make it difficult for
instruments, such as pension funds, to operate in an efficient way. Essentially, ratings offer
ease of dialogue between market participants in a clear and concise way.
From a commercial perspective, issuers will find it very desirable to attract institutional
business, such as pension funds, as the volumes tend to be high. Issuers will aim to align their
products with the requirements of the potential client base that offers them the volume they
seek.116 The fear here is that the commercial objectives outweigh and overshadow the true
nature of a debt product. The overall rating process of securitised debt products related to US
mortgages in the early part of the 2000s is a case in point. This revealed the commercially‐
driven practices of all parties involved in the rating of these products. Introducing ratings
which are heavily skewed by commercial practices leads to a distortion in the nature of the
codified dialogue that ratings aim to achieve in a principal‐agent relationship.
Entering the select club of highly‐rated debt securities also means that the issuer will be able
to dictate the price due to its high demand and to the detriment of the investors’ ability to
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negotiate.117 Although the price varies according to demand just like any other commodity, it
remains inelastic due to the scarcity and consistent demand of highly‐rated debt securities.
The criticism that CRAs have come under since the subprime mortgage incident has naturally
led them to exercise caution in their assessments; consequently, this has led to a reduction in
the amount of highly‐rated issues.
Beyond the marketability of the security, the issue will have cost implications depending on
the quality of its rating, chiefly in relation to the cost of its access to capital. Indeed, with a
high rating the market will recognise the issuer as a safe borrower who will therefore require
lower interest rates, congruent with the lowering of the capital at risk. Conversely, the cost of
raising capital will be much higher should the rating not reflect stability and certainty of
repayment.118 The issuer will also be able to save on the issue itself if the rating is positive. The
low yield of an asset‐backed security should translate in the market into safety and low risk.
The reliance on two elements, risk and yield, is such that investment decisions will be made on
the sole basis of these, confirming the influence ratings have on capital markets.119

2. The difference between rating bonds and securitised debt
A crucial turning point for the use of credit ratings occurred when companies began financing
themselves rather than going directly to the market. By using their own assets as collateral for
sourcing liquidity, a critical change occurred in the way ‘creditworthiness’ could be
contemplated. Rather than issuing debt in the traditional sense, for example, via the issue of
bonds, a new breed of debt instruments, such as collaterised debt obligations (CDOs) and
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asset‐backed securities (ABSs), were used.120 The complexity of these instruments, as was
illustrated in the first chapter, actually meant that the role of CRAs became more relevant in
order to compensate for the ensuing information asymmetry. The issue of debt in the form of
a security can be seen as a commodity like many others; it aims to attract customers in line
with the product offered and its attributes. For all types of potential customers, whether
institutional, professional or retail, it is unreasonable to expect them to be able to
independently evaluate the attributes of a complex debt product. Particularly in relation to
securitisation, it becomes very difficult to evaluate the risk levels of a given issue due to the
salient lack of transparency typical of them.121 This is where CRAs intervene by bringing a
balance to the information asymmetry inherent in such complex products. The IOSCO has
considered these asymmetries and concluded that the role of CRAs is, in essence, to enable
investors to evaluate and understand the risks involved in order to determine whether a given
asset‐backed security is in line with their investment objectives.122 The ratings offered by the
largest CRAs have been consistently accepted, thus enabling investors to evaluate an issue
against their risk appetite. Due to the complexity and lack of transparency of the instruments
in question, issuers are keen to obtain a high credit rating for them as it is likely that investors
will be limited to relying upon the rating as the sole source of information in the decision‐
making process on whether to invest or not.123
Up until the crisis, CRAs were encouraged to rate these securitised debt instruments highly as
it appeared to benefit all parties involved. Indeed, CRAs found themselves in the middle of
what can be referred to as a two‐sided market, where they acted to the perceived advantage
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of both the issuers and the investors.124 Rochet and Tirole define a market as being two‐sided
when:
[T]he platform can affect the volume of transactions by charging more to one side of the
market and reducing the price paid by the other side by an equal amount; in other
words, the price structure matters, and the platform must design it so as to bring both
sides on board.

CRAs took on the role of platform in this model and acted as facilitators between investors and
issuers; in the process, they benefited disproportionately. Indeed, due to the complexity and
lack of transparency of these instruments, the issuers needed to persuade investors to acquire
their products. To do so, they depended on CRAs to provide an attractive rating in order to
facilitate the investors’ decision. In these terms, issuers were wholly dependent on the ratings
they were given in order to be successful in the market. This dependence was not desirable as,
in this case, CRAs acted as an assurance of the quality of the underlying instruments. On the
other hand, investors were keen to indulge in these products, as the rating/return ratio was far
higher than other less complex instruments.125
The poor branding of structured debt products and their untimely downgrading are two of the
main reasons for the regulatory concern of CRAs. Had they differentiated traditional debt
products from the structured ones in any relevant way, then it is not unlikely that the attitude
to CRAs today would be very different. This differentiation is now recognised as crucial
because the approximation of traditional debt products and structured ones under a single
rating system is misleading and fundamentally flawed.126 Indeed, there are two critical
differences between these types of securities that CRAs should have taken into account. The
first are the yields these products offer. It is widely acknowledged that there is a correlation
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between yield and risk. Where risk is related to the quality of a product, the higher the yield,
then the lower the quality of a given investment.127 Therefore, under the same rating system,
it appears inconsistent that two investments with the same ratings would diverge to a large
extent on the yield return.128 As seen in the first chapter, this inconsistency misleads investors,
and not only the less educated ones. The second difference relates to the underlying pool of
assets upon which the debt security is issued. With a traditional debt security, the underlying
pool is relatively straightforward as it relates to the assets of the company or the government
on which it is based; these are perceivable and tangible assets. With secured debt securities,
there is greater opaqueness in the underlying pool of assets.129 As was established earlier, the
identification of the underlying assets was close to impossible following a serial repackaging
process and multiple layers of securitisation. With flexible branding of the underlying assets by
intermediaries, CRAs should have been more alert to the fact that they were rating securities
with unverified assets. This in itself should have caused CRAs to disclose that assets were taken
at face value and not verified.
The reasons behind this misbranding are primarily commercial.130 The pressures on financial
institutions to sell these products (and consequently due to their opacity) meant that issuers
were interested in finding the easiest way to inform investors of their quality. In this particular
instance, CRAs did not assist in balancing the information asymmetry issue but, rather, they
encouraged a greater gap. Investors did not need to change their habits in considering the
purchase of securities because they were able to refer to a system that they were familiar
with. A question remains over the extent to which investors were aware of the discrepancy
between rating and yield, and whether this affected their decision‐making process. The first
step towards remedial action has been to suggest differentiating the symbols of traditional
127

F Modigliani and MH Miller, ‘The Cost of Capital, Corporation Finance and the Theory of Investment’
(June 1958) 48(3) The American Economic Review.
128
de Larosière report (n 6).
129
de Larosière report (n 6).
130
JP Hunt, ‘Credit Rating Agencies and the ‘Worldwide Credit Crisis’: The Limits of Reputation, the
Insufficiency of Reform, and a Proposal for Improvement’ [2009] Columbia Business Law Review 109.

81

debt securities and structured ones.131 The proposals have amounted to maintaining the
current system with an annotation to act as a warning signal for investors. This appears to be
an intermediate solution as it maintains, to a certain extent, that there are similarities
between the two products without fundamentally changing how CRAs approach structured
products. The warning signal will hopefully encourage investors and regulators to look further
into the rated securities. However, it is questionable whether this will assist them in making a
more informed investment decision. This leads on to the argument that a more relevant rating
system would be required in this sense, either by giving the structured product a realistic
rating that compares to traditional bonds so that investors can truly understand the
discrepancy, or devising an entirely new rating system that could elucidate the risks for
structured products.
More importantly, the relationship between CRAs and issuers needs to be reviewed in this
respect, and the resulting conflicts of interest that emerge. Where the rating for traditional
debt securities is relatively straightforward and only requires CRAs to act in their credit rating
function, structured products have required the involvement of CRAs in the product
assembly.132 In this role, CRAs advise issuers on how best to construct their security to achieve
the desired rating. This aspect of the relationship is perverse as it assists the issuer in
manipulating what should otherwise be an objective assessment. Not only does it cause
further imbalance in terms of information asymmetry but it also suggests a certain amount of
hypocrisy in the way that CRAs protect their methodology. On the one hand, they allow a
certain insight to issuers into their methodology to enable the achievement of a rating; on the
other hand, they have rigorously defended any form of regulatory involvement in the
construction of their ratings. The aspects of regulating methodologies will be considered
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further; however, the commercial aspects of issuing ratings must be kept in mind alongside the
overall business model of CRAs.
3. The use of ratings and behavioural finance
The role played by CRAs in the investment decision process can be considered both practical
and psychological. There are several ways that investors may wish to approach their decision‐
making process. They may wish to evaluate the risk/return of a given security themselves or
call upon a third party to provide them with a concise evaluation. The complexity and amount
of information available to investors is often overwhelming. Therefore, if they are not able to
rely on synthesised and understandable information, they are likely to be deterred from
investing in those that are less transparent.133 The psychological element of the investment
decision‐making process carries importance, and simplifies the understanding of investor
behaviour.
Behavioural finance offers two main investor characteristics which are of relevance here. The
first is that investors are positive thinkers. They are constantly conscious of the best‐case
scenario outcome of their investment decisions and remain overconfident throughout the
lifetime of the investment.134 The second characteristic, which stems from the first, is that
investors are selective about the information they acquire and wish to use for their investment
decision. In fact, it is suggested that investors mainly tend to rely on information that confirms
their initial belief, therefore adding little value to the decision itself and reinforcing the
overconfidence element.135 This could help to explain why in the good times there is less
pressure to question positive thinking, and in the bad times why there is a surge of corrective
measures. In terms of structured debt instruments, the high ratings applied to them by CRAs
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confirmed the positive thinking that caused their promotion and the belief that highly‐rated
structured debt instruments could also offer high yields. Once the collapse of these
instruments occurred, however, it suddenly became obvious that their rating did not reflect
the reality of their quality. In addition to this, CRAs had strong track records and solid
reputations in their rating of bonds. Therefore, rather than go through the costly and time‐
consuming process of evaluating these securitised debt instruments, it made sense to rely on
CRAs via the ratings they issued on any given instrument.136 Although perfectly logical at the
time, their high rating did conflict with two basic investment principles. Firstly, the yield of a
security is intrinsically linked to its risk of default. Therefore, investors should have been alert
to the fact that although two securities may carry the same rating, their difference in yield is
an indicator that they do not present the same risk profile. Secondly, the investment decision
must be made by the investor in light of the risk, return and volatility they wish to achieve in
the performance of the portfolios they are managing. Indeed, ratings issued by CRAs should
not be relied upon as sole evidence of the suitability of an investment, but rather as an
‘anchor’ which supports additional information gathered.137 More than the credit rating itself,
the over‐reliance on these ratings is important in considering the role played by CRAs prior to
and during the crisis. To further rationalise this over‐reliance on ratings, during the initial
period (1997 onwards) the ratings were accurate in that very few defaulted, thereby
comforting the investor with the idea that he need look no further than the rating given.
Evidence tends to point to the fact that the higher the credit rating, the less information the
investor requires, provided that the security is performing well.138 Ratings were therefore used
by investors beyond their scope, and resulted in an over‐reliance on them with which they felt
comfortable in their decision‐making process.
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4. The pragmatic approach and pro‐cyclicality
Regulatory reports even suggest that investors sought out structured instruments based on
their credit rating alone.139 Notwithstanding regulatory pressures to hold a certain quality of
security as capital, investment firms in their increasingly complex calculation of credit risk used
the ratings as a determining factor irrespective of other important elements.140 Their
calculations, however, were flawed in that the securitised debt instruments were far more
likely to be downgraded sooner than the traditional debt instruments, such as sovereign
bonds. This was mainly due to the greater proportion of credit assets that were held by
investors and the lack of historical data on these new varieties of structured credit.141 Here lies
a key distinction between the evaluation of traditional debt securities and the structured ones:
the latter are pro‐cyclical whereas the former are far less so.142 There are several reasons why
structured debt securities are far more predisposed to the financial cycle. The most important
of these is the cocktail of assets and debt that constitute these instruments which render them
prone to unidentifiable exposures. Unlike a corporate bond, for example, where the underlying
asset is transparent and, in terms of identification, fairly straightforward, structured
instruments are complex and opaque.143 In the case of the corporate bond, there is a
multitude of information publicly available on the company, in particular, if it is listed. On the
other hand, in the case of structured instruments, the underlying parties involved are
numerous and present at several layers within the structure. Discovering the nature of the
underlying asset or liability is costly and time‐consuming at best, and potentially impossible
without being privy to information not available publicly. In the good times, it was seen as an
advantage to have risk diversified as the default of one element would not jeopardise the
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integrity of the entire instrument. However, when faced with a global meltdown, the fact that
many elements were linked enabled and facilitated the spread of defaults in a chain‐like
reaction. Unlike banks, which are more prone to connection via their liquidity positions, these
instruments are more exposed to market trends as the asset value determines the credit rating
which in turn engenders a variety of potential consequences.
In addition, Lord Turner also illustrates how the securitisation phenomenon encouraged pro‐
cyclicality contractually.144 As with the idea of diversifying risk, the intention to protect the
investor by installing rating‐based triggers was seen as an innovative characteristic of
structured debt instruments which mitigated their opacity. CRAs offered high ratings based on
the idea that, should the underlying asset value fall below a certain threshold, then the
investment vehicle backing the instrument would be wound up in order to safeguard a
substantial amount of the investments sourced. In a similar way, CRAs exchanged high ratings
for guarantees of liquidity against the collateral offered on derivative contracts. Should the
subject of the collateral itself be downgraded, then it would be required to increase its value
limit accordingly. In isolation, these protective measures may have proven effective; in
combination, however, during the downturn, they participated in aggravating the downward
cycle and shoring up liquidity. In the first case, the rating‐based trigger would initiate the
simultaneous liquidation of assets of a multitude of investment vehicles, assisting the market
in its downward trend. In the second case, where the terms meant that a rating downgrade of
the principal would cause liquid assets to be increased against the derived asset, this caused
banks to provide their now limited amount of liquidity to these assets rather than allocate
them more efficiently.
Under certain specific circumstances, therefore, CRAs present pro‐cyclical characteristics which
carry considerable consequences. The reliance on ratings for traditional debt securities is far
less troublesome than for more complex ones where, in the recent crisis, not only did they
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participate in the cycle but they also intensified it. As Lord Turner points out, the
interconnectedness, in particular that generated at a private contractual level, is difficult to
identify and therefore carries unquantifiable consequences. This makes the rating
disengagement at the legislative level very different to the one at a private level. From a
legislative perspective, identification is easy. It is the process of removing reliance that is more
complex. At a private level, the identification is problematic and the removal easy; this will
require strategic regulatory oversight where regulators could monitor the interconnectedness
via rating maps, thus isolating the systemic triggers.145
5. The reliance on credit ratings by regulators
Although reference was made to the credit rating benchmark in the US by courts and
regulators in the 1920s, it was only in the aftermath of the Great Depression that reference
was expressly made in financial regulation.146 Up until that point, the use of credit ratings had
been a purely private affair, where CRAs collected information on behalf of institutional
investors and trustees who could not readily obtain sufficient information.
The recognition of the weakness of regulations set against the complexities of global finance
today means that the role undertaken by CRAs has been valued by domestic regulators.
However, this is not necessarily due to the quality of the information contained in their
assessment, nor any particular historical performance in relation to prudential measures. The
usage of ratings is related to the fact that they can easily be used as a global standard for
investment evaluation.147 There is evidence of usage of these ratings within legislation and
regulatory requirements. McVea suggests that CRAs are enrolled in the regulatory process and
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become de facto ‘surrogate regulators’.148 Indeed, regulators use the informational value of
ratings to establish the risk profiles of the firms they regulate, notably in relation to capital
requirements. This has been put on a statutory footing following the adoption of BASEL II in
the EU in the form of the CRD.149 Since the use of credit ratings is both pragmatic and accepted
by industry as an evaluation standard and this has led regulators to feel comfortable in
extensively relying on them for their prudential tasks. However, the evaluation of structured
debt instruments in the build‐up to the crisis has now led regulators and legislators to question
the role CRAs play in a prudential strategy.
The CRD entitles credit institutions under the standardised approach150 to use assessments
made by CRAs in the risk weighting of their capital requirements for solvency purposes. For
regulators, capital requirements are of the utmost importance as they are in place to protect
creditors and depositors in the event of failure, and they offer stability to the financial system.
Adequate capital levels may also play the role of preventing the failure of credit institutions as
they can act as a cushion against shocks. Miller and others suggest six reasons in favour of
adequate capital to be held by banks.151 The first is that it lowers the risk of bank failures.
Unlike other industries, the fact that banks hold capital in sufficient amounts is crucial to their
survival, particularly in times of crisis. Banks are different as their capital not only determines
their ability to satisfy liabilities but also sets the boundaries of the amount of business they can
actually pursue. This represents the capital necessary to sustain operating losses while still
being able to honour withdrawals; under the Basel II Accords the minimum capital ratio152 was
set at 8%. This is why it is important to set the capital requirements not only against the
liabilities but also against the overall risk appetite of the institution. This notion has become
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particularly fashionable in the light of the crisis, and has even led to the suggestion that banks
should be split according to their appetite for financial and business risk, with different capital
ratios being applied accordingly. The second reason is that it limits the potential for moral
hazard as the capital will actually belong to the institution and is not provided for by external
sources such as a central bank or a deposit guarantee scheme. Therefore, the initial safety net
should be in the form of sufficient capital rather than external intervention. The third reason is
that by acting as a buffer prior to the intervention of other safety‐net schemes, the said
schemes can be better organised and activated to a lesser extent. The fourth reason is that it
reduces the misallocation of credit caused by the safety‐net subsidy. The fifth reason is that it
reduces the risk of ‘credit crunches’ due to the availability of spare liquidity. Finally, it
increases competitiveness within the industry. This last reason will need to be considered with
caution as it has become the target of regulators seeking to curtail the competitiveness of
banks engaged in high‐risk activities through the use of capital requirements.153 However,
when establishing regulations to achieve this, the legislator needs to be mindful of how to
approach the normative element of evaluating the safety of bank capital and whether the
inclusion of credit ratings by CRAs as a benchmark is desirable. Therefore, the qualitative
nature of capital held by financial institutions is crucial, and the assessment has been
facilitated by the use of ratings as a standard. The outsourcing of the regulatory task of
indirectly evaluating the capital of financial institutions has bestowed upon ratings the force of
law.154 The crisis has proven this position to be dangerous as the unhealthy reliance on ratings
by investors, issuers and regulators had led to an oversimplification of the assessment of an
investment. It was unhealthy because the use of ratings had gone far beyond their initial
mandate and they were regarded as an overall assessment of an issuer’s presented risks. The
reality remains that a credit rating is limited to assessing the credit risk, and therefore the
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ability of an issuer to return the capital on a debt security. This assessment should be oblivious
to share price and the realisation of a non‐credit‐related risk. A AAA rating given to an issue of
a listed blue chip company should not in any way be used by investors as an indication of
operational efficiency or market strategy; yet, it has often been perceived as such and not only
by the less educated investors. In fact, the regulatory acknowledgement has led to an
acceptance that ratings are more than just a credit assessment tool.
The alternative of using an entirely public entity to carry out such a role offers some
advantages.155 Regulators would no longer need to outsource this function which would put
them at ease in terms of establishing their own risk profile of a given institution and evaluating
the systemic consequences on their own terms. It would also assist in diminishing the conflicts
of interest surrounding the ‘issuer pays’ model. The public agency could decide to carry out
evaluations when they thought fit, rather than this being instigated by the firm itself. Investors
would also benefit from a rating which could be considered entirely objective.
It would, however, present a fresh set of concerns. Conflicts of interest would not entirely
disappear. Indeed, the public agency undertaking the rating would be conflicted when
considering government debt; the rating of which is considered by the market to be an
accurate measure of the health of an economy. Therefore a government‐operated agency
would tend to be biased or influenced adversely. Another issue is the fact that the quality of
the rating itself would not necessarily improve as the cost and administration of maintaining a
service that was viable would be too burdensome for a public agency. It is worth pointing out
that although three CRAs dominate the market,156 130 operate globally, meaning that the
public agency would need to cover the work carried out by these firms, which would be
administratively unworkable. In this respect, a public agency would also find it difficult to
evaluate when a rating was needed. Currently, the market plays this role and, due to the costs
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involved, is able to determine the adequate timing of ratings. As a platform in the ‘two‐sided
market’, CRAs are able to resolve the principal‐agent problem mainly due to their financial
intimacy with the issuer.157 The biggest concern, however, would be the aggravation of
systemic risk via a reinforcement of the over‐reliance on ratings. In fact, should a
governmental agency take over the responsibility of rating debt securities, these would be
seen as a form of regulatory sanction or worse, as a form of state guarantee. Criticism of CRAs
following a financial crisis is not new, and during these periods improvements have been
sought in the positioning and functioning of CRAs within the market.158 Should this task be
carried out by a public body, then it would be less inclined to be self‐critical. It follows that
further reliance would be placed on ratings where investors would be tempted to look no
further than the rating as the debt would have been validated at state level, thereby
reinforcing pro‐cyclicality. Although having this function carried out by a public body is
appealing to an extent, the disadvantages clearly outweigh the advantages.
B. Regulating CRAs
Historically, there has been a certain reticence to regulate CRAs in a formalistic way. Until the
collapse of Enron, the consensus both in the EU and the US was that self‐regulation was
preferable because it was important not to interfere with the result of the rating process via
normative intervention.
1. End of the ‘investor pays’ model
From an operational perspective, an event of particular interest occurred during the 1970s
when CRAs experienced a fundamental shift. Up until then, credit rating reports were only
available to those interested investors who wanted to better understand the risk element and
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creditworthiness of a given security against payment. This so‐called ‘investor pays’ model159
was a cause for serious concern for CRAs as they were worried that with the widespread
introduction of photocopying machines during the 1970s, their reports would be available to
‘free riders’. Issuers also had concerns that they were missing out on potential investors who
were not privy to the contents of their credit rating reports. It is mainly for these two reasons
that CRAs shifted to an ‘issuer pays’ model, where the issuer applies for a credit rating from a
CRA and then pays for the evaluation. It was also thought that the rating would carry more
weight as a public evaluation of a security would cause investors to trust the issue more due to
the irrevocability of public information.
However, the Securities and Exchange Commission (SEC) was quick to identify the potential
conflicts of interest of the ‘issuer pays’ model and quickly moved to introduce measures that
would aim to put a price on high credit ratings.160 In their desire to remain in the realm of self‐
regulation, they implemented a registration process in order to maintain a certain standard
amongst CRAs and to keep out companies that would not uphold an ethical approach to
ratings. This registration process bestowed upon the relevant agency the title of ‘Nationally
Recognised Statistical Rating Organisation’ (NRSRO).161 The amendment to the Securities
Exchange Act of 1934 in 1975 enhanced the use of ratings for the risk assessments of firms and
their exposures. The registration procedure was only required when ratings needed to be used
for regulatory purposes. However, this only confirmed the position played by the dominant
players in the rating market. The key element to this process was that broker‐dealers could
diminish their capital requirements by holding debt securities which were evaluated as
‘investment grade’ by the NRSROs. In the US, the registration process accompanied by self‐
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regulation was considered an adequate balance until the collapse of Enron.162 Indeed, CRAs
had seemingly given it an overly‐generous rating, and also were provided a tardy downgrade
when the situation deteriorated. The criticisms are similar to those after the 2007/08 crisis,
even though measures were taken to bolster the regulation of CRAs.
2. Is there still a case to be made for CRAs to self‐regulate?
As is customary, the usual supporters of self‐regulation are the affected market participants
themselves, and it is no different in the discussion pertaining to the regulation of CRAs.163 They
argue that strict regulation of CRAs would be detrimental not only to their functioning but also
to the market. They claim that self‐regulation would enable them to keep costs lower and
therefore allow them to allocate resources more efficiently. This, in turn, would translate into
them being able to react more quickly and adequately to risks that their ratings may offer. This
could be done through acknowledging international standards and ethical codes that CRAs
would undertake to abide by. They also put forward the idea that strict sanctioning is not
necessary as their prime asset is their reputation, and therefore, any adverse behaviour would
go against their existing business model.164 Acceptance of these arguments will very much
depend on the importance given to ratings within the financial system. However, these
arguments are also dependent on certain accepted concepts. Firstly, it is important that other
market participants are able to monitor the quality of ratings. This is particularly time‐sensitive
in duration, as the consistent quality of ratings will only be achieved from issue to maturity by
proving that a given rating adequately reflected the reality. These maturity periods can vary
from the short term (5 years) to the long term (30 years), which in terms of competence
evaluation reflect extremely long periods. This should also be accompanied by relevant
information disclosures to enable a meaningful evaluation. In terms of reputation, as the crisis
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has already damaged the one enjoyed by CRAs, it will take a considerable amount of time to
be re‐established in order for this to act as an adequate form of sanctioning. Moreover, such
reputational pressures only operate effectively within perfect market conditions where one
market participant stands to lose out to another. In economic terms, the CRA market can
hardly be considered perfect due to the oligopoly under which it operates. The three large
CRAs dominate the market to the extent that it is virtually impossible to consider a new
entrant with sufficient resources to compete. The pendulum shift in position in relation to the
self‐regulation of CRAs is evident pre and post‐Enron, and pre and post‐crisis.
3. The various post‐Enron approaches
The first development in the aftermath of the corporate collapses of Enron and WorldCom was
a global initiative in the form of the IOSCO Statement of Principles and its related Code of
Conduct.165 This was still a self‐regulatory regime by nature, and it put in place a series of
principles governing the practices of those CRAs that signed up to it. The principles covered the
main concerns that emerged regarding CRAs. However, without a supervisory body overseeing
them, and with the absence of sanctions for non‐compliance, it was exposed as being
potentially ineffective in bringing substantial governance reform. Further, the principles were
drafted in a vague and generic way which did not encourage harmonisation amongst CRAs.
This, however, was in line with the zeitgeist of a principles‐based approach as the Statement of
Principles intended to ‘state high‐level objectives for which rating agencies, regulators, issuers
and other market participants should strive in order to improve investor protection and the
fairness, efficiency and transparency of the securities markets and reduce systemic risk’.166
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Notwithstanding its voluntary nature, signing up to the Code proved popular167 and those CRAs
that did sign up undertook to adopt it without taking advantage of its flexibility and opt‐out
provisions.168 The Code became a moderate success in that, through its adoption, it at least
succeeded in identifying the issues that needed to be addressed. These issues are covered in
the three headings of the Code, namely, the quality and integrity of the rating process; CRA
independence and the avoidance of conflicts of interest; and CRA responsibilities to the
investing public and issuers. It also found success through inspiring similar measures both in
the US and in the EU and through defining the objectives of limiting systemic risk and
increasing consumer protection.
The US was the first to end the self‐regulation regime of CRAs with the Credit Rating Agency
Reform Act 2006.169 Presumably, this can be explained by the fact that the collapse of Enron
and WorldCom had a greater impact and significance in the US than anywhere else.170 The
process was initiated as early as 2002 with the Sarbanes–Oxley Act171 and its commissioning of
the SEC to issue a report on the regulation of CRAs.172 The Sarbanes–Oxley Act instructed the
SEC to look at five specific areas of concern in the functioning of the credit rating system.
These related to the quality of information flows regarding the ratings themselves; the
management of potential conflicts of interest; the alleged anti‐competitive behaviour of the
large CRAs; the possible reduction of regulatory barriers to entry into the market of new CRAs;
and the ongoing monitoring of CRAs. The report found all these areas to be lacking and
deserving of further consideration which was duly provided in the ensuing Concept Release of
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June 2003.173 The Concept Release suggested that the NRSRO regime be eliminated or
amended in line with the target of lowering the regulatory barrier to entry of new players into
the market. This suggestion highlighted the need to find an adequate institutional alternative
as a number of SEC rules relied upon the NRSRO regime in its regulation of the firms it was in
charge of supervising. Therefore, without substitution, the absence of the NRSRO regime
would have made it difficult for the SEC to meet its own regulatory objectives. The alternative
would have meant either delegating the credit rating task that the SEC relied upon to an
alternative external institution, taking on the role itself or developing internal credit ratings for
the regulated firms.
This confirms the idea that regulatory reliance on CRAs was already well‐established, as the
SEC recognised that although the use of ratings as a regulatory tool was not necessarily
desirable, the alternatives would be too costly, burdensome or risky. Considering that the
objective of reviewing the role of CRAs was because they were considered to have failed in the
light of certain corporate failures, it would have been ironic that the result of the review would
have led to less supervision of the CRAs. With this in mind, the SEC argued for modification of
the approval process of NRSROs into a registration process rather than for its abandonment.
On the one hand, this satisfied the issue of market entry for new participants and, on the other
hand, it enabled the SEC to tighten up recognition and on‐going supervision of NRSROs. The
regime became one of oversight by disclosure and accountability for compliance of their own
standards to be filed with the SEC.
In order to mitigate the complexities of an entire supervision of CRA activities, it was thought
necessary to limit the supervision of the methodologies in place used by the agencies. Firstly, it
is not desirable from a market perspective to have disclosure on the intricacies of the
methodological approach as these are the essence of the intellectual property of CRAs. Should
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the methodology become public, then the construction of debt securities would likely become
a ‘tick box’ approach in order to achieve a targeted rating. Such formalism in the process
would cause issuers to focus only on the areas they know will be addressed, and forgo a
holistic approach in terms of a risk‐conscious construction. This would also be to the detriment
of investors as their choice would be limited because the securities on offer would become
uniform. Of greater concern, however, would be the systemic consequences of uniformity on
the debt market should a methodology not have taken into consideration an area at risk. This
could cause further risks as these methodologies are an inexact science and would also create
a negative form of arbitrage in the selection process by an issuer. CRAs should be able to
maintain a certain amount of subjectivity in their rating construction because, in order to be
relevant, the methodology will need to be organic and therefore tailored to the given security
in a given situation at a given time. Finally, the SEC erred towards further internal process
improvement in order for CRAs to manage their conflicts of interest. The segregation of the
advisory line of business of CRAs and the reduction of dependence on the business of certain
issuers were key recommendations. Creating Chinese walls between the advisory side of the
business and the rating side was a key change to the way CRAs operated; the reform
introduced a crucial hurdle to the idea that hiring a CRA to consult on the issue of construction
would assist in achieving a higher rating. On the financial dependency aspect, a departure from
financial addiction to a small number of large issuers meant that external pressures to offer
high ratings was reduced.
As a consequence, the 2006 Act confirmed the idea that the SEC was reinforcing CRA
supervision in a departure from the self‐regulation approach. The caveat was that there would
be no or limited regulatory influence over the methodological aspect of credit ratings as
‘neither the Commission nor any State (or political subdivision thereof) may regulate the
substance of credit ratings or the procedures and methodologies by which any nationally

97

recognised statistical rating organisation determines credit ratings’.174 The Act was revised in
2008 where focus again was on establishing a supervisory framework over the operational
aspect of CRAs, such as record‐keeping, managing conflicts of interest, enhanced disclosure
requirements and enhanced transparency.175 The successive amendments effectively made the
IOSCO Code law in the US, where the SEC was granted enhanced supervisory power over CRAs.
Nevertheless, these steps were considered to be sufficient for the objectives at hand, notably
in terms of conflicts of interest management and the limitation of systemic risk.176 However, in
consideration of the Act, normative reform on the limitations imposed on the supervisory
nature of CRAs would need to be considered whereby the SEC would shift its supervision from
oversight to full regulation. At the time, the US approach to regulating CRAs showed that no
thought was given to the ability of CRAs to issue ratings of a high‐enough quality, but more to
the way that CRAs were organised both internally and externally. It also showed that the task
of controlling CRAs to the extent suggested by Partnoy is not realistic from a material and
normative perspective, and therefore the regulatory role should be limited to mitigating
operational risks. Here, a potential link can be found between the US and the EU approach in
that the EU recognised this challenge from the outset and could explain their opposite stance
in initially maintaining the self‐regulatory approach.
Although the thought process was similar to the US, its result was different in that it
maintained in the first instance the self‐regulation approach. To support this trend, the steps
that were to be taken under the European Commission’s Financial Services Action Plan (FSAP)
were deemed sufficient to adequately reposition CRAs within the financial system, and were
confirmed by the consultation process of the Commission and the Committee of European
Securities Regulators (CESR). On the consumer protection front, the MiFID was being finalised,
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and this affected CRAs by shifting the burden of controlling the quality of investments by
imposing further responsibility on financial institutions. Institutions that fell under the
provisions were responsible for categorising their clients and therefore determining the
amount of care owed according to whether they were considered retail, professional or
counterparty clients.177 In the first and second instances, the financial institution was
responsible for evaluating the suitability and appropriateness of an investment. The MiFID
provisions therefore encouraged financial institutions to be more aware of the investments
they were purchasing for their clients, including debt securities. With this in mind, it can be
seen that the EU view diverged from the US one on the level of responsibility that CRAs played
in the investment decision process. In the case of the US, the burden of accuracy appears far
greater in the rating process, as the focus of the SEC was on the regulation of CRAs
themselves. The EU’s intention already aimed to limit the reliance of credit ratings in a shift
towards giving responsibility to other financial institutions in the process of matching the risk
of a financial product in line with their client profile. Those categorised as eligible
counterparties, in other words, licensed financial institutions, would offer an extra layer of
quality control as they may have the means and knowledge to be able to offer an appreciation
of a rating. The overall idea behind client categorisation was to rectify information asymmetry
through imposing behavioural controls for financial intermediaries. To date, such a proposition
has yet to be tested as the legislation was introduced in 2007 on the eve of the subprime
mortgage debacle. It would have been interesting to see if a MiFID screening of a securitised
debt security would have prevented the purchase of these securities for retail clients.
At the other end of the spectrum, the EU was also in the process of introducing the CRD which
marked the introduction of the BASEL II Capital Accord. The chief impact for CRAs was the
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registration process under the External Credit Assessment Institution (ECAI) regime.178 The
weight of the reliance on the ratings issued by ECAIs very much depended on the choice of
which approach financial institutions used to calculate their capital requirements. In short, the
result was that the larger the institution, the more likely it was to opt for the more complex
approach where capital savings could be achieved and where less reliance was made on the
ratings issued by ECAIs. This links in with the previous discussion on MiFID, where a shift of
responsibility occurred on an opportunistic level from the ECAIs to the financial institutions. On
the other hand, the smaller financial institutions, which had less resources, would opt for the
simpler capital calculation methods in order to review the ratings awarded by ECAIs, and
would be given less opportunity to manage their capital in an efficient way. The result was
desirable in that those institutions which distanced themselves from ECAI ratings were
rewarded with more flexibility on the use of their capital.
The first post‐FSAP period was a moment of regulatory pause for the EU, where it evaluated
what had been achieved prior to embarking on the second FSAP period. The EU trend at the
time was to find innovative ways of regulating financial institutions, and to do so in a way that
could organically grow with industry trends. During this period, priority was given to the risk‐
based and principles‐based approaches over the rule‐based approach in a move to improve
regulatory standards and achieve ‘better regulation’ instead of more regulation.179 Under this
approach, there was no drive to implement further hefty regulatory designs, and in respect of
CRAs it was viewed that to keep the self‐regulatory process was preferable. However, the
regime was enhanced following the CESR’s recommendations.180 The CESR suggested
monitoring CRAs’ compliance with the IOSCO voluntary Code via representations and meetings
whereby any issues relating to the Code or particular issuers were to be discussed between the
178
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CRAs and the CESR. With this approach being broadly accepted, the review showed that CRAs
generally abided by the principles laid down by the IOSCO Code which the European
Commission deemed sufficient at this point, in line with the ‘better regulation’ policy.181
4. Post‐crisis measures
Early in the crisis, the IOSCO reviewed its code of conduct in a response to the growing
concern over the role played by CRAs, particularly in relation to the rating of structured debt
products.182 Once again, the regulation of methodologies was dismissed in favour of a
distancing of the reliance on ratings. The amendments promoted further transparency of the
ratings through enhanced disclosure, the independence of CRAs, and through them acting
responsibly towards investors and regulators. In order to improve the quality of the ratings
without interfering with the methodologies, the revision promoted periodic reviews of the
methodology183 while ensuring their ability to organically cater for the moving target of risk for
structured debt products.184 The Code ring‐fenced the methodology in terms of objectivity,
where those analysts actually involved in the rating process were prohibited from advising on
the design of structured debt products. This also ensured that the decision‐making process for
rating action (upgrade or downgrade) was done in an entirely objective manner.185
Updates were also brought in to further mitigate conflicts of interest and encourage the
independence of CRAs. Crucially, CRAs were to disclose whether a single client could materially
affect the total income generated by the agency, with the materiality level set at 10 per cent of
annual revenue.186
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The most important step forward brought in by the revision was to recognise the significant
responsibility CRAs held towards investors and regulators. Up to this point, CRAs had been
successful in maintaining their role as information providers which, insofar as it was correct,
did not need to carry any warning signals. The Code succeeded in including that, in certain
circumstances, ratings needed to contain further information in order to alert investors to
relevant specifics.187 This was primarily to remedy differences between categories of securities
and address the mistake that investors made prior to the crisis when they did not differentiate
between structured debt products and standard debt instruments. Under these clauses, CRAs
were charged with educating investors on the meaning of the ratings they gave and their
limitations, not just in their use but also with regard to the information that they had received
from the issuers and any inconsistencies or lack of desirable information. This provision, in
particular, became the official recognition that CRAs needed to be regulated in a formalistic
way because their responsibility was recognised. The responsibility of CRAs was now
substantiated at an international level in the same way as the rationale for regulating financial
institutions dictates that it is due to the responsibility they have towards investors, financial
markets and the economy at large. The CRA taskforce was to monitor the transition and
encourage harmonisation on an international level while entrusting the implementation at a
domestic level. It recognised the fact that the initiatives needed to be pursued by legislators at
the level of the IOSCO enforcement of the Code would prove difficult. In November 2008, it
stated that it favoured a ‘consistent global regulatory approach to monitoring the activities of
CRAs’, while urging legislators ‘to consider the regulatory consensus represented by the IOSCO
Code of Conduct when framing legislation as any fragmentation runs the risk of a reoccurrence
of problems with product ratings’.188 In this address, it gave the G20 the task of coordinating a
unified response to the regulation of CRAs. The difficulty here was not necessarily to
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encourage jurisdictions to legislate in favour of regulating CRAs but to do so in a harmonised
way.
Therefore, the G20 carefully followed the recommendations and quickly pointed out that the
existing IOSCO Code did not provide sufficient supervisory guidelines to an industry that was
coming under severe criticism.189 However, the Code, which had been reviewed some months
before, was not under particular scrutiny as the language in the declaration targeted reforms
that needed to be carried out by domestic regulators.190 The consensus was that the time had
come to move away from soft law provisions and push for national laws that would put in
place a framework for prudential supervision of CRAs. This, however, should not be done
without cross‐border cooperation; the declaration itself stipulated that due to the global
nature and interconnectedness of financial markets, ‘intensified international cooperation
amongst regulators and strengthening of international standards’ needed to be achieved.191
There is evidence that such cooperation for the regulation of CRAs has occurred since the
declaration, notably at EU level via ESMA where cooperation agreements and memorandums
of understanding (MoUs) have been signed.192 Crucially, a MoU was signed in March 2012
between the SEC and ESMA outlining the scope of cooperation for cross‐border operations.193
Such an agreement goes beyond mere mutual assistance and lays the ground for a departure
from the home supervisor rule.194 In particular, Article 3 of the MoU determines the
jurisdictional scope of mutual supervision where the impact is assessed to avoid supervisory
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overlap. It also encourages consultation with the supervised business to ensure that they find
value in the task. These provisions appear carefully crafted to avoid friction between
supervisors while discouraging regulatory arbitrage, where businesses feel they can avoid
reporting their global activities to any one supervisor. Importantly, Article 4 provides a
framework of cooperation and assistance where supervisors can benefit from the information
gathered by their counterparts, which goes as far as facilitating on‐site visits. Although it is a
concise document and is not limited to CRAs, it marks a significant step forward in
understanding and controlling the systemic consequences of regulators not having a global
view of the businesses they are supervising. The cases of Lehman and more recently MF Global
demonstrate that neither the US nor the UK authorities had a clear picture of these
businesses. This led, on the one hand, to great difficulties in organising a bailout and, on the
other hand, it provided a platform to disguise losses. Therefore, the development of enhanced
agreements where regulators can communicate openly and freely on the details of the
businesses they are supervising is a step towards reducing the systemic consequences of
regulatory arbitrage and, specifically in the case of CRAs, towards gaining a greater
understanding of their operation. Such exchanges between one jurisdiction and another raise
concerns relating to data protection, but this is beyond the scope of this thesis.
Both the EU and the US reacted to the concerns of IOSCO and the agreements made by the
G20 via the implementation of legislative measures. Although the scope of this thesis is on EU
measures, it is important to note that the US reaction to the crisis appeared in a detailed piece
of legislation, namely the Dodd–Frank Wall Street Reform and Consumer Protection Act
2010,195 (the Dodd–Frank Act) and specifically to CRAs via amendments to the CRA Reform Act
of 2006.196
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By 2008, the SEC had prepared a series of suggestions to enhance the provisions of the CRA
Reform Act in an effort to improve the regulation of CRAs at an early stage. These suggestions
took the form of two proposals197 which were divided into three courses of action. The action
requested followed in some detail the suggestions that were being made by the IOSCO
through enhancement of the rules, and in some circumstances went further. Having said this,
however, any interference with methodologies beyond their review and objectivity remained
prohibited.198 Of particular significance was the enhancement of supervisory action of the SEC
over CRAs, which was also a theme primarily dealt with in the Dodd–Frank Act. In essence, this
Act stripped CRAs of privileges they enjoyed in the past while enhancing supervisory powers
and the right to bring action. It recognised the importance played by CRAs at a systemic level199
and set their level of accountability at a similar one to securities analysts and auditors.200 The
legislation also created a new arm of the SEC to handle its enhanced regulatory role, namely,
the Office of Credit Ratings (OCR), giving it vast powers in terms of supervision, control and
penalties for failing to comply.201 As will be shown in more detail with the creation of ESMA, it
is important to note that beyond supervision, the Act gave the OCR a capacity as rule‐maker
which may lead to conflicts with the Act and ultimately the potential for the OCR to review in
more detail the controversial ability to dwell further into methodologies of CRAs.202
At EU level, the beginning of the crisis coincided with the end of a regulatory cycle which had
brought about considerable development in the European regulatory framework. In the
aftermath of the two hefty FSAPs, the European machinery was not inclined to a knee‐jerk
reaction in reviewing regulations that industry was still struggling to implement. In particular, it
was also thought that the recent MiFID and CRD provisions were yet to be properly tested and
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therefore could potentially have mitigated the effects of the crisis and future ripples.203 This
point makes sense if we consider that financial institutions implemented MiFID in November
2007; this would not have allowed sufficient time to enable flagging of investments which
would have been considered unsuitable for certain client groups, as structured debt products
could have been for retail clients.204 Additionally, proper consultation was considered highly
desirable at the time so that the development of the regulatory framework would not conflict
with growth and competitiveness in the EU.205 On this premise, the CESR was of the opinion
that regulating CRAs was not necessary and that had they been regulated, it would not have
been sufficient to prevent the crisis.206
However, the enthusiasm for regulatory pause was short‐lived, particularly because of the de
Larosière report207 which revealed a regulatory framework with considerable weaknesses that
was incapable of foreseeing or preventing systemic risks. The Commission followed suit and
embarked on a suggested new route of reform.208 CRAs were included in this reform
programme as they were seen as posing a risk to market stability and this illustrates well the
crisis reaction attitude swing of the EU. It is also suggested that regulatory reform for CRAs was
motivated at an international level whereby the introduction of the 2009 regulation on CRAs209
was part of the EU supporting the G20 agenda.210 The agenda requested at a high level that
CRAs should be subject to some form of supervisory oversight and registration process.211 The
EU obliged, but also intended to facilitate, at an international level, coordination for the
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regulation of CRAs.212 In essence, the 2009 Regulation was an interim solution while the
Commission prepared the final product that could offer a compromise on this sensitive issue.
The reason for this sudden haste was to demonstrate a speedy response to the G20 agenda
pending the creation of ESMA. Therefore, not only was the regulation in line with the
suggestions of the G20 but the EU also wanted to be seen as an effective mechanism to
implement change.213
Although the outlook was global, the intention was to create control from within the EU,
whereby regulatory use of ratings could only be used by those agencies registered and
supervised under the Regulation. The Regulation switched to a rule‐based regime and covered
governance, limited methodology constraints and transparency via disclosure requirements.
The 2009 Regulation was rapidly updated throughout 2010 and then introduced in 2011.214
The significance of this Regulation at European level is clear as it assists in granting direct
supervisory powers to a new European authority.215 ESMA came into being as a result of new
regulations216 and was the first regulatory organ with direct enforcement powers over financial
institutions.217 This represented a great step forward in terms of European regulation and was
made possible for three main reasons. The first reason was that the crisis had caused a
regulatory shift from an uneasy principles‐based approach to a rules‐based approach where it
was recognised that more coordination was necessary at European level and where consensus
had to be achieved, particularly in relation to issues of a systemic nature. The second reason
was that CRAs were not regulated in the EU prior to the Regulation. Considering the EU
dynamics, it was easier to establish a regulatory framework than remove authority from
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Member States. This was reinforced by the fact that the main CRAs were of US origin, and
therefore the idea of a Member State trying to protect its own industry was not problematic.
The third reason is that, since its inception, the CESR has gained authority and respect beyond
its initial mandate, thereby paving the way for direct supervision.
The establishment in 2011 of ESMA,218 alongside the other European Supervisory Authorities
(ESAs), the European Banking Authority (EBA)219 and the European Insurance and Occupation
Pensions Authority (EIOPA),220 represents a considerable shift of EU policy in terms of financial
regulation. Although academics have previously discussed the possibility of a more central or
single EU regulator for financial services,221 the political will was always limited by protectionist
behaviour and an aversion to federalism.222 This quickly changed in the light of the crisis, which
led to the exposure of serious shortcomings in the existing EU rulebook and supervisory
coordination.223 European Institutions and Member States alike supported the establishment
of a new system of financial supervision based on the de Larosière report which clearly
encourages greater oversight at EU level. This transition, and the powers of the ESMA will be
considered in greater detail in the following Chapter.
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C. Facing the critics
1. Issues of accountability
The suggested part played by CRAs in the recent and past crises invites the question of their
accountability. Generally, CRAs have been exempt from civil liability for the opinions they
issue, making them the only type of financial institution to benefit from such exemptions. So
far, both the EU and the US have been reluctant to address this aspect although it merits
consideration.
Even more of a concern is the protection CRAs have enjoyed in the US since the Securities Act
of 1933224 which was reiterated in the Credit Rating Agency Reform Act of 2006 where it is
stated that ‘no report furnished by a nationally recognised statistical rating organisation in
accordance with this section … shall create a private right of action under Section 18 or any
other provision of law’.225 As the reports that are furnished by CRAs are to be considered in
the US as ‘opinions’, they are dealt with in the same way as published material under the
freedom of the press provisions.226 However, in consideration of the above, there are
substantial differences between the objective and content of rating reports and general
published material.
In principle, rating reports are relied upon by both investors and regulators to make informed
decisions. Although we have seen an attempt to move away from such reliance by legislators,
ratings are still decisive pieces of information. More importantly, the effect they have and the
consequences of relying upon them go further than the immediate user; institutional
investors, for example, will be vulnerable vis‐à‐vis their clients if ratings play an important part
in their investment decision‐making process. Without any recourse against, or liability
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attaching to, their opinion, CRAs are in a comfortable position as they risk neither reputation
nor capital. Should CRAs be capable of being held liable for issuing negligent opinions, then it is
probable that they would be more attentive to the details and the results of their findings.
From a regulatory perspective, credit ratings offer an easy way to supervise financial
institutions and the quality of their capital. This is systemically relevant insofar as this is a fixed
criteria as great reliance is placed on ratings to assess the safety of a given institution.
Although financial institutions take into account a number of elements besides ratings,
regulators have generally found that reviewing the rating was sufficient. Moreover, as Lord
Turner points out, ratings were used to set contractually binding targets for instruments and
institutions in order to protect the underlying principal of an instrument, thus causing a
simultaneous downgrade to have a knock‐on effect.227
Another difference to note between rating reports and traditional published material is the
fact that, internally, CRAs are structured like financial institutions and not publishing houses.
This is particularly relevant from the remuneration perspective, where senior officers are paid
high wages in line with large financial institutions and these are significantly higher than
publishers enjoy. High wages usually go hand in hand with responsibility and the ability to
generate income. However, where responsibility is desired for high‐ranking staff of CRAs, it is
greatly diminished due to their immunity to civil litigation. Conversely, the ability to generate
income is not necessarily desirable in an institution with regulatory usage and objectivity. As
above, it is important for CRAs to maintain their integrity by avoiding adopting a commercial
attitude to rating, as their only motivation should remain to produce a rating which is relevant,
clear and useful.
There seem to be few arguments against making CRAs accountable to at least a certain degree,
and although they have been blamed for playing an active role in the most recent crisis, they
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have neither suffered financially nor faced legal action. Partnoy even suggests that CRAs have
become more profitable with declining levels of quality in the ratings. All these arguments
point to the fact that CRAs are not held accountable enough for the important role they play
within financial markets. Although steps have been taken from a legislative perspective to
diminish their importance, they remain a financial institution, and therefore should be
regulated as such.
The EU is taking action on this. The amended Regulation on CRAs228 has included certain
provisions which point towards the development of CRA accountability. The Regulation
provides that for the first time a financial institution will be directly regulated by a European
Institution, namely, the ESMA. It is also the first time that regulated entities will be privately
funding their supervision at European level, which translates into a buy‐in of the process and a
concern that CRAs are on a level playing field. Just like in the US, the legislation does not allow
ESMA to interfere with the methodology employed, but does grant significant powers
elsewhere, such as general investigative powers229 and the ability to impose fines.230 More
importantly, the Commission has proposed to allow investors to bring civil liability claims
against CRAs where rules have been broken.231 The proposals offer a middle‐ground solution,
where civil liability claims will be allowed in respect of gross negligence and intentional breach
of rules with the burden of proof lying with the CRA.232 This appears a reasonable solution as
CRAs will at least develop more consciousness in terms of procedural quality without
encouraging opportunistic litigation.
2. Undoing the ‘hard wiring’
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The G20 played an active role in promoting the regulation of CRAs, and more particularly
through the Financial Stability Board (FSB), setting out principles which established a level
global playing field whereby states could commence setting out regulatory agendas for the
repositioning of CRAs. Acknowledging the fact that jurisdictions were able to focus more easily
on the operational side of registering and creating oversight for CRAs in their respective
jurisdictions, the FSB focused its principles on reducing ‘the cliff effects from CRA ratings that
can amplify pro‐cyclicality and cause systemic disruption’.233 The task of reducing regulatory
reliance on ratings needs to be carried out on several fronts and through the intervention of
global standard‐setters, legislators and domestic regulators, but crucially it will affect the
functioning of financial institutions on a governance level. The chief concern in this respect is
the fact that financial institutions are overly‐reliant on ratings for their credit assessments.
Therefore, central to the reform will be an obligation for financial institutions to create further
capacities to develop and cater internally for credit assessments and evaluations.
The fact that this task represents the most time‐sensitive issue in terms of CRA regulation
means that international coordination will be, at some level, desirable in order to avoid any
form of regulatory arbitrage. To date, it can be seen that this has been the case due to the
dynamism of the Commission in its promotion of its international regulatory rulebook234 and
what appears to be efforts to create equivalences with the Dodd‐Frank Act.235
For this purpose, the FSB outlines three groups of principles which set out objectives it
believes should be considered in order to effectively remove reliance on ratings. The first
principle deals with reducing the legislative reliance on ratings and suggests their removal
wherever

possible

or

their

replacement

with

suitable

alternative

standards

of

creditworthiness. Undertaking this task without creating legislative gaps will require
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jurisdictions to take particular care in crafting timetables which allow a smooth transition and
which also enable market participants to familiarise themselves with the alternative methods
for credit risk evaluations. The transition period will be sensitive both on resources and the
ability for the smaller participants to adapt. The report emphasises that focus should primarily
be on those legislative references that lead to ‘mechanistic responses’ by market participants;
however, it does not specify which ones. The assumption made here is that the provisions
which have the most systemic relevance should be prioritised. Jurisdictions will need to
identify these on a case‐by‐case basis. For example, in the UK, Lord Turner identified some
specific contractual provisions which proved to be systemically relevant.236 Despite national
differences, some form of international coordination at this level appears favourable. In any
case, it is likely that market participants will be involved in the process as they will need to
evaluate how to integrate alternative methods to cater for credit risk. The EU has embarked on
such a process, notably in terms of amendments to CRD provisions. However, the process of
removing regulatory provisions has lessened with the ability to better supervise CRAs directly
at EU level via ESMA. Its powers will be extensive, and of interest here is the ability to
withdraw registration, suspend the use of ratings, engage in public censure and impose
financial penalties.237
The FSB recognises that ratings still play an important part in the internal credit assessment
process but suggests as its second principle that reliance by the market should be diminished.
This should be supported by regulatory design, but primarily it will be via reform within
financial institutions and how they use ratings within their own assessments. Depending on
the size of the firm, this will vary as the smaller institutions will not have the resources or
capacity to give a full credit risk analysis, and therefore will still have to rely to a certain extent
on ratings or other publicly available materials. For this, the FSB suggests both public
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disclosure of the methodology that a firm utilises to assess its credit risk and supervisory
sanction depending on the size of the firm. The prime message here is that financial
institutions should no longer blindly rely on ratings, and that they should not only introduce
their own assessment based on other sources of information but should also be in a position to
evaluate the rating itself. Here we can observe an important convergence between the two
main objectives of limiting systemic risk and consumer protection. Smaller firms should be able
to benefit from the new transparency provisions in relation to CRA methodology, where they
will be able to partake in the evaluation process for their own needs and therefore take
responsibility for the quality of the rating. In effect, they will be able to ‘rate the rating’ and
take a position on what level of reliance they should place upon it. This is in line with the FSB’s
proposal that firms should not mechanistically rely on ratings, the use of which will depend on
resources. Incidentally, should a correlation be made between the size of an institution and
the reliance on ratings, then systemic ramifications could be automatically mitigated. As it has
been established that there is a correlation between the size of a financial institution and its
systemic relevance, then the focus on limiting the use of ratings should be towards the larger
firms. Conveniently, they will have the capacity to better undertake an independent credit risk
assessment as they will be more heavily resourced. Taking it one step further, it could be
argued that even those institutions that do not meet the critical size yet engage in business
deemed to present higher risks, such as investment banking, would already have resources
readily available to evaluate credit risk beyond the limited consideration of ratings. If an
investment bank is capable of setting up complex financial debt products, then it is already in a
better position to evaluate the credit risks to which its own firm is exposed. In such cases, if
the upside (the regulatory capital requirement) is simplified by requesting a firm to hold a
portion of its assets in investment grade obligations, the downside (the liabilities a firm will
create by leveraging a portion of its assets) may be exploited by those firms with the ability to
do so. In the case of Lehman Brothers, the bank over‐exposed itself greatly to a single form of
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complex structured debt securities, which benefited from investment grade ratings. It is
difficult to know whether they did or did not understand the risks they were taking, but what is
certain is that neither the regulator nor the CRAs could have realised the effect the rating had
on their ability to leverage with the information they had to hand.
The FSB’s third pillar of principles looks at specific areas of activity within financial markets.
Throughout, the general idea remains the same – that market participants should not
systematically rely on ratings, and supervisors should put in place appropriate provisions both
in law and in governance to protect against such reliance. Overall, the wording remains vague,
although one interesting idea that is particularly relevant to systemic risk emerges which links
back to the Turner Review. Relating to private sector margin agreements, Principle III.4
stipulates that market participants should not use changes in ratings as automatic triggers in
financial transactions.238 This presents two main difficulties: the first is that the restriction
would relate to private contracts; and the second that enabling triggers on large volumes is
economical, efficient and easy to implement. The difficulty will be not only in enforcing this on
a supervisory level but also identifying a suitable alternative. The FSB suggests replacing such
triggers with varying margin payments to satisfy the collaterisation of derivative exposures. In
practice, however, this will require a considerable increase and reliance on automatic
exchanges of monies, and this would expose further counterparty and liquidity risks where
margin increases remain unsatisfied. It would also considerably increase the costs of entering
into derivative contracts and prove administratively challenging. This remains the most
innovative proposal put forward by the FSB, and although it will prove challenging to
implement, such radical regulatory reform may prove to be necessary in order to address this
aspect of systemic risk.
3. The problem of tardy downgrades
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Another criticism relates to the timeliness of re‐evaluations of ratings.239 It is understood that
these ratings should, to a certain extent, be organic and able to adapt to economic cycles.
However, during the 2007 crisis, the downgrades were both tardy and erratic. Not only did
they occur after it became common knowledge that the risk exposure relating to certain
structured products was higher than estimated but they also appeared to downgrade en bloc,
which made it appear that they had not carried out an in‐depth assessment before
downgrading. The lack of interest by CRAs in re‐evaluating issues again appears to stem from a
commercial perspective. In fact, there appears to be little financial incentive for CRAs to either
review or downgrade an established rating, and this could explain their ex‐post reaction.240
Notwithstanding this, a downgrade is also likely to offend the issuer, thereby potentially
jeopardising the potential for future business. It appears, however, that the reasoning behind
tardy downgrades goes beyond commercial pressures. The main reason for this is both
operational and due to the fact that CRAs are not equipped to offer a system that efficiently
updates their issued ratings. CRAs operate under the so‐called ‘look through the cycle’
model,241 which means that they do not provide an economic‐cycle‐related model. Rather, it is
one where, once the rating has been established, it will remain until the CRA becomes aware
of actual data that may change the creditworthiness of the issuer. Under such a model, the
rating will be distanced from the economic cycle and therefore escape criticism of unrelated
crisis ratings. Moreover, as they are contracted by the issuer, most of the information provided
will originate from the issuer and, in particular, this will be information related to rating
reviews. It would also be unreasonable to expect CRAs to react instantaneously to changes or
risks occurring at corporate level. Not only would obtaining this sort of information be
troublesome but presumably the CRA would need time to evaluate the said information and
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include it in its rating. Furthermore, should the CRAs be forced by regulation to maintain up‐to‐
date ratings, this would once again shift responsibility away from the investors and further
entrench CRAs in the economic cycle. To regulate CRAs in terms of timeliness of updates
therefore appears counter‐intuitive and against current aims. In order to better mitigate the
effects of tardy downgrades, it appears preferable to encourage the disengagement of ratings
at a contractual and normative level. Should this be achieved, then it is likely that a lack of
reliance on ratings in a formalistic way would lead such ratings to be used as one type of
information among many others in the investment decision‐making process. Finally, regulating
this element of CRA activity would require a change in the typical business model of CRAs
which is beyond the scope of financial regulation.
D. Conclusions on regulating CRAs
It appears that credit ratings have the ability to stimulate and aggravate economic cycles,
rendering the question of their regulation pertinent to the consideration of systemic risk.
However, their systemic relevance was considerably amplified with the rating of structured
debt products, making CRAs key players in the sub‐prime mortgage debacle. It is therefore
important to distinguish between the ratings of traditional debt products and structured ones.
The main difference lies in the opacity of the information available regarding the latter, thus
causing an over‐reliance on the rating. The fact that the rating became the main source of
information in the investment decision‐making process led to pro‐cyclicality and cliff effects, as
underlined in the seminal reports of Lord Turner and de Larosière. As providers of information,
the ratings issued by CRAs were ill‐equipped to handle the responsibility bestowed upon them
by investors and regulators regarding structured debt products, and this evidenced
shortcomings in the overall operation of CRAs. The fact that CRAs had such an impact sits
uncomfortably with the fact that so far the efforts to mitigate systemic risk have focussed on
large market participants. The realisation of systemic risk therefore could originate amongst
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remote market participants, holding small triggers leading to cliff effects. The consideration of
these players, however, could be sufficient without heavy regulatory measures provided that a
body is put in place to monitor their activity and evaluate the potential tremors they could
generate. At EU level, the ESRB will take on this role with a wide scope of powers to monitor
markets and their participants.
The shortcomings revealed by the review of credit ratings in the light of the crisis are not of
equal systemic importance. For example, conflicts of interest are to a certain degree inherent
to the operation of CRAs due to their role in the agent‐principal model. The mitigating
measures are occasionally limited to an acknowledgement of these conflicts due to the
fundamental business model under which they operate and the lack of viable alternatives.
In terms of regulating CRAs, there needs to be a dual approach, both at a micro level and at a
macro one. At a micro level, better ratings are achievable by setting better corporate
governance systems and a more relevant rating system to differentiate between traditional
debt products and structured ones. In terms of the methodology employed, both the US and
the EU are looking closer at how they can be monitored without interfering in the integrity of
the process. Of more systemic relevance are the macro regulatory measures to be taken.
These will mainly be concerned with the removal of regulatory and legislative provisions that
rely on ratings. The distancing of CRAs from the regulatory process is crucial, but to do so,
regulators and market participants will need to use alternative sources of information. The
diversification of information will greatly limit the pro‐cyclicality attributed to credit ratings,
although a total removal is neither necessary nor desirable from an administrative perspective.
In order to limit the cliff effects that have been linked to credit ratings, monitoring of the usage
of ratings in the private sphere is necessary. The contractual usage of credit ratings on a large
scale to protect investors is counter‐productive. The disclosure of such a usage appears
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sufficient insofar as a suitable supervisory regime is put in place to adequately evaluate them
and restrict them when necessary.
The measures put in place at EU level are considerable and translate the zeal of the post‐crisis
era. Institutionally, the creation of the ESAs and more specifically ESMA answer the concerns
surrounding CRAs and their regulation/supervision. The powers that ESMA enjoys are far
reaching both in its role as a quasi‐rule maker and a supervisor. With this novel positioning of
ESMA amongst EU Institutions, and the powers it is intended to use leaves it open to
challenges from many angles. Its relationship with other EU Institutions, market participants
and domestic regulators will determine its fate and its ability to carry its agenda forward.
Besides specific agenda items, such as the supervision of CRAs, ESMA will generally be
employed in the role of approximating financial rules and achieving maximum harmonisation.
Although it is enviable from a systemic perspective to have centralised monitoring, this holds
the potential to stifle regulatory innovation at a domestic level and ignore regional
specificities. Its relationship with the ESRB will be key in the containment of systemic risk
within the EU. The coordination of their powers remains the main tool, and this will be
considered in the following chapter.

V.

Concluding remarks

These four areas of regulatory reform indicate that the writing of the single rulebook for
financial services in the EU is well underway. The commitment to attaining the highest amount
of uniformity at regulatory level is essential to enabling the proper supervision of systemic risk
at EU level. However, the very different issues presented for each of the measures have
resulted in their final form.
The less problematic of the measures was certainly EMIR, whereby the problem was identified
and its response measured. Like many of the issues related to systemic risk, transparency was
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the main concern. Resolving issues of supervisory visibility marks the first step in being able to
tailor a response and a mechanism to remedy problematic areas of industry. Of course, this
will rely on an efficient supervisory framework which will be dealt with in the following
Chapter. So far, the regulation has been implemented under the guidance of ESMA without
any particular market disturbance or cost.
The introduction of AIFMD was more controversial as the impact on industry was considerable.
It has also been contentious as it has been seen as an opportunistic measure that did not have
sufficient crisis relevance to be included in the reform agenda. However, due to prior concerns
and high profile frauds, political resistance was absent. Commentators have tended to agree
that the measures taken have not been proportional to the systemic impact alternative
investments present. However, it appears that systemic risk has not been the only concern
raised and that supervisory visibility was required for the purposes of consumer protection and
criminal activity as well. The impact on this segment of industry is still unknown. However, it
stands to change the landscape of alternative investments in the EU not only via the entry
barriers it has erected but also with regards to new licensing arrangements.
As the prime tool to mitigate systemic risk, a solid review of capital requirements was
necessary. It appears that the recalibration to a macro‐prudential stance was successful,
however, the complexity of the regulation has greatly increased and this has created
implementation issues at Member State level. The greatest achievement for the purpose of
systemic risk was the introduction of countercyclical buffers, providing an effective tool for
supervisors to use to mitigate in the short and long term system failures. Reliance is once again
laid on the new supervisory framework to render this regulation effective.
Finally, the inclusion of CRAs as regulated entities represents a significant step forward in
terms of limiting interconnectedness in the market and supervisory reliance. The process that
has been discussed also demonstrates well the global push to resolve cross‐border issues of a
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particular significance. From an EU perspective, the greatest implication relates to the direct
supervisory powers gained by ESMA. How ESMA handles the role will certainly determine the
ability of the ESAs to gain similar powers in other areas of supervision.
The post‐crisis EU regulatory reform therefore appears to be a success insofar as it has
managed to implement the G20 agenda in a relative short timeframe, and has succeeded in
offering sufficient regulatory uniformity to enable solid foundations for the single rulebook. Its
ultimate success, however, will be greatly dependent on the new supervisory framework and
how these rules can be used to mitigate systemic risk in the future.
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CHAPTER IV: THE EUROPEAN SYSTEM OF FINANCIAL SUPERVISION: SOME CRITIQUES
AND PROPOSALS

The analysis in the previous chapter has demonstrated that the regulatory response
has provided some concrete solutions to problems that were identified as a result of
the crisis. The creation of the single rulebook constitutes the foundation on which
further harmonisation can be achieved by being less permissive towards national
differences. The effectiveness of these rules is greatly dependent on the ability of the
supervisory framework to enforce them and capitalise on their effects. This is
particularly relevant for systemic risk as these provisions have the commonality of
providing enhanced transparency and therefore the supervisory visibility it needs to be
managed.
This Chapter addresses this point by analysing the new supervisory framework that
was put in place as part of the post‐crisis reform agenda. From a political perspective,
this issue is more sensitive as it relates to delegation of powers to EU agencies. Beyond
the institutional tensions lies the effectiveness and legitimacy of the bodies
constituting the European System of Financial Supervision (ESFS).
The financial crisis led to a general rethinking by Member States of their respective
regulatory and supervisory set‐ups. Reform has generally been concerned with re‐
distributing the allocation of powers and responsibilities between their respective
supervisors and central banks. The UK is a particularly good example of how this
debate has been divisive from a political perspective. Historically, the Labour
Government supported the idea of a single regulator and instigated the centralisation
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of supervisory powers around the Financial Services Authority (FSA) in 1997.1 After the
crisis, and whilst Labour was still in government, it initiated a further centralisation of
powers centred around the FSA.2 The new Conservative‐Liberal Democrat Coalition
Government that came to power following the 2010 elections was intent on drastic
change. It proceeded to shift prudential supervision away from the FSA, and re‐
organised the Bank of England (BoE) to cater for its new tasks. The FSA was abolished
and replaced with an authority primarily involved with market conduct regulation and
supervision.3
Prior to the crisis, there was a trend amongst Member States to converge towards the
single supervisor model,4 post‐crisis however the restructuring at Member State level
shows no particular supervisory structure alignment. This divergence in views means
that a bottom‐up rationalisation of supervision in the EU is no longer possible. There is,
however, a macro‐prudential trend which is now burgeoning amongst Member States
which involves the separation of prudential and market conduct supervisory roles.
Indeed, the Twin Peaks model discussed below is gaining momentum and is becoming
a favoured set‐up for the positioning of the macro‐prudential supervisor domestically.5
Having said this, the regulatory infrastructure at EU level has never been dependent on
a domestic harmonisation of supervisory models. Before the crisis, there might have
been an opportunity to harmonise the different regulatory models at Member State
level in order to encourage a bottom‐up approach. However, this missed opportunity
1
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only represents a minor setback as the responsibility to ensure that there is a smooth
link between domestic, and EU regulatory and supervisory bodies is delegated to
Member States. The implementation of the FSAP and the Lamfalussy process is a good
example of how the top‐down approach can be effective. Regulatory and supervisory
reform therefore also needs to take a top‐down approach.
The de Larosière report6 was instrumental in launching a reform of EU financial market
supervision by identifying the shortcomings of the pre‐crisis framework and suggesting
considerable changes. The political mind‐set and the urgency of EU Institutions and
Member States at the time were such that the de Larosière group would have felt
empowered to suggest radical change. With a clear intention of endowing EU agencies
with further power, the report needed to be mindful of the constitutional limits and
the principle that the day to day supervision of firms was to remain with national
supervisors. The report put forward the idea of reform of the Level 3 Committees that
were established as part of the Lamfalussy framework, whereby they would gain
powers to give binding directions to national supervisors. In addition, they were able
to take decisions that could affect financial institutions directly, establish binding
standards and potentially being responsible for the licensing of some EU‐relevant
institutions.
Although the ESFS is an evolution of the Level 3 Committees set out by the Lamfalussy
process, the added powers that the new authorities have been given are without
precedent at EU level. This leads us to consider the ramifications of its establishment,
with a particular focus on its constitutional and jurisprudential compliance. Sampling
6
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the European Securities and Markets Authority (ESMA) as one of the three European
Supervisory Authorities (ESAs) will give us a good perspective on how it has dealt with
its positioning so far and what changes are worth considering. ESMA has been the
busiest authority so far, in particular with regard to new legislation such as EMIR and
the regulation of CRAs described in the previous chapter.
Another body worth considering, which forms part of the ESFS, is the European
Systemic Risk Board (ESRB), a body which has been entrusted with oversight of
systemic risk in the EU. The particularity of this Board is that it has been set up as a soft
law body. Therefore, it is worth evaluating its effectiveness and, as a totally new body,
whether the mandate it has been entrusted with is a realistic one.
I.

Establishing the European System of Financial Supervision

In 2010, the legislation that gave effect to the new powers also rebranded the
agencies; therefore, the Level 3 Committees became the European Banking Authority
(EBA),7 the European Insurance and Occupational Pensions Authority (EIOPA)8 and the
European Securities and Markets Authority (ESMA).9 Collectively, the ESAs were given
legal personality.10 The legislation was a consensus based around the de Larosière
report where the European Parliament wished to give the ESAs more powers, and the
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Council and the Commission were more restrained. The details of the disagreements
that occurred through the process are not necessarily pertinent to this study.
However, some elements will be highlighted so that the final positions taken can be
understood.
It would have made sense, at least from a practical perspective, to have the ESAs in a
single geographical location. However, due to national sensitivities, they remained in
the same locations as the Committees they replaced. Beyond the geographical
positioning, it is important to safeguard effective cross‐sectorial communication in
order to ensure that supervision is not over‐compartmentalised. Indeed, the
interconnections between the different sectors cannot be ignored and are often
quoted as an argument in favour of a single prudential supervisor. The dialogue
between the sectors will therefore be ensured by the Joint Committee which is tasked
to ‘serve as a forum in which the Authorities shall cooperate regularly and closely and
ensure cross‐sectoral consistency’.11 In particular, the Joint Committee is tasked to
ensure coordination in relation to financial conglomerates, accounting and auditing,
micro‐prudential analyses which create vulnerabilities for financial stability, retail
investment products, money laundering incentives and information exchanges with
the ESRB.
Apart from some specificities, the composition of each ESA is the same. Each will have
a Chairperson and an Executive Director, a Board of Supervisors and a Management
Board.12 The voting members of the Board of Supervisors will be representatives of the
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relevant national supervisory bodies;13 the European Commission, the ESRB and the
other ESAs, as the case may be, will be non‐voting members. The EBA has some
specificities, such as the fact that representatives of the ECB and national Central
Banks may also participate in a non‐voting capacity. The Board of Supervisors takes its
general decisions in a simple majority capacity and in some circumstances by a
qualified majority.14 The fact that the norm is to vote by a simple majority has raised
some concerns as it does not reflect individual Member States’ market share. A heavy
bias appears against the UK which takes nearly a third of EU wholesale financial market
activity.
The Management Board is more compact, composed of the ESA Chairperson and six
elected individuals from the voting members of the Board of Supervisors and, as non‐
voting participants, representatives from the Commission and the Executive Director.15
It also takes decisions based on a simple majority, with the maxim that it must be
balanced, proportionate and reflect the Union as a whole.16 Here, it will be important
to maintain the balancing and proportionate exercise when considering the countries
that are part of the Eurozone, and those that are not. It will be particularly relevant
when considering the Single Supervisory Mechanism (SSM) below.17 An important
aspect for all appointees is that they must act independently and objectively in the
interests of the EU.18 In theory, this negates the idea that the market share of
individual Member States is not proportionally represented. The ESAs will need to act
in the interests of the EU rather than on the individual concerns of Member States.
13
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This is the origin of the situation where many Member States are reluctant to hand
more power to EU supervisors, and as discussed below, this has created tension
regarding the powers taken on by the ESAs. Independence is also reinforced by the
financing aspect of the ESAs whereby there is a 40/60 split between the EU and the
Member States respectively.19 The financial resources remain low, however, in
contrast to national supervisors, and this is a clear sign that the ESAs are resourced to
take on a limited amount of tasks. It is expected that the budget of the ESAs will be just
over a quarter of that dedicated by the UK for its supervisory tasks although the
budget allocated to the ESAs has doubled since their establishment.20
The ESAs are primarily accountable to the European Parliament and the Council.21 This
accountability materialises in different forms, via annual reports, work programmes,
statements in response to questions by the European Parliament, opinions and
consultations with Stakeholder Groups.22 As a body with a legal personality, there is
also the possibility for administrative and judicial recourse. A decision made by an ESA
may be contested by formal appeal to the Board of Appeal, a common body for all
ESAs, which must remain independent and objective.23 Actions before the ECJ are also
possible regarding decisions taken and, as discussed below, these have already
occurred.
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The starting point for the powers of ESAs are those which their predecessors enjoyed
as Level 3 Lamfalussy Committees (3L3).24 The additional powers can be divided into
two broad categories: those which improve procedural matters and communication as
lessons learnt from the crisis, and those which represent a true supervisory power shift
towards these agencies. In the first instance, these include mentions in terms of
systemic risk giving them specific responsibilities in this area.25 Generally, their
supervision of systemic risk will go hand in hand with the ESRB’s tasks as macro‐
prudential supervisor. Indeed, the ESAs are required to consider the monitoring and
assessment of systemic risk as developed by the ESRB and respond to it accordingly.26
The cooperation between the ESAs and the ESRB is also motivated by the fact that the
ESRB is a soft law body, therefore, via the ESAs it gains hard support. In concrete
terms, the ESAs and the ESRB have to collaborate to create a system of qualitative and
quantitative indicators that will enable the ESFS to focus on those areas that present
the highest risk in a risk‐based approach way. Therefore, via information gathering and
stress‐testing, those firms that present the highest chance of affecting the system will
be singled out and monitored more closely.
In order to better understand the mechanics of the ESAs, the ESMA will be taken as an
example. The reason behind this selection is due to the fact that ESMA has been
setting the standards on behalf of the ESAs and to date has had the heaviest agenda, in
particular, due to the new legislation introduced that was discussed in the previous
chapter.
II.

A sample ESA: The European Securities and Markets Authority (ESMA)
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ESAs replaced the 3L327 Committees which were inadequate and ill‐equipped to tackle
the growing crisis‐led agenda. Standing as advisors to the Commission, the 3L3
Committees were not in a position to carry forward any aspect of the agenda without
the Commission’s involvement. Indeed, the rapidity with which the ESFS was put in
place after the publication of the de Larosière report demonstrates the political will for
institutional reform at the EU level. Not only is this evident from the institutional
perspective but also from the powers given to the ESAs. Their creation was not without
compromise however; amongst existing EU Institutions, and from a domestic
perspective, the shift of powers was cause for concern.28 Moreover, the European
Parliament emerged as the main supporter of this shift of powers, and unlike the 3L3
Committees, it envisaged a growing shift of power to the ESAs as events may require.
This position had the aim of avoiding the difficulty the CESR had in acquiring further
supervisory powers from the outset of the crisis and, although the desire was there,
the institutional set‐up prevented the taking of legitimate independent action.29
A. Respecting the silo‐based structure
From the outset, a regulatory problematic issue arises with the position of ESMA
within a silo‐based structure.30 Although the jury is still out on the most efficient
structural strategy to address the regulation of financial services, it certainly appears
that a silo‐based one is out of favour as opposed to a consolidated one or a Twin Peaks
27
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model that is considered below.31 The chief concern is the ability of the ESAs to
coordinate their efforts efficiently in supervising an environment which does not
respect silos, and where the most systemically relevant market participants often
bridge the areas of such silo structures. Failure to efficiently coordinate across these
silos leaves the door open to risks which were not previously common at EU level. As
will be considered below, the ESRB will need to play its part in mitigating this effect. It
is also problematic from a dialogue perspective with domestic regulators which mainly
take the consolidated or Twin Peaks form. A review of this structure is scheduled as
suggested by the de Larosière report and by Article 81 of the Regulation. The existence
of this structure is, however, political by nature and relates to the aversion of giving a
federal profile to the regulation of financial services within the EU, which a US SEC‐
style regulator would certainly be perceived as. The silo‐based structure may also lead
to cohesion difficulties within its structure. Indeed, ESMA’s board of supervisors is
composed of a supervisor from each Member State, the voting members, and
representatives of the Commission, ESA and ESRB, and the non‐voting members.32 For
coordination purposes, the non‐voting representatives will act as a basic mitigation
technique for the silo‐based risks. However, the governance process with the voting
members will be more problematic. The selection process of the Member State
representative could pose issues of legitimacy at national level. Indeed, under the
consolidated model this is not an issue. For example, the FSA’s initial set‐up as an all‐
encompassing regulator would have clearly designated it as the appropriate
representative. However, under the new UK arrangement, the FSA was split between
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two new authorities.33 Establishing a coherent and continuous process may become
difficult with the potential struggle at a national level to assign a suitable
representative. If the potential is there for the representative to have insufficient
legitimacy at a national level, then this may reflect on the perceived robustness of
ESMA as an EU supervisory authority.
B. A regulatory duality to ESMA’s powers
There is a regulatory duality to the powers taken on by ESMA in that it has the ability
to act both as rule‐maker and supervisor, the latter being traditionally a Member State
competence. The legal and political ramifications of this duality indicate a will to push
forward the potential for centralisation of regulatory authority at EU level. Moloney
argues that although the powers do not go far enough on the rule‐making side, they
are dangerously extensive on the supervisory side.34 The distinction between rule‐
making and supervision appears on occasion conjectural in the context of financial
regulation as these are invariably linked and, as has been shown, recent regulatory
developments have been more concerned with supervision strategies rather than rule
conception. However, the distinction is useful in this instance as the distribution of
rule‐making and supervisory powers at EU level is contentious and currently
experiencing fundamental change. It also brings forward Moloney’s theory that there
is an imbalance between these powers within ESMA.35 ESMA has been entrusted with
a hefty agenda, and this begs the question whether it is able to carry out the agenda
33
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with the tools it has been given, not only from a power perspective but also from a
resource perspective.
The nature of the agenda is extensive and flexible,36 in the same way that the
European Parliament meant its powers to be. Therefore, a partial answer will be given
on the basis of how ESMA will assert itself amongst other EU Institutions and how it
will be able to assist the development of a comprehensive pan‐EU rulebook, and
therefore take a step closer to greater harmonisation. For example, the objective of
removing regulatory arbitrage risks will be a moving target, as will be the necessary
resources required to achieve it.37
The first side of the duality of its powers is as a limited rule‐making EU Institution.
These powers can be divided into three different categories: to issue guidance; to
propose technical standards; and to create precedents with its individual decisional
powers over market participants. The guidance aspect will be a continuation of the
process of recommendation and clarification that the CESR undertook. The
Committee’s scope, however, was limited due to the uncertainty of its mandate and
the non‐binding nature of the guidance it issued. It is suggested, however, that there
were legal effects38 in this guidance insofar as they are eligible to be used by the courts
as interpretative documents.39 For ESMA, the requirement is clear under Article 16
that both domestic regulators and regulated entities must comply with issued
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guidance where possible.40 In practice, it will replicate the weight that guidance issued
by domestic regulators has on industry. Insofar as the guidance follows general
interests, policy direction and forges best practice, it will be difficult for firms to argue
against compliance in a ‘comply or explain’41 environment. Moreover, compliance with
its guidance will be monitored in a formalistic way via direct consultation with industry
and in its annual report. This, combined with ESMA’s ability to directly sanction market
participants, will create a portfolio of precedents upon which the supervisory direction
will be formed, and will be of central importance to how ESMA will position itself as a
supervisory body.
The most critical normative power given to ESMA is its ability to influence technical
standards.42 These can take the form of Binding Technical Standards (BTS), Regulatory
Technical Standards (RTS) and Implementing Technical Standards (ITS). The BTS
represent a new form of normative power under the EU umbrella, unlike the RTS and
ITS which are provided for respectively under Articles 290 and 291 of the Treaty.43
Under the BTS provisions, ESMA can propose technical standards with the oversight of
the Commission. However, it does represent a form of delegated power under the
Treaty, as opposed to the RTS and ITS, which are clearer, and formal delegations of
quasi‐rule‐making powers. The question arises as to the need for the BTS regime and
its ability to sit comfortably within the power dynamics of EU Institutions. According to
Moloney, the creation of the BTS regime clearly demonstrates a will to harmonise
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supervisory decision‐making while bridging rules and guidance.44 However, the way in
which the technical standards will be used will very much depend on ESMA’s ability to
navigate its power with the support of the main EU Institutions with, from the outset,
a preference from the Commission for BTS and a preference from the Parliament for
RTS. The BTS regime will enable ESMA to forge its rule‐making ability because, via this
regime, they will have more flexibility for rule‐making design. Also, despite the
requirement that technical standards should not direct policy,45 it is likely that this
medium will offer the strongest interpretation. From the outset, therefore, ESMA will
be inclined to actively propose technical standards in order to cement its ability and
demonstrate independence from the Commission in the way it was intended and in a
departure from the CESR stance. If the post‐crisis political zeal for further
centralisation persists, it is likely that, under this regime, ESMA will be the institution
of choice to develop the trend. In such a position, policy implications within the
technical standards will invariably become apparent and evident from the areas on
which ESMA focuses its technical standards development. For example, a focus on
developing technical standards under the MiFID legislation would reflect a consumer
protection angle as opposed to a market one under the OTC derivatives proposals.46
There are, however, some considerable hurdles to ESMA’s ability to act as a consistent
and long‐term quasi‐rule‐maker. The first of these pertains to its ability to operate
within the parameters of the Treaty provisions. ESMA will operate as an Institution
under Article 114 of the Treaty, which has the purpose of facilitating the operation of
the internal market as opposed to modifying it. It is, therefore, questionable whether
44
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ESMA will not, in certain circumstances and within its mandate, overstep its Treaty
limitations. Indeed, if ESMA is going to be the institution of choice for enhancing
harmonisation and be in part responsible for the development of an enhanced
rulebook, then there is the possibility that it could forge the dynamics of centralisation
rather than simply facilitating them. Although the consensus47 on this issue is that
ESMA’s powers sit comfortably within the remit of Article 114 of the Treaty,48 there is
nevertheless the possibility of future challenges depending on ESMA’s ability to
promote its technical standards and position itself within the current development of
new supervisory structures both domestically and at EU level.
A similar constraint to ESMA’s ability to operate resides in the principles that emerged
in the formative Meroni ruling.49 Crucially, the ruling provides that discretionary
powers cannot be delegated away from EU Institutions and that only clearly defined
executive powers can, provided that they are adequately supervised by an EU
Institution or Treaty framework. In terms of rule‐making, this translates into an
inability of non‐EU institutions to implement rules of general applicability. The
Commission has, however, been sensitive to the Meroni principles with regard to the
powers of ESMA. Via its impact assessments, notably in relation to rating agencies, it
considers that ESMA will operate within the Meroni principles even if it does have
more manoeuvrability in the application of the rules than the EU is used to.50
Moreover, where the rule‐making powers of ESMA are most prevalent, via the ability
47
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to form technical standards, safeguards have been put in place to ensure institutional
oversight. Therefore, whether ESMA is initiating a BTS, RTS or ITS, an EU Institution will
have the ability to review and influence the outcome. Although this is, in theory, a
desirable safeguard from an institutional perspective, such provisions could lead to
further constraints for ESMA to operate as an efficient quasi‐rule‐making body, and
cause delays for the achievement of a substantial centralised rulebook. Once again,
ESMA could find itself the subject of challenges to its powers as a rule‐maker, from a
domestic perspective where a loss of influence may be felt, but more crucially from EU
Institutions that may feel they are losing law‐making powers (which historically has
been a source of tension between them).
Beyond the politics and inter‐institutional rivalries at EU level, the Commission will be
the most exposed, particularly in relation to the BTS regime. Indeed, its relationship
with the CESR was generally consensual, chiefly due to the absence of the concrete
powers the CESR held.51 As a consultative body, it presented itself more as an
extension of the Commission than as an independent body, and this will invariably be
different to ESMA’s position considering the scope of its powers. The Commission’s
oversight powers over the issuance of BTS also have their limitations due to the fact
that they are more procedural than substance‐orientated. The spirit of the oversight is
more orientated towards legal compatibility, and towards ensuring that all the
necessary steps have been taken from a framework perspective, but not to unilaterally
review draft technical standards proposed by ESMA. ESMA itself has clarified its
position on the matter by stating that the standards should be amended in only
exceptional cases by the Commission, as the powers of creation of technical standards
51
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have been delegated from the legislator to itself.52 The way in which the relationship
between the Commission and ESMA develops has the potential to considerably affect
efficient and timely rule‐making. In essence, ESMA will need to strategically position
itself with its technical ability in order to suitably carry forward its agenda with minimal
institutional interference. The Meroni principles will put in place constraints which
domestic regulators have not had to contend with, leading to an inability to formally
pass rules independently, and this will generate a certain amount of unease.
The second prong to ESMA’s powers relates to its ability to directly supervise EU
financial markets and its participants. Under the CESR, supervision at EU level was
limited to coordination and soft guidance as to how supervision should be carried out
at domestic levels.53 Due to the lack of political will, there was, prior to the crisis, little
effort to initiate a supervisory shift to an EU body.54 This presupposes that rules on the
books were the single most apparent EU element to market participants where
supervisory techniques and enforcement were left to the domestic regulators’
discretion. The de Larosière report, however, identified weaknesses in the ability of
the EU to efficiently coordinate supervision, notably with respect to mitigating cross‐
border risk issues. The report not only identified risks at a macro level but also at a
micro one, with issues of supervisory competence and domestic oversight of the
regulatory process. ESMA therefore acquires a novel power for an EU agency, which is
the operational nature of supervision. This acquisition of supervisory power appears to
raise considerable issues of ability and acceptance. The complex nature of supervisory
52
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strategy in a domestic context has already been discussed; ESMA will also be burdened
with developing its legitimacy as a new form of EU body and facilitating cross‐border
coordination. This, coupled with the lack of experience at EU level for direct
supervision, leaves ESMA with a complex task of supervisory innovation. This is all the
more arduous as there are no examples of such levels of cross‐border supervision to
rely upon, and also because the crisis did not point towards an efficient supervisory
strategy that mitigated its effects.55
There are two main strands to the supervisory powers of ESMA: on the one hand,
powers to ensure centralisation at EU level; and on the other hand, powers to directly
supervise market participants and domestic supervisors. In terms of centralisation,
ESMA has been given the task of ensuring coordination and convergence of the
supervision of financial markets across the EU. Within the spectrum of these powers,
ESMA is, in times of crisis, the point of contact and is responsible for monitoring
developments. To do this, it will assist in the development of new crisis mitigating
structures in cooperation with EU Institutions,56 partner up with the ESRB to assess
cross‐border issues and the health of market participants,57 and coordinate responses
to crisis situations.58 There are also emergency provisions under Article 18 that provide
for it to consult and facilitate action amongst competent authorities in situations that
carry a serious threat to the financial stability of the Union. Overall, ESMA is entrusted
with the task of developing a common supervisory culture across the EU and of
promoting the mutual delegation of supervisory activities between competent
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authorities.59 ESMA will gain influence in this respect by being able to participate in
colleges of supervisors. This gives a formal recognition of its legal personality. It also
gives it the opportunity to influence the conduit of problem solving, and to be in a
position to efficiently mediate where conflict arises. ESMA recognises the importance
of this ability to participate in colleges of supervisors,60 and it could potentially become
an effective way to communicate and promote its position amongst domestic
supervisors.
The convergence aspect of its powers clearly defines the intention of the EU to create
a regulatory superstructure under which domestic supervisors will operate. The de
Larosière report intended for a body to be created that could conduct uniform
supervision, and ESMA seems to be on track to do this. Consideration of how it will
operate its direct supervisory powers is not without problems. Of particular concern to
Moloney is the standardisation trend that will invariably emerge and which could stifle
regulatory innovation.61 With ever‐growing convergence, and with less flexibility for
domestic supervisors to implement their strategy, the risk for systemic regulatory
failure increases. Local supervisors will gradually find it more and more difficult to
operate independently and introduce elements that may be specific to a given
jurisdiction. Their inability to experiment and learn via trial and error may also lead to
inconsistencies and prejudice healthy regulatory competition. The FSA has been
particularly innovative when addressing supervisory strategy and techniques. Their
early focus on a risk‐based approach and outcome‐led regulation set an example on
how to efficiently allocate resources. The specific nature of the risk‐based approach is
59
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to consider the amount of failure which is acceptable under a probability and impact
matrix. Dealing with such issues at EU level will be generally less effective, although
limiting the approach only to systemically relevant institutions is feasible. ESMA,
however, may be able to mitigate the lack of local innovation by dedicating efforts to
its peer review powers.62 Article 30 provides for the fact that ESMA is in a position to
monitor and evaluate the capacity of local supervisors to operate to a high level while
implementing the EU agenda. Although this appears to be a policing of supervisors to
operate within the EU policy direction, it could benefit ESMA to learn of local specifics,
and therefore, support certain initiatives and cater for them. To achieve this, it will in
turn need to adopt a risk‐based approach on its own convergence agenda as to how
many domestic specifics it will allow. Invariably, the balance will be precarious
between convergence and reasonable flexibility at domestic level. This balance will be
all the more difficult to achieve when taking into account domestic regulatory
objectives and economic priorities, specifically when these have not been established
at EU level.63
The direct supervision powers over local supervisors, market participants and products
are extensive, and represent a considerable departure from the supervisory
detachment of the past. The ability of ESMA to carry these powers forward will greatly
depend on its acceptance as a competent authority and the resistance of domestic
supervisors to these direct powers. To do so, it will need to make its powers useful in
the context of dispute resolution as provided for in Article 19 rather than an aggressive
approach to the enforcement of EU law as provided for in Article 17. How ESMA will
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approach these powers remains hypothetical at this point and most likely will be
event‐driven. The CRA situation has been setting the pace, chiefly due to the lack of
national sensitivities towards CRAs in the EU, and their lack of previous supervision.
The vehicle by which ESMA was given extensive supervisory powers over CRAs was the
2011 CRA Regulation itself. Such a procedure could become a template for enhancing
ESMA’s powers in certain specific areas without affecting the general emergency
status of them under its founding regulation. ESMA is not the only body with
supervisory powers over CRAs as the Regulation provides certain competences for the
Commission and domestic supervisors. Primarily, ESMA will be responsible for: the
registration process;64 the general supervision of CRAs;65 and the charging of fees,66
with the Commission retaining oversight over the registration process and the fees.
The trend of limiting regulatory interference with methodologies has not changed, and
is provided for under Article 23, whereby their usage will remain with the domestically
elected competent authority. The local authorities will be the operational arm of ESMA
in this respect, but in a limited fashion, where the tasks must be specific and not of a
nature that dilutes ESMA’s authority.67 In return, the competent authorities have the
duty to notify ESMA of any infringement that comes to their attention and request
suspension of the rating, whereupon ESMA will consider whether to act or not.68
Should ESMA act, then its decision to investigate or sanction will potentially be subject
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to judicial review. The form may be considered by the local courts, but the lawfulness
of the decision is the remit of the Court of Justice.69
Overall, the supervisory powers at the disposal of ESMA over the CRAs are virtually
fully‐formed. ESMA can request sight and copies of all relevant documentation relating
to ratings, arrange interviews and request statements with the extended ability to test
methodologies in context.70 The sanctioning powers are equally extensive and
complete, ranging from withdrawal of registration, rating restrictions and fines.71 The
enforcement of these sanctions are also provided for where it is stated in Article 23b
that administrative sanctions can be directly exercised by ESMA, and this sidesteps the
issue of competence to enforce the sanction at domestic levels. Fines, however, would
need to be dealt with via the civil law procedure in place within the Member State in
question.72
The scope of ESMA’s direct supervisory powers over CRAs is extensive, and they were
certainly only possible due to the non‐sensitive nature of regulating CRAs in the EU. It
was also a relatively easy area of systemic risk control to legislate. It does, however,
pave the way for similar enhanced ESMA supervision for other areas of financial
regulation deemed necessary. The extended supervision of CRAs also benefited from
not being overly concerned with Member State fiscal privileges, which remains a
significant hurdle for supervisory centralisation. Indeed, Member States have the
opportunity to object and suspend a decision where they feel their fiscal
responsibilities are being affected, thereby having the potential to considerably curtail
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the development of ESMA’s powers.73 The Regulation has considered and provided for
this impact which could arise with decisions taken on sovereign bonds or corporate
bonds issued by companies presenting systemic characteristics.74
Similarly, with respect to ESMA’s quasi‐rule‐making powers, its supervisory ones also
need to be considered in relation to Treaty and Meroni constraints. As discussed, the
Treaty provides for harmonisation measures to be taken under Article 114, which are
the main objectives of the ESAs. In their role as authorities aiming to achieve a more
centralised control function at EU level for financial services, this bodes well as a
strategy for approximation. However, as Moloney points out, this becomes more
problematic under the direct supervision powers which ESMA is gaining.75 The role of
ESMA to centralise regulatory functions at EU level is clearly a step towards maximum
harmonisation in line with recent EU policy for financial services, and furthermore, it is
respectful of the Treaty. The direct sanctioning of market participants and domestic
institutions is more problematic under the Treaty, however, as penalties will go
beyond mere approximation of standards. The binding nature of the authorities’
decisions makes it all the more sensitive and leaves the possibility open to challenge
from Member States who feel that they are losing further control over their financial
market. Once again, the positioning success is dependent on establishing good
relations with domestic regulators and supervisors while asserting itself as a strong
supervisor.
The effect Meroni had on shaping the supervisory element of ESMA is greater than
that of its rule‐making role. The Meroni ruling has played a crucial role in shaping EU
73
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agencies and the scope of their powers, mainly by protecting the realm of EU
institutional discretion.76 Yet, as previously discussed, ESMA has many unusual
features in comparison to other agencies, chiefly with respect to a greater delegation
of powers from the Commission and its area of supervision being sensitive by nature.
Indeed, the Commission has never held direct supervisory powers over market
participants or domestic regulators in relation to financial services; it has traditionally
been involved in setting policy and the legislative process. Thus, although the quasi‐
rule‐making powers of ESMA may be taken from the Commission, in terms of
supervisory powers the power shift will originate from Member States and their
respective regulatory authorities. It is arguable, therefore, whether the Meroni
principles are appropriate in offering an adequate protective framework in the case of
the supervisory powers of ESMA. As a result, the Meroni ruling stands to challenge
ESMA’s powers on both fronts, with a questionable delegation of power from the
Commission to ESMA on the one hand, and on the other, a challenge as to whether
Meroni offers adequate safeguards in operational terms for financial services. The
effect of these potential challenges could seriously jeopardise the scope of its
operation and make it ineffective, whether a challenge actually occurs that renders it
formally weak, or whether ESMA operates under the fear of such challenges.
C. The importance of ESMA’s independence
In no small way, ESMA’s independence (and its ability to operate independently) will
be of the essence for its effectiveness. In the Regulation establishing ESMA, there is a
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formal recognition of this independence in Article 577 which also bestows upon ESMA
legal personality.78 This independence is further guaranteed under the Regulation79
where ESMA is assigned to act in the interest of the EU as a whole without being
influenced by, nor seeking to influence, any other EU Institution, Member State or
private body, and to do so independently and objectively. Another feature of this
independence comes in the form of its novel funding, with a mixture of EU, Member
State and private funding.80 In practice, however, ESMA may need to affirm itself as an
independent body and overcome the hurdles which are already apparent. To its
advantage, it has to a certain extent replicated the network‐based model that was
apparent under the CESR, which will invariably assist in communication and
institutional positioning. Its ability to assert itself at EU level will also define its position
at international level. Indeed, depending on the development of its supervisory powers
as outlined above, it stands to become the authority of choice to establish
international standards and become counterparty to supervisors at international level,
crucially, with the SEC. Article 3381 effectively provides for ESMA to be able to enter
into international arrangements with third parties. The wording, however, is quite
weak with the use of ‘arrangements’ that are non‐binding on the EU or Member
States. Again, this will develop depending on whether the relationship with the
Commission is one of dependence or hostility.
ESMA may also find that it is unable to fully make use of its powers from a resource
perspective, which in turn could become problematic for its pursuit of centralisation.
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Its resources are, so far, limited both from a budgetary and staffing perspective, with
an estimated budget of Euros 24M and 120 members of staff projected for 2013. This
compares unfavourably with the budget of the FSA which for 2010/2011 stood at GBP
458M.82 However, this is a somewhat unfair comparison. Firstly, ESMA will not be an
all‐encompassing regulatory authority at EU level like the FSA was in the UK.83
Secondly, ESMA and the other ESAs will utilise the resources available at domestic
levels. The extent to which this will be feasible will be down to legislative design. As
was discussed in relation to the CRA regulation, specific provisions are made to cater
for the usage of domestic resources which could become a template for the operation
of ESMA. Caution will need to be exercised, however, with respect to limitations of the
delegation of authority from ESMA to domestic regulators; this relationship could be a
defining point towards ESMA’s legitimacy. The FSA, for example, whilst still in
existence gave its support to the Authority, was willing to be open‐minded about
cooperation with the ESAs and was committed to the development of the ESFS.84 It is
likely that over time ESMA’s budget will increase in line with its support and growing
agenda. This agenda will need to be perfected because, as Moloney points out, there is
no current direction to the agenda although it is likely that, outside times of crisis, it
will be a consumer protection direction.85 In contrast, in times of crisis, it is likely to be
more product‐orientated and market‐driven given the context.
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III.

Unleashing the ESAs’ Powers

It appears, therefore, that ESMA has been granted considerable powers, chiefly in the
supervisory sphere. Its regulatory powers are of some consequence but are kept on a
much tighter leash due to the issue of the delegation of powers discussed above which
has the effect of limiting its independence. The limitation of this independence is
necessary in order to keep the ESAs within the boundaries of what is permissible under
the Treaty and Meroni. Importantly, the ESAs need to be safe from challenge by EU
Institutions and stakeholders in order to give the new regulatory framework the
assertiveness it needs.
A. The importance of the case law in shaping the parameters of ESAs’ powers
1. Meroni and Romano
The CJEU has been instrumental in setting up the parameters of what powers can be
delegated from the Commission to the EU agencies, most notably with the Meroni
decision. Three relevant principles have emerged from this decision which is still
considered valid jurisprudence today.86 The first is that the delegation of power must
be explicit and never presumed.87 The second is that an agency cannot receive powers
different from those held by the delegating institution in order to avoid any loss of
accountability.88 The third and most relevant principle established by Meroni is that
powers may be delegated from the Commission to other EU bodies on the condition
that the power does not give any discretion in terms of policy‐making.89 It is important
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that the delegation can only take place for clearly defined and restricted powers
because to give a non‐EU institution more could breach the institutional equilibrium as
set out by the Treaties.90 The decision in Romano91 went further by stating that acts
‘having the force of law’ could not be delegated. There is, however, a crucial difference
between the two cases. In the case of Meroni, the delegation of powers originated
from the Commission whereas in the case of Romano they came from the Council and
European Parliament. The implication of this is that the delegation of power could
involve a normative element rather than an executive one. Indeed, considering that an
EU Institution can only delegate to the extent of its own powers, then those given by
the Council or European Parliament could carry greater ability to delegate normative
powers as opposed to those stemming from the Commission’s powers which can be
constrained to normative interpretations, thus raising concerns of democratic
legitimacy.
Another reflection with regard to Meroni is the fact that the decision was made prior
to the signing of the Lisbon Treaty. The implication of this is that prior to the Treaty,
there were no explicit safeguards in terms of legality reviews for bodies other than EU
Institutions.92 The Meroni decision would have been, at the time, motivated by such
considerations and would have wanted to ensure that no exercise of power could
escape judicial oversight. This aspect now appears redundant due to the new Treaty
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provisions, although it does raise the question of sub‐delegation and the positioning of
agencies within the EU framework.
Indeed, the ESAs are on track to gain further supervisory powers at the expense of
national supervisors. This has raised the issue over whether Meroni is applicable
considering that delegation will originate from Member States, or their respective
supervisors, rather than from the Commission.93 This issue is raised because the
Treaties do not explicitly confer certain powers held by national competent authorities
on the Commission. Therefore, some of the powers may appear to side‐step the
Commission all together and appear as a direct delegation from Member State to
agency. Providing that the power which is delegated is within the parameters set out
by Meroni (in terms of limited policy discretion), then it is thought that the
chronological chain of delegation is irrelevant as long as the Commission is competent
to acquire the competence under the Treaty.94
There has been concern in relation to the extent that Meroni has been respected,
specifically in relation to powers that go beyond the nature of the executive functions
that it sets out to restrict.95 In search of further administrative efficiencies, it is
expected that agencies will have a greater involvement in the application of EU policy
and take over more powers in lieu of the EU Institutions. This will cause the boundaries
of Meroni to be tested and to be opened up to challenge. This is even more likely in
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the case of sensitive economic and financial policy where the ESAs will be particularly
vulnerable to challenge.
2. United Kingdom v Parliament and Council
It is unsurprising, therefore, that ESMA’s powers came under review in 2012 and were
challenged by the UK.96 The proceedings sought the annulment of Article 28 of the
Regulation and questioned its legality on short selling and certain aspects of default
swaps.97 Article 28 deals with ESMA’s intervention powers in exceptional situations
which gives them authority to restrict certain financial instruments in circumstances
where the financial stability of the Union is under threat. This is a particularly sensitive
issue for the UK as its financial services market share is the largest in the EU. Under
this Article, ESMA can require natural or legal persons to report or notify short
positions98 to the relevant authority99 and prohibit and impose conditions on the entry
into a short sale.100 These powers can only be used in circumstances where they
‘address 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’,101 and where no authority is already dealing with the threat.102
The UK contended that Article 28 violated principles laid down in both Meroni and
Romano, basing its case on four grounds of annulment. First, it claimed that Article 28
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breached the limits set by the Court in Meroni regarding delegation of powers.
Secondly, the UK claimed that Article 28 sought to empower ESMA to pass measures of
general application which had the force of law, and this was contrary to the ruling in
Romano. The third contention was that Article 28 purported to confer power on ESMA
to adopt non‐legislative acts of general application in breach of Articles 290 and 291
TFEU. Finally, it claimed that Article 114 TFEU was the wrong legal basis for the
adoption of measures which empowered ESMA to adopt individual decisions that were
binding on third parties where action by the Member State was deemed insufficient.
Overall, the crux of the UK’s argument concerned the discretionary nature of ESMA’s
powers to decide what would constitute a triggering event, which measures to adopt
in response and the extent of its application.
The UK’s position was vigorously contested by the Council, the European Parliament,
the Commission, Spain, France and Italy. Interestingly, the Council and the Parliament
called on the Court to consider the cases of Meroni and Romano as put forward by the
UK, but with the spirit of the Lisbon Treaty in mind which strived towards a
modernisation of agency law.103 This modernisation refers particularly to the
availability of judicial review for agency acts which have legal effects. With respect to
the legal basis of Article 114 TFEU, the European Parliament and the Council claimed
that Article 28 fell within its remit due to the fact that it amounted to a harmonising
measure under EU internal market law.
The ECJ dismissed the action on all points. It clarified the fact that Meroni was still
effective jurisprudence despite the fact that some of its principles had been rendered
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irrelevant due to the Lisbon Treaty. It was a question of which powers could be
delegated and to what extent.104 The Court found that the powers available to ESMA
were sufficiently clearly defined in the Regulation,105 were subject to judicial review
considering the objectives set out by the EU Institutions and were compatible with the
Treaty. The Court was helped in this decision by some parameters that were put in the
Regulation, such as the requirements that if another competent authority is dealing
with the issue of taking effective action to address a threat, then ESMA must allow it.
ESMA must also be mindful of the efficiency of financial markets and not cause any
detriment due to its decision. This appears to be a complex criterion to fulfil as it can
be expected that intervention by ESMA under Article 28 will invariably cause or
aggravate uncertainty for market participants, and may also shore up liquidity due to
increased stress on market perception. The Court further bolstered its decision by
stating that the principles set out in Romano with regard to the fact that the Treaty
allows agencies to adopt acts of general application is valid, providing the parameters
of Meroni are respected.
The decision clearly points towards greater independence for the ESAs, and provided
that they are within the remit of Meroni and Romano, they should be safe in terms of
taking on further delegated powers. The constraints, however, mean that they are not
safe from challenge in the carrying out of their powers and need to be mindful of
national sensitivities. The idea that the true transfer of power is between the ESAs and
the national supervisors raises issues of supervisory and regulatory effectiveness.
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The cautiousness in terms of moving forward with further independence and powers
for agencies is a sign of unease as EU agencies move into unchartered territory.
Indeed, the ESAs are the agencies which benefit from the most extensive powers, not
only in the stricter sense but also due to the political sensitivity of financial regulation.
In terms of effectiveness, it is important to consider whether they should benefit from
further independence and autonomy, and whether the cautiousness is justified.
Observers have commented that the new ESFS is a success, albeit insufficient and
‘untenable’ as a long term solution.106 To grant the ESAs further powers in terms of
autonomy and independence in their rule‐making activity, and ability to impose
sanctions, means rendering the agencies similar to national supervisory bodies.107
Considering what has been discussed above, there is, however, a crucial difference
with regard to the limits that ESAs will have in terms of independence in comparison
with their national counterparts. That difference lies in the lack of independence from
the Commission while national supervisory bodies tend to be established as bodies
independent from the influence of institutional intervention.108 This is a matter of
nuance if we consider the continuing Europeanisation and centralisation of supervisory
powers. If the powers originate from the national supervisors rather than the
Commission, this becomes an accepted and explicit channel for the transfer of power.
Consequently, the ESAs will gain a form of further independence from the Commission
in terms of delegation of powers, albeit not in terms of accountability. This appears
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acceptable under the Regulation109 establishing the ESAs, provided that the Meroni
principles are respected.
B. ESAs’ accountability is problematic
The accountability aspect towards the Commission does create effectiveness issues.
We currently find ourselves in a situation where ESAs are gaining powers at the
expense of national supervisors, which also seems to be the favoured trend going
forward. The Commission, however, stands as an accountability buffer for the actions
taken by the ESAs. In the first instance, therefore, we may find that there is a
duplication of tasks between ESAs, the national supervisors and regulatory bodies. The
Commission effectively remains the body that is responsible for the acts of ESAs such
as the drafting of a technical standard which, once reviewed by the Commission and
approved, becomes a technical standard.110 This means that the technical standards
that are reviewed by the Commission need to be done in a competent way if the chain
of accountability is to be respected. This is due to the fact that a draft technical
standard cannot be appealed against, only the standard itself. Additionally, this cannot
be directed against ESMA but against the Commission. Therefore, the level of
competence at Commission level needs to equate to that of ESAs’ if we are to ensure
that the Commission is not simply approving the agencies’ drafts blindly. Therefore,
the effectiveness of the system is jeopardised and this questions the necessity for the
agencies in the first place.111 In terms of effectiveness, therefore, it would make sense
to increase the discretion of ESAs’ rule‐making powers and devolve direct
accountability respectively.
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On the supervisory side, there are also inefficiencies. Due to the sensitivity of the
imposition of sanctions, the Commission also appears as an intermediary between the
action taken by the ESAs and the recipient.112 Here again a duplication of tasks occurs
if the ESA is unable to assert its intervention. Should the Commission be called to
evaluate or re‐evaluate a decision taken by an ESA, then the re‐evaluation process
would need to occur again at Commission level. The issue is amplified if we consider
the fact that the Commission is more prone to political interference than a typical
independent supervisor would be.113 The procedural and administrative inefficiencies
that we are currently witnessing originate from the inability to centralise at EU level,
and amongst the Institutions, rather than difficulties originating from Member States
upwards. Therefore, it would appear that, both from a regulatory and a supervisory
perspective, handing more power to the ESAs would be efficient.
Beyond constitutional concerns, further centralisation of powers at ESAs’ level carries
its share of complications. Firstly, if the flow of powers from Member State to ESAs
persists, then we expose the EU to a potential lack of regulatory competition. This is
based on the idea that a regulator, left to its own devices in a totally independent
capacity, may carry out policies of a self‐interested nature.114 If this behaviour occurs,
however, it is likely to be reflected at a lower and domestic level as the broad lines of
effective regulation and the themes that concern regulators today are set and
discussed at international levels in order to ensure market compatibility. Nevertheless,
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at a lower level this type of behaviour should be permitted in order to allow for
domestic specificities. A similar argument can be brought against the claim that where
there is a lack of regulatory competition there is also a lack of regulatory innovation.115
Again, the current situation, with global pressures to implement and consider
regulatory themes that are addressed by international bodies such as the FSB, IMF and
the Basel Committee, means that regulatory innovation now takes place on a different
level.
Of greater concern is the possibility that a centralised regulatory power would be
inclined to introduce an excessive amount of regulation.116 Depending on resources, if
a single regulator were responsible and accountable for the stability and the good
functioning of an entire financial system, then it would be more disposed to want to
cover all the bases due to the accountability it bears. Such an attitude would lack
efficiency and indicate the return of less effective regulatory techniques such as the
rules‐based approach. It is unlikely, however, that the EU framework would allow for
such latitude, let alone the constitutional limitations. There is, however, a tool that
could be exploited to a similar effect by the ESAs and these are the non‐binding
standards. The issuance of these standards could have the effect of slowing down the
system due to the administrative imposition on national regulators. Indeed, with the
requirement to comply or explain, there needs to be consideration of the issue, and at
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least a response from the national authority, an excessive amount of which could slow
down the system and result in inefficiencies. In order to stop the potential for an ESA
agency to take unreasonable regulatory measures, the most logical course of action
would be to have a system to replace those with decisional powers within the ESAs.
However, such a process does not respect the chain of accountability as described
above. Indeed, the Commission does not have any say in the appointment of members
of the Board of Supervisors who would remain the responsibility of Member States. In
times of strain and disagreement, the independence of these Members would be
merely conjectural.117 However, this would entail partisanship away from a centralised
EU, and it would be shown to favour domestic policy which in turn would negate the
possibility of an over‐zealous regulator. To ensure balance in this respect, a proposal to
give the Commission appointment powers at this level was discussed but ultimately
dropped.118 Therefore, although from an accountability sense it would stand to reason
that the Commission or the Council have appointment powers at this level, it would be
surprising that the absence of such a provision would lead to excessive or
unreasonable regulatory powers being exercised at ESA level.
C. Flexibility is available for ESAs to acquire further powers
Although the recent decision in the Short selling case119 has confirmed certain powers
of ESMA, it also opened the door to the possibility of ESAs acquiring further powers
due to ‘flexibility’ in interpretation of the jurisprudence and the Lisbon Treaty. Taking
the ESAs to the next step will inevitably require pushing the boundaries set by Meroni
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and the Treaty. Drastic constitutional changes in this respect are not currently on the
cards. However, some adjustments on ESAs’ level of accountability could be
instrumental in terms of regulatory efficiency.
On the regulatory front, the relationship between the ESAs and the Commission is not
as dependent as it might first appear. Indeed, the safeguards in place have the effect
of rendering it inefficient rather than overly‐reliant, due to a potential duplication of
tasks that could lead to sub‐optimal outcomes. This is as a consequence of trying to
establish a chain of accountability that would render the ESFS constitutionally
compliant. More particularly, due to the fact that the true shift of power is between
the national regulators and the ESAs, the relationship between the ESAs and the
Commission could be one of competing regulatory bodies rather than subordinated
ones. Efficiency gains could be made with such a perception shift, as, rather than the
Commission being a controlling body, it would be a contesting one. It could safeguard
against the issues noted above by challenging the work of ESA rather than being an
extension of an EU Institutions’ policy direction. Such a positioning could also act as an
incentive for ESAs to behave in an appropriately responsible manner towards
regulatory innovation in order to ensure its mission was carried out. To a certain
extent, this modus operandi is already taking place with regard to the implementation
of technical standards and the fact that the Commission can only intervene to amend
or reject them in exceptional circumstances.120 The next step for the ESAs to develop
their independence further depends greatly on their relationship with the Commission.
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There are several ways in which this might be developed concretely. Di Noia and
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procedure of removing their quasi‐regulatory powers is a step removed from
reviewing regulatory standards, and should only be able to be taken if there is a
subsequent disagreement between the effectiveness of the Commission’s review and
the other EU Institutions.122
The greatest difficulty in giving further independence to the ESAs stems from the
constitutional constraints of Articles 290 and 291 TFEU. It has already been noted that
the independence given to ESAs in terms of draft technical standards, and the ability
for the Commission to only intervene in exceptional circumstances is already a step too
far in reducing its Treaty privileges.123 The next step, where implicit approval would be
the norm, may not be sufficient to consider the normative acts of the ESAs as
compliant with the Treaty.124 Such a situation can only be temporary and, as
suggested, the relationship between the ESAs and the Commission needs to evolve in
order to allow for a more efficient regulatory framework. The constitutional tension
that exists, coupled with the current trend of encouraging more flexibility in terms of
normative powers for the agencies, is promising in terms of rethinking some of the
constitutional constraints.
The principles laid down by Meroni are slightly less problematic in this instance,
especially in light of the decision taken in the Short selling case where more flexibility
was encouraged in terms of its interpretation. However, it does not reduce the
requirement that delegated powers must be sufficiently specific and must not offer
any discretion in terms of policy direction. The concerns about the limits to the
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applicability of the Meroni principles are still open to interpretation and, in particular,
the extent of the flexibility to be adopted. Some commentators have found that it
would be sufficient for the Commission to have a last say mechanism, such as a veto,
to preserve its constitutional privileges.125 Others, though, have found it more difficult
to reconcile it with the idea of a legitimate equilibrium under the terms of the
Treaty.126 If we take the former view, the potential to extend ESAs’ powers without the
need for constitutional change is real.
Turning to the supervisory aspect of ESAs’ powers, any development appears more
dependent on the relationship with national authorities rather than any EU Institution.
Indeed, by adopting a ‘hub and spoke’ model, the intention was to centralise the rule‐
making tasks whilst having a supervisory drive at Member State level.127 Again, there is
a balance to be struck in this respect, whereby the advantages of having national
supervisors with a certain amount of autonomy need to be set against a move to
harmonise supervisory practices. Due to national sensitivities, the ESAs need to be
tactful in the development of a greater harmonisation of supervisory practices. The
ESAs have some leeway here on which stance to adopt. They can either opt to act as a
coordinating entity, whereby greater harmonisation is the long term target, or
encourage and maintain autonomous national supervision. The preferable solution is
certainly to accomplish a good balance on both approaches. However, achieving either
will greatly depend on ESAs’ ability to impose itself as a convincing supervisory
authority, and certainly also on the willingness of national supervisors to coordinate
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and be open to cooperation with the ESAs. Due to the fact that the representatives of
the national supervisory representatives sit on the Board of Supervisors, the ESAs
maintain a strong intergovernmental set‐up. It would be inappropriate to qualify the
ESAs as supervisors of the supervisors. However, there is an element of inspection over
national practices128 and this will greatly depend on how coordinated the national
authorities want to be with regard to their supervisory practices.
D. The harmonisation of supervisory practices will be tension driven
The willingness to engage or not in an exchange of supervisory practices may well turn
out to be driven by conflictual stances.129 Indeed, where there is a divergence of
opinion, and where one national supervisor might be at a competitive loss in relation
to another, then these situations are most likely to be raised and resolved at ESA level.
The issue is to what extent the ESAs also want to drive the convergence of practices.
The issuance of guidance and recommendations issued by the ESAs fall outside the
remit of Articles 290 and 291 TFEU, and therefore, could become a powerful tool for
the ESAs to impose supervisory direction. The ability to harmonise practices is also
bolstered by the voting mechanism which, in a departure from the consensus
approach under the 3L3 Committees, is now by qualified majority or simple majority
which may encourage the backing of ESA intervention in order to obtain a more
homogenous system.130
The convergence of supervisory practices will be a step by step mechanism, where the
most relevant supervisory issues will be harmonised when needed. As was described
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above, the greatest supervisory power so far gained has been by ESMA in its
supervision of CRAs. Two elements combined to make this possible. The first was post‐
crisis driven where the regulation and supervision of CRAs was seen as a necessity. The
second was that there were no national sensitivities in the EU as the CRA industry is
US‐based. Outside of these considerations, reaching harmonisation of supervisory
practices is going to be challenging. The Short selling case demonstrated how national
sensitivities can stall the process, and although the Court decided ESMA’s powers
under the regulation did not breach EU law, it will have the effect of confirming the
weakening of national supervisors.
E. Balancing interests with a governance review
The review of the ESFS undertaken by the Directorate General highlighted the fact
that the involvement of competent authorities has had the effect of diminishing the
powers of the ESAs where, on occasion, the Chairperson’s initiatives have been
rejected due to national sensitivities.131 In the same breath, however, it is mentioned
that the inclusion of the national competent authorities gives a ‘sense of ownership’
over the ESAs which is crucial in attaining any sort of harmonising practices.132 It does,
however, appear that this ‘sense of ownership’ has failed to materialise, which would
confirm the view that the composition of the Board of Supervisors needs to be
reviewed if EU interests are to be put before national ones.133 Possible composition
changes could involve including enhanced voting rights for EU Institutions other than
the Commission and more executive powers handed to the Management Board. The
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lack of supervisory expertise of EU Institutions being present on the Board could be
counterbalanced by a devolution of powers to the Management Board whilst
encouraging a Europeanisation of supervisory processes. This counterbalance is
necessary if, as above, it can be concluded that currently there is an overwhelming
mismatch in favour of national discretion.
Such a governance review would avoid Treaty changes that would confer more
supervisory powers on the ESAs. It would also have the benefit of splitting functions
within the ESAs between monitoring and management functions.134 An important
element to such a competence redistribution would be for the EU Institutions to also
nominate a significant number of members of the Management Board in order to
avoid a mere displacement of the existing imbalance. The chief concern for avoiding a
restructure of the ESAs in governance terms has been the potential for excessive
interventionism at the domestic level.135 This is reinforced by the idea that EU
Institutions, especially the Commission, if overly represented at ESA level, would not
have the tendency to try and counter the inclination. In this respect, the Council and
the European Parliament would be more sensitive to such issues. In order to avoid an
excessive counterbalance occurring, removal of any internal ESA influence from the
Commission might be desirable. Indeed, with the harmonisation equilibrium left to
national competent authorities on one side, and with representatives with equal
powers nominated by EU Institutions other than the Commission, balance could be
achieved.
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F. The limitations of supervisory harmonisation
In combination with a rebalancing of interests via governance changes, a review of
how supervisory harmonisation is to be dealt with at ESA level could also be beneficial.
Currently, and due to the composition of the Supervisory Board, the supervisory
practices promoted by the ESAs are driven by a consensus of the majority. There will
be an inevitable part stemming from national interest considerations rather than EU
interest ones.136 Here, a safeguard mechanism would be useful so that a
harmonisation of supervisory practices has some EU relevance and is in the interest of
the Union. Such a mechanism could, on the one hand, promote integration of practices
whilst avoiding uniformity.137 ESAs would need to be able to verify EU relevance of a
particular process objectively. Such a procedure could be carried out by the
Stakeholder Groups, for example. This would have the advantage of representing the
affected parties, especially industry where meaningful harmonisation of supervisory
practices makes sense from a practical and economic perspective. Indeed, it could be
foreseen that for industry stakeholders that have an EU‐wide presence, the ability to
centralise their regulatory and compliance functions would not only be financially
advantageous but would also be conducive to more supervisory certainty.
Moreover, there are considerable advantages in maintaining a certain amount of
national discretion and autonomy.138 The ESAs could implement a national exception
rule, and accept divergent approaches which appear reasonable. This would mitigate
the loss of regulatory competition and maintain supervisory creativity by maintaining a
source of supervisory solutions and experiences that could be shared amongst
136
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competent authorities. This would presuppose once again that the competent
authorities were willing to work and learn from one another. This will have the effect
of generating a certain amount of convergence which would be most useful in times of
crisis. As discussed above, post‐crisis measures are more likely to be solution‐driven
than policy‐driven. Therefore, where issues of particular significance arise, such as with
CRAs, then the opportunity for supervisory uniformity will arise. The crisis might also
have brought about a certain humbleness to supervisors that were previously
confident in their ways. The fact that national competent authorities have
mismanaged market irrationalities due to misunderstood concepts has demonstrated
the limitations of certain supervisory concepts.139 This will hopefully enable better
dialogue and exchange of ideas amongst supervisors.
A particularly relevant issue related to supervisory uniformity is the suggestion that it
may increase systemic risk. Left to their own devices, national competent authorities
will tend to focus their efforts on different types of risk, chiefly those that are likely to
affect them the most, therefore leading to an efficient compartmentalised allocation
of resources. Consequently, uniformity could remove the risk‐based nature of financial
supervision by applying resources inefficiently. Thus, brashness at ESA level is not
desired as to apply supervisory pressure in the wrong place would risk the aggravation
of systemic risk.
The system for improvement needs to be created and driven by the ESAs. They need to
encourage and implement uniform processes where there are undeniable certainties
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that no unwanted ramifications are expected140 and allow for a certain amount of
discretion where national particularities are noticeable, or where there are signs of
unpredictability. For this, a proposal to review the governance outlined above is
essential, where a more balanced Board of Supervisors and Management Board would
be established in terms of national vs EU interests ‐ with greater executive power
handed to the Management Board and with the Board of Supervisors acting more in a
monitoring capacity in order to ensure effectiveness. Importantly, review should be
made on a regular basis to ensure that supervisory practices adopted by the ESAs and
promoted amongst competent national authorities be reviewed with the purpose of
ensuring relevance to the EU. This mechanism should allow for ESAs to take a hard line
on supervisory uniformity across the EU where there is confidence in the methods, and
a more flexible approach where there is doubt in order to encourage supervisory
competition and creativity. Finally, there is also the economic and practical benefit of
greater reliance and competent authority buy‐in in order to compensate for the
limited resources available to the ESAs.

IV.

The European Systemic Risk Board: Systemic Risk Champion or Information
Post‐Box?

A. Creation of the ESRB
Under Recommendations 16 and 17, the de Larosière report clearly suggests the
creation of a body specifically dedicated to macro‐prudential supervision, which in the
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report is referred to as the European Systemic Risk Council (ESRC).141 The rationale for
this recommendation originates in one of its key findings, a lack of macro‐prudential
effort at EU and Member State level, let alone on a global scale, and with regard to
financial services generally. Indeed, the crisis rapidly revealed unexpected
interconnectedness within financial markets, but also its complexities and opaqueness.
It was found that no entity or country held sufficient information on a macro level. The
lack of information and transparency contributed to countries having difficulties in
measuring their responses to the crisis, and they were, therefore, not in a position to
mitigate the ramifications. As a result, they were ill‐equipped to deal with the
consequences.
Considering the criticisms made by the de Larosière report regarding the shortcomings
of the pre‐crisis supervisory framework, it appears that macro‐prudential supervision is
still in its infancy. However, the debate as to what constitutes macro‐prudential
supervision and its positioning remains a matter of discussion.142 Despite progress at
domestic and EU levels, the lack of experience with this type of supervision leaves the
notion somewhat open to interpretation. Indeed, macro‐prudential supervision is most
often associated with the notion of systemic risk, which is also the position taken in
the report. The uncertainty regarding both concepts already presents the challenge of
giving a macro‐prudential supervisor a place and a mandate within the EU framework.
Traditionally, such a role in terms of macro‐prudential supervision has been the remit
of the central banks. To a certain extent, this was done more or less efficiently by the
Member States but not sufficiently well according to the de Larosière report. The
141
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emergence of the Twin Peaks supervisory model has certainly contributed to
reinforcing macro knowledge at central bank level.143 This model, also called an
objective‐based model, creates and distinguishes system supervision as an objective
which aims to ensure financial stability by preventing one institution infecting another
institution, or the whole system.144 However, the focus on the objective will require a
tailored sub‐supervisory technique in order to attain the objective. The introduction of
the Twin Peaks model in the UK had for its core purpose to reduce the frequency of
severe financial crisis in the future.145 The de Larosière report also stated that at EU
level, proximity to the ECB for such a role is essential, and further, it must be in a
position to centralise information collected at domestic level via a specific mandate.
The Report suggests handing this mandate to a specific body closely linked to the ECB
which would replace what was, at the time, the Banking Supervision Committee (BSC)
of the ECB. The introduction of the Twin Peaks model in several jurisdictions has raised
the question of positioning the body responsible for system supervision and
monitoring. Although a discussion of the model is not one currently debated at EU
level,146 it does raise the question of the position a body responsible for macro‐
prudential supervision should take and its proximity to either the agencies or the ECB.
The two early adopters of the Twin Peaks model, Australia (1996) and the Netherlands
(2008), have taken different positions in this respect, with Australia holding the
prudential role parallel to the Central Bank and the Netherlands incorporating it
within. In both cases, the model’s core design is not jeopardised, provided that the
143
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model ‘involves two separate, integrated agencies’.147 In this respect, the UK
Government has strongly favoured the total integration of the prudential side of
regulation of larger firms within the BoE. They feel in this respect that it is important
that one authority has overall responsibility for financial stability, whether it be
monetary or systemic.148 To this extent, the BoE has held the mandate for maintaining
financial stability since 2009, though it only acquired the tools in 2013 when the formal
transition to the Twin Peaks model occurred.
In the current state of affairs at EU level, and providing that the move towards a single
mega‐supervisory body is not likely to happen, Member States have a greater
responsibility to link the micro and macro‐prudential information. This is in order to
consider isolated institutional issues, and set them against the bigger picture of
jurisdictional stability. The intention, and the prime concern of the UK Government
when orchestrating the transition was to enable prompt transfer of information
between the decision‐makers on monetary stability and those responsible for system
stability.149 The intended result is the potential for pre‐emptive action on both levels. It
might be overly simplistic to conclude that because the BoE holds the purse strings in
terms of the LOLR function, that it must therefore also be the information collector as
suggested in the policy document. This is not to negate the need for the LOLR to have
full and prompt information, but this function is far removed from the way we now
understand systemic risk. The need for early red flags and prudential action has the
intention of negating the need for an LOLR. What is relevant, however, is the ability to
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monitor not only how micro‐prudential information can cause systemic risk, which
remains the chief purpose, but also how macro decisions can affect individual
institutions.
Beyond effective flows of information, there are few arguments that lead us to
conclude that the integration of the function within the Central Bank is essential.
Provided that the information flow is effective and prompt, then the objective of
system stability can be situated within or without. The UK has taken the distraction
argument of regulatory priorities to heart when crafting the new model as it clearly
points to the fact that within the FSA, consumer protection was a constant priority
over prudential supervision.150 One may suggest that this argument could be
duplicated with the new model, where the BoE may prioritise its more traditional role.
To this effect, the new structure of the BoE cites two separate core purposes,
monetary stability and financial stability, with governance equipped to deal with these
purposes in apparently equal measure.151 This keen dual prioritisation, and
departmental segregation will be important in managing decision‐taking when a policy
decision conflicts with either of the core purposes. This issue has been pointed out in
the US where it is suggested that the Federal Reserve has experienced such conflicts
with a traditional prioritisation for the more immediately visible monetary aspect.152
Conversely, it may not be desirable for monetary policy to be overly‐burdened with
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financial stability concerns which could potentially lead to an overall wrong long term
direction.153 This appears to be a burden that will need to be borne at some level, and
therefore, centralising at Central Bank level may be preferable provided that a solid
governance infrastructure is in place in order to balance both objectives with
information availability in both instances. There are a few conclusive arguments
against and in favour of incorporating this role within the Central Bank function. If it is
not incorporated then it needs concrete and efficient information flows with the
Central Bank or relevant decision‐maker. If it is incorporated then its governance
framework needs to be constructed in such a way that too many tasks are not under a
single roof, as was the case with the FSA.154
The proposal, made by the de Larosière report to create the position of a body similar
to the suggested ESRC outside of the ECB is not critical. The EU has not, and would be
unable to adopt a Twin Peaks approach, preferring to operate its supervision via
specialised agencies, as discussed above. Notwithstanding the existence of the
traditional EU Institutions and the ECB, the ESRC therefore needs to be a centre for the
collection and dissemination of information in an effective way amongst these
institutions. For this purpose, the de Larosière report insists on the strategic
positioning of the body, certainly with proximity to the ECB and with its logistical
support. The composition must also be strategic and be positioned within and amongst
the national bodies responsible for system stability, and the ESFS.
The positioning of the macro‐prudential supervisor also raises questions of how far
supervision should be centred on Central Bank competence. Throughout the crisis, the
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performance of Central Banks in terms of mitigating the aggravation of systemic risk
was rather poor. Therefore, centralising the macro‐prudential supervisor around a
Central Bank function appears short‐sighted and to be at the expense of monetary and
traditional supervisory functions. Indeed, significant risks to financial stability are also
dependent on monetary policy. Furthermore, the technicality of the output of
prudential supervision needs to be evaluated. Different countries adopt different
stances in this respect. In the UK, for example, the Financial Policy Committee forms
part of the BoE, and does not include any voting members from the UK Treasury.155 On
the other hand, Germany has its Financial Stability Committee located within the
Federal Ministry of Finance which also includes a third of its voting members.156
Central Banks have shown a tendency to direct their monetary policy towards price
stability rather than the potential of reducing systemic risks.157 There is also the
argument that entral banks lack sufficient knowledge in terms of insurance and
securities risks, and they are not in a position to obtain sufficient information in a
timely fashion. These aspects must be kept in mind when discussing the positioning
and composition of a macro‐prudential supervisor. The consensus, however, remains
that Central Banks cannot be dissociated from the role of macro‐prudential supervisor,
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given that in the post‐crisis era they must be mindful of the duality of modelling
monetary policy.158
The de Larosière report mentions that the task of the ESRC should be to ‘form
judgements and make recommendations on macro‐prudential policy, issue risk
warnings, compare observations on macro‐economic and prudential developments,
and give directions on these issues’.159 At this early stage, no executive decisions for
this body were likely, reinforcing the idea that this body is to be at the heart of
financial services regulation from an informational perspective but with limited
powers. The report highlights two main conditions that need to be met in order for a
macro‐prudential supervisor to be effective. These relate to fluid flows of information
and effective warning mechanisms when weaknesses are detected.160 The way these
conditions are implemented will determine the amount of power the body will be able
to wield. Indeed, the report already suggests that the flow of information from
institutions and Member States towards the ESRC ‘must be mandatory’. Also, the
warning mechanism must be graduated within a framework that ensures appropriate
action. This leads us to the idea that although the ESRC would be a body put in place
for the transmission of information, it was from its earliest mention earmarked for a
certain amount of enforcement capabilities.
As the de Larosière report was generally well‐received by the various EU Institutions,161
the Ecofin Council of 9 June 2009 gave the Commission the go‐ahead with the relevant
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proposals. The ESRC, now rebranded as ESRB, was to be part of the ambitious
enhancement of the financial stability, regulation and supervision of the EU.162
The Commission, in its proposal prepared the basis for the Regulation that would
establish the ESRB.163 It generally followed the recommendations made by the de
Larosière report, although the language used in its ‘Explanatory Memorandum’
appeared less promising in terms of enforcement powers. Indeed, the de Larosière
report suggested some concrete powers, albeit via the Economic and Financial
Committee (EFC), in order to enforce recommendations. However, the Commission set
out to enable it to increase ‘moral pressure’ on the recipients, stating that it was to be
‘conceived as a ‘reputational’ body with a high level composition that should influence
the actions of policy‐makers and supervisors by means of its moral authority’.164 In
terms of access to information, however, it wished to guarantee that the ESRB had
access to all relevant information that would be required for the exercise of its role as
a macro‐prudential supervisor, not only from EU Institutions, national supervisors or
Member States, but it also lay down the possibility of requesting information from
financial institutions deemed systemic. It is not clear how or who would decide that a
firm was systemic, it simply mentioned the criteria of size, interconnectedness and risk
profile.165
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B. A lack of legal personality
Of greater relevance to the ESRB’s ability to impose itself as a body with enforcement
powers is the suggestion of its lack of legal personality. The Commission wished to
establish the ESRB under Article 114 TFEU, which it believed would give it the legal
basis for the ESRB to carry out its mandate across the entire spectrum of financial
services, and also to establish an innovative framework which would distinguish its
responsibilities from the other ESFS bodies. The choice of establishing it under Article
114 has appeared questionable, essentially because it could give rise to challenges in
the future. Indeed, the delimitation of the scope of EU powers is a constant feature of
EU law and Article 114 is contentious because it has relatively open provisions which
have the purpose of harmonising national regulations in order to further facilitate EU
harmonisation. The requirement to use this Article for the creation of such a body is
that it must be clear from its constituting document that its purpose is for the
improvement of the establishment and functioning of the internal market.166 The use
of Article 114 and the interpretation by the ECJ has often been regarded as too
liberal,167 although the ECJ has clarified that the tasks given to such a body must be
closely linked to the harmonising legislation.168 The Regulation which established the
ESRB states in its Recitals that the body will contribute in achieving the objectives of
the internal market, and will contribute to financial stability which is necessary for
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further financial integration.169 However, simply stating this for the satisfaction of the
provisions of the Treaty will not protect it from challenge if the carrying out of its
mission is not in tune with this statement. The determinant as to whether the ESRB is
constitutionally safe will depend on the reality of the tasks handed to it, and how the
ESRB achieves its mission.
The importance for the creation of any institution to be based on a sound legal
framework is essential, even more so when dealing with sensitive and politically
relevant issues such as financial regulation. The choice of selecting Article 114 over
Article 308, which has been used to establish numerous EU agencies, no doubt has an
element of strategy to it where, in the first instance, the approval is based on qualified
majority voting whereas under Article 308 a Member State is allowed to exercise a
veto. There is also the issue that it would have been difficult from a technical
perspective to reconcile the ECB’s powers and link it with another legally established
body in terms of independence.170 It is beyond the scope of this Chapter to consider
this strategy. However, there is a ramification worth considering. The creation of the
ESRB is suggested as a substantial cog in the new EU supervisory mechanism for the
purpose of attaining financial stability. On the other hand, Article 114 has for its
purpose common market integration, so, generally speaking, the proposals under the
de Larosière report could be thought of as pertaining more to the smooth functioning
of the single market rather than to its integration. Moreover, it has also been
suggested that financial integration and financial stability are not mutually reinforcing.
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Therefore, potentially what are needed for the containment of systemic risk are
integration blockers.171 Capital flows could be limited amongst Member States via
pricing methods where, theoretically, less integration would lead to greater financial
stability by the limiting of the impact of contagion.172 This, however, appears to be an
overly simplistic view from a policy perspective as the EU is clearly aiming to achieve a
more integrated and harmonised financial market at the expense of some localised
financial stability. The balancing act of integration versus stability is clearly one to be
taken at policy level. If the further integration of the financial market leads to an
increase in chances of systemic risk materialisation, then an effective framework with
a competent macro‐prudential supervisor is increasingly necessary.
Financial integration in the EU has typically been faster and more efficient than the
supervisory framework which is intended to govern it, enabling a platform for systemic
risk to occur without the ability to monitor it. The purpose of the Lamfalussy process
was to limit the gap between the dynamism of financial services and the slow pace at
which regulatory innovation was introduced. This aspect has been highlighted as a
facilitator of the recent crisis. So far, the reports and measures taken have mostly been
in the form of a catching up of the financial evolutions that have taken place over the
past decade. Nevertheless, the development of financial integration and supervision
are processes that ideally should go hand in hand and not be dissociated from one
another. Moreover, in this way concessions are easier to achieve without one
systematically influencing the other. Although the introduction of the AIFM Directive is
recent, it can be suggested that it has already influenced the development of the
171
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market.173 The Commission has clarified that the ESRB is to contribute directly to
achieving the objectives of the internal market and it goes further to suggest that ‘it is
only with arrangements in place that properly acknowledge the interdependence
between micro and macro‐prudential risks can all stakeholders have sufficient
confidence to engage in cross‐border financial activities’.174
Crucially, establishing the ESRB as a soft law body sidesteps the issues of delegation of
powers to agencies in the current EU legal framework.175 Indeed, EU institutions
cannot delegate to agencies the power to take legislative acts and make decisions
which would involve political discretion, arbitrate between conflicting political
interests or carry out complex economic assessments. The ESRB will no doubt be
involved in carrying out complex economic assessments. However, the lack of decision‐
making powers means that it remains within the remit of what powers can be
delegated to agencies constitutionally. This does not mean that it is completely safe
from challenge, although the current EU trend for flexible interpretation of the legal
framework should allow it to carry out its mandate without interference.176
C. The Regulation establishing the ESRB
The Regulation177 establishing the ESRB remains fairly short, and apart from minor
exceptions follows on from the Commission’s Proposal. The Regulation clearly places
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the ESRB within the ESFS without differentiating it from the other agencies, insisting on
good cooperation between these agencies and the existence of ‘appropriate and
reliable information flows between them’.178 This is an important aspect for the ESRB
as it relies on information to be able to carry out its mission, objectives and tasks. An
interesting aspect of the Regulation is that it offers a definition of systemic risk which
is a rare occurrence, albeit a must for this Regulation. It states that:
[S]ystemic risk means a risk of disruption of the financial system with the
potential to have serious negative consequences for the internal market and
the real economy. All types of financial intermediaries, markets and
infrastructure may be potentially systemically important to some degree.179
The presence of this definition also creates a safeguard from a constitutional
perspective by creating the strong link required by Article 114 TFEU between the tasks
of the ESRB and the subject‐matter of the harmonising laws. The definition links the
necessity to contain systemic risk with stability and soundness of the financial system,
which are essential to the good functioning of the financial market. Moreover, the ECJ
has confirmed that such a body may be established under Article 114 TFEU at the
discretion of the legislature for the purpose of implementing a process of
harmonisation, which is defined here in macro‐prudential terms.180 The definition,
however, appears purposefully vague and all‐encompassing compared to definitions
considered in the first chapter, which, on the one hand, gives the ESRB a very wide
scope in which to carry out its objectives, but, on the other hand, gives it greater room
to operate. Indeed, neither the nature of the disruption nor its chances of
178
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materialisation are mentioned, potentially leaving the scope of action open to
relatively small disruptions. The types of firms that could be systemically relevant is
also completely left open which is controversial in that small to medium‐sized financial
intermediaries are unlikely to be systemically interesting from a EU perspective. As
suggested above, due to the multi‐jurisdictional aspect of the EU, the Bank of
International Settlements (BIS) methodological approach appears adequate. Indeed,
without suggesting that such firms cannot carry systemic consequences, they are more
likely to remain the remit of micro‐prudential supervision. Such a definition reflects the
uncertainty surrounding systemic risk. It may, however, prove to be counter‐
productive where it is important for the ESRB to focus on the truly systemically
relevant information it receives rather than trying to cover all events. Beyond this
definition, it will in practice show that the ESRB will be able to prove its ability to focus
and create a precedent of information which is systemically relevant.
The mission, objectives and tasks outlined in the Regulation generally follow those
suggested by the de Larosière report and proposed by the Commission, although there
is a slight escalation in the positioning of the ESRB. It acquired the ability to directly
address the Council with emergency situations181 and can participate where
appropriate in the ESFS Joint Committee.182 Due to its legal standing, the ability of the
ESRB to concretely react in a conflict situation is likely to be complex and indirect.
Once again, with a relatively wide scope and numerous institutions to report to, time
will tell how the ESRB will be able to exercise its authority. Indeed, via its governance
structure, it is in a position to exercise influence, chiefly through the composition of
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the General Board with voting rights. As set out in the de Larosière report, proximity to
the ECB and the domestic Central Banks is of the utmost importance. Therefore, the
ESRB will have on its General Board the President and the Vice‐President of the ECB,
and the Governors of the national Central Banks. In addition, a Member of the
Commission will have a vote, as will the Chairpersons of each ESA and the Advisory
Scientific Committee and the Advisory Technical Committee.183 Members of the Board
without voting rights will comprise of one high‐level representative per Member State
of the competent national supervisory authorities and the President of the EFC.184
The structure of the General Board, therefore, ensures that all relevant agencies and
institutions are participating in the process of reviewing the relevant conclusions
reached by the ESRB, and will disseminate the information effectively. The only party
which is absent from the permanent General Board are industry representatives. This,
however, is covered by Article 9 (4) which leaves open the possibility for the Board to
invite high‐level representatives from international financial organisations to attend
the General Board meetings where appropriate. Although, since the introduction of
the Lamfalussy process consultation with industry has been enhanced to a formal
level, the potential inclusion of industry representatives at the General Board meetings
actually represents a considerable step forward, towards greater dialogue with
industry. This is even more important considering the insight that industry has in terms
of financial trends. This dialogue will be more important at micro‐prudential level and
hopefully transmitted via the Governors of the national Central Banks. Finally, the
Regulation also opens the possibility of representatives from third countries attending
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General Board meetings.185 This, of course, could be relevant where systemic risk is
seen to potentially originate or impact a non‐Member State. For instance, at the
instigation of the crisis, an informative dialogue between the US and the EU may have
enabled a certain mitigation of the effects.
The membership of the General Board has raised some concerns in terms of size and
bias.186 Indeed, it is well populated in terms of members, which raises the question of
the effectiveness of its operation and its ability to process information and issue
recommendations that are not diluted and untimely. In comparison, the FSB has over
60 members and is encouraging further members to join, which reflects positively on
this point. This is also reinforced by the idea that the ESRB will primarily be entrusted
with processing information and issuing recommendations and warnings on which
other institutions will act. So far, evidence has shown that despite its size, the quality
of discussions at Board level have been better than expected, with the caveat that the
size is partly to blame for the lack of direction attributed to the ESRB.187 Indeed, a
reduction in the size of the General Board might be worth considering, especially due
to the fact that two representatives per Member State have a seat. It has been
suggested that reducing Member State representation to its respective macro‐
prudential supervisor would render the ESRB more effective and focussed.188 However,
the lack of consistency of macro‐prudential positioning at Member State levels
compromises its feasibility, at least in the short to medium term. Indeed, identifying a
consistent group of macro‐prudential supervisors that could alone constitute the
General Board entails issues of competence and conflicts of interest. Although such a
185
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position might be held in name by a body in a given Member State, the true prudential
aspect could be held by another, leading to a lack of competence. Member States that
have elected to hand the position to finance ministries are particularly concerned,
which may also raise issues of politically interested discussions being introduced at
ESRB level. Thus, although a reduction in the Board size is desirable to a certain extent,
the arrangements at Member State level prevent us from considering it until a certain
alignment of prudential supervisors is achieved.
In terms of effectiveness, the General Board has been found to be spending an
unnecessary amount of time on issues of a procedural and administrative nature.189
The Steering Committee, which has 14 Members, is better‐equipped to deal with such
issues, and would release the Board from such matters. The Steering Committee could
prepare the agendas for the meetings in order to ensure focus is given to the relevant
areas and that time is saved on discussing issues that can be handled by other ESRB
Committees. This would allow the Board to carry out its central role of decision‐making
in a more efficient way. In addition, it would give the Committee considerable power
to steer the focus of the Board. This was set out in the legislation to a certain extent.190
Ferran and Alexander suggest that beyond the size of the General Board, the issue of
over‐representation of Central Banks at the expense of fiscal representation and
representatives from the insurance and securities sector is more serious.191 This could
become an issue should the scope of the ESRB’s mandate be widened to include a
more substantial decision‐making ability because the current membership, being
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mainly central bankers, would not be best suited to taking decisions that would
balance political and economic interests. This is certainly an area where fiscal
representation would be desirable.192
In substance, the initial role of the ESRB will be to collect, collate and distribute
information regarding systemically relevant situations that occur in the finance
industry. Additionally, although it is not specified, the closer scrutiny will no doubt be
chiefly focussed on the larger financial institutions, primarily banks. The decisive action
will then be passed on to the relevant authorities, where fiscal direction may be
required, and be applied at this point in time. Therefore, the requirement to have
strong representation on the General Board appears at this juncture to be premature.
It would be short‐sighted, however, not to consider the need for the ESRB to concern
itself with insurance companies and funds as these have been proven to be
systemically relevant in the cases of AIG and LTCM.193
The General Board will normally vote and act by simple majority,194 where for the
more important decisions such as issuing a recommendation or making a warning
public, a quorum of two‐thirds of the members will need to be present, and a majority
outcome will be required. The General Board will be mainly assisted by two
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Committees, the Advisory Scientific Committee (ASC),195 which was absent from the
Commission’s proposal, and the Advisory Technical Committee (ATC).196 The first will
be composed of experts generally found in the field to have the necessary expertise to
provide assistance to the ESRB and also the freedom to organise consultations with the
various relevant stakeholders.197 The Regulation is focussed on having the maximum
amount of parties involved in order to be able to gather as much information as
possible. Again the role of the Advisory Technical Committee is rather vague with its
only stated mandate to provide assistance and advice to the ESRB.198 The composition
of this body, which resembles the General Board at a lower hierarchical level, has been
criticised for its lack of effectiveness due to Member State focussed representation.199
If divergent national interests are causing ineffectiveness at ATC level, then a review of
its composition needs to be tabled. Injecting independent members could help
counterbalance the different interests, particularly if these are placed at the top of the
ATC in a way that focus could be channelled towards EU interests. The ASC has acted
as an effective counterbalancing committee in tabling issues the ATC did not want to
pursue.200 However, the mixed composition of the ASC, of industry and academics did
not materialise as expected. There is currently an overwhelming majority of academics
and insufficient representation from industry, in particular from the small and
medium‐sized firms. This should be rectified sooner rather than later as the benefits of
academic technical input need to counterbalance the realities and sensitivities of
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industry. This would also assist further in counterbalancing the divergence found at
ATC level.
There is a body of work that considers the legitimacy of rules that are dependent on
the involvement of interest groups. In particular, Scharpf assesses the legitimacy of
institutions, regimes, procedures and rules according to ‘input legitimacy’ and ‘output
legitimacy’.201 He explains that input legitimacy is linked to the general idea of
‘government by the people’, whereas output legitimacy is related to the concept of
‘government by the people’.202 For regulatory purposes, input legitimacy is to be seen
as addressing the will of the parties affected via their participation in elaborating the
regulation. Input legitimacy is more concerned with the process of establishing a
regulatory measure in terms of fairness and representation. Output legitimacy is
primarily concerned with the way the regulatory outcomes affect and meet the
expectations of those concerned by the regulation. Here, the focus is directed on the
substance of the regulation to the extent that those responsible for its drafting are
competent rather than representative. There are trade‐offs with both approaches and
efforts have been made to establish measures that could improve the legitimacy of
regulatory approaches.203 Although it is beyond the scope of this thesis to approximate
this approach to the ESFS, it could be argued that increasing industry representation
would assist in developing both input and output legitimacy concerns.
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Since inception, the ESRB has had the President of the ECB as its Chair; this was tabled
for review after five years.204 Change at this level is desirable as it is a cause of loss of
effectiveness and accountability. The main issue that has arisen as a consequence of
the President of the ECB holding this position is the lack of time to be able to perform
this role. The recent review by the Directorate General has shown that the President
has had to prioritise his duties, consistently in favour of the ECB.205 The question of
accountability arises because, due to the fact that the ECB President holds the Chair,
this has a tendency to shift accountability onto himself rather than the ESRB.
Additionally, when reporting at the European Parliament the MEPs have appeared
confused about the different roles of the President of the ECB and the Chair of the
ESRB, which further exacerbates the need for separation at this level. Therefore, it
appears logical that, going forward, the Chair of the ESRB should be filled by a full‐time
professional with sufficient knowledge and expertise to navigate the ESRB within the
ESFS and institutions with a macro‐prudential focus. A former Central Bank Governor
could fit the profile. There would also be some advantages in including the European
Parliament in the selection process in line with the appointment process of the other
ESAs.206 This would ensure an open selection process in favour of a Chairperson with
sufficient independence.
The Regulation goes on to briefly outline four tasks entrusted to the ESRB. The first
relates to the collection and exchange of information which the Regulation sets out in
Article 15 (1) stating that ‘the ESRB shall provide the ESAs with the information on risks
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necessary for the achievement of their tasks’.207 Once again, the wording is all‐
encompassing, giving the ESRB very little in the way of guidance other than that it
should be mindful of the tasks of the ESAs and the kind of information they might need
to mitigate the occurrence of systemic risk. The rest of the Article details how the ESRB
can obtain and disseminate information. Although the processing of information might
appear to be a very bureaucratic task, in systemic risk terms it takes on a different
meaning and, as discussed below, it will be the premise on which the effectiveness of
the ESRB will be evaluated.
The second task it is entrusted with concerns its ability to issue warnings and
recommendations.208 Once again, the Regulation gives little in the way of guidance or
direction and employs very permissive language in that warnings or recommendations
may be issued to any of the ESAs, Member States, the Union as a whole or national
supervisory authorities. A recommendation may also be issued to the Commission with
respect to EU legislation. However, the ESRB does not have the power to address
individual firms directly209 and the stated warnings or recommendations may be of a
general or specific nature.210 Again, it appears the Regulation intends that the ESRB
should determine and set a precedent for the way it operates. However, deciding that
the ultimate power to decide on the declaration of emergency situations does not lie
with the ESRB removes a considerable amount of responsibility and power from it.
There are two main arguments in favour of this. The first is that it will safeguard the
constitutional standing of the ESRB by not delegating powers to it that would fall
outside the conditions of Article 114 of TFEU. The second argument refers to the
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considerable effect the declaration has on shifting more power to the ESAs once an
emergency situation has been declared, which gives them the possibility to intervene
more directly in supervising financial market activity.211 Similarly, the ESRB will not be
empowered with the final decision‐making process regarding the classification of firms
in terms of potential risk, but will be restricted to participating in establishing the
criteria for financial institution stress testing.
The third task is in relation to the follow‐up on the recommendations it makes.212 The
ESRB, in the first instance, is due to receive a response by the recipient of the
recommendation which must be in the form of an explanation of actions taken or an
explanation of why no action was deemed necessary or taken.213 If the ESRB is not
satisfied with the follow‐up, recourse to the Council or an ESA is available. The
enforcement ability of the ESRB appears rather poor, and would greatly depend on the
action of the Council or the ESA as the case may be, in order to decide to enforce or
not.
Finally, the Regulation provides for when the ESRB deems it appropriate for a warning
or recommendation to be made public.214 This ability ultimately represents the biggest
threat in the small arsenal of enforcement action that the ESRB has access to, in
particular, if the warning relates to a financial institution where embarrassment and
negative publicity could ensue. This also carries the chance to accelerate the
realisation of systemic risk should such a warning cause panic with awareness of any
particular exposure a financial institution is subjected to. As was seen in the case of
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Northern Rock, information regarding the problems surrounding the mortgage lender
were kept confidential by the BoE, fearing that public knowledge would cause a run on
the bank, which is ultimately what happened. This power, however, is moderated by
the fact that it needs to run any intention by the Council before making the
information public.215 It must also notify the recipient in a timely manner.216 The
overall timeframe of the process is not defined, this is problematic when dealing with
an imminent materialisation of systemic risk where time would be of the essence.
The ESRB will also be entrusted with coordination beyond the EU, this will mainly
involve communicating with the IMF and the FSB.217 With the knowledge that
mitigating systemic risk needs to be coordinated on a global level, the generality of the
provision could lead the ESRB to develop its powers on an international stage. On the
other hand, due to its lack of formal enforcement powers, it may also lack legitimacy at
this level.
Essentially, this short Regulation offers little in terms of detail or guidance on the way
the ESRB must achieve its objectives and tasks. The wording is also very general which
may translate the sentiment of uncertain boundaries for the materialisation of
systemic risk. On the other hand, it gives this body flexibility and a potential wide
scope of action in terms of information gathering and processing. However, this falls
short of a macro‐prudential supervisor in the traditional sense. The ESRB is, on paper
at least, greatly supported by the ECB, the Council and ESAs in terms of enforcement.
From the outset, its independent effectiveness is therefore in doubt. Its soft law status
also appears at odds with the post‐crisis move towards hard provisions, more
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harmonisation and a single rulebook for financial services. With the absence of legal
personality, an open mandate stated in very general terms and few recourses to
concrete enforcement, it raises the question as to whether the ESRB is actually
equipped to become the systemic risk champion of the EU or whether it will merely
become a post‐box for information transmission.
D. Assessing the ESRB’s potential for effectiveness as a soft law body
‘Soft law’ can be defined as ‘rules of conduct that are laid down in instruments which
have not been attributed legally binding force as such, but nevertheless may have
certain (indirect) legal effects, and that are aimed at and may produce practical
effects’.218 Although ‘soft law’ is primarily used to define a certain type of rule‐making,
it can also be used to denote a certain approach to supervision and enforcement such
as guidance and recommendations.
It seems that as soon as a body or organisation is given a mandate without formal
normative powers, it is often described as lacking in ability or authority. However, soft
law bodies can be effective and exert a considerable amount of power far beyond the
mere symbolism that is often attributed to them.219 At an international level, financial
regulation falls, for the best part, under the notion of ‘soft law’, which means non‐
formally binding or enforceable standards, statements and guidelines that
nevertheless have the ability to influence the behaviour of countries.220 The influence
exercised is obviously not one of fear of sanctions, although they may result in such,
but more from an economic and social aspect.
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Compliance with soft law at an international level is facilitated from the outset by the
fact that it originates from a common goal amongst adopters.221 Kirton and Trebilcock
argue that soft law instruments are easier to negotiate and allow for deeper
cooperation as they do not have to worry about enforcement.222 Indeed, agreement
on the objective greatly facilitates the process of establishing a set of means by which
to achieve it. If it is agreed that a given issue needs to be tackled and mitigated, not
only is it easier to put in place an infrastructure but the adoption of non‐binding
standards means that concessions are more easily made at an international level. This
is also valid for soft law bodies established to reach a certain objective. It might be
suggested that only the countries interested in achieving the said objective would
become a participant in the body, and therefore, more open to consensus.223 If such
bodies are not bound by systematic conflicting votes and vetoes, then it means the
body can be more flexible to react and adopt measures which are up to date. In
financial services terms, this represents a substantial advantage as laws and
regulations have often been accused of lacking in the ability to keep up with dynamic
financial markets.224
Once standards are in place, soft law is generally fuelled by a moral obligation and a
certain amount of competitiveness in terms of being at the forefront of best
practice.225 This is particularly true in terms of financial regulation where international
finance and trade can be made difficult by countries not adopting acceptable
standards. This has been obvious with measures aimed at combating money
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laundering. In this instance, the FATF has been instrumental in imposing global
common standards via its recommendations,226 and these have been transposed into
EU law under the successive Anti‐Money Laundering Directives.227 Those countries
which fall short of the expectations may be open to being blacklisted, and the financial
institutions in those countries will find it difficult to engage in cross‐border business.
More than just shaming, failing to adhere to international standards can carry concrete
consequences. This particular process has also been efficient in bringing to light the
activities of ‘tax havens’ and countries which are prone to corruption.
Countries are also encouraged to adhere to certain international standards, or be a
participant in a soft law body as this may benefit them by lowering the funding costs of
its sovereign debt in two ways. The first is that the lending countries will use the fact
that they will decide the terms of the borrowing by using it as a bargaining tool to
coerce the borrowing country into adopting a given international standard. The
lending country is motivated to do so because it believes, on the one hand, that by
adopting the said standards, the chance of default is lower; and on the other, it avoids
a form of jurisdictional arbitrage where the lending country would be at a
disadvantage. The second is that CRAs may take such criteria into account when rating
government issued bonds, where the inability for a country to adopt a relevant
standard, or introduce a standard into domestic law could be seen as a sign of
weakness or lack of stability.
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Financial institutions also find it desirable to be seen as irreproachable when it comes
to best practice. Showing their clientele that they are doing things right can be seen as
a form of marketing. However, the incentive seems to come from a need to convince
their respective regulatory bodies that they do not need external intervention on the
way they carry out their business. This ties in with the suggestion by soft law theorists
that, provided a measure modifies behaviour, then it can be considered to have a
certain degree of effectiveness.228 They want to show that they can be trusted to self‐
regulate, or demonstrate that, beyond their respective country’s attitude to the
standards, they are willing to participate. In the late 1990s, the Wolfsberg Group229
were credited with having influenced the changes that occurred regarding the FATF
recommendation in 2000. Participation in the Group or statements by private banks
that they adhered to the Wolfsberg principles was sufficient to demonstrate good
behaviour in this respect. However, no auditing, supervision or formal document sign
up was necessary so whether those firms actually put their statement into practice and
to what degree could not be verified. In the EU, these principles were gradually
covered by the successive Anti‐money Laundering Directives, thereby turning the
Group into a lobbying tool for private banks to influence hard laws instead.
Soft law must not be seen as a lesser hard law option, but actually as a useful tool with
attributes that are in many circumstances fit for the international legal landscape,230 as
opposed to hard law which operates within a strict framework. Not only is it difficult to
achieve a consensus, but any result may turn out to be difficult to implement at the
domestic level. The establishment of the EU legal framework has been a long and
228
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technical process where, in order to achieve a harmonisation process that works,
decades of trial and error have been necessary. This testifies to the multiple difficulties
that would be encountered by trying to introduce laws that are ill‐fitting at a domestic
level. Indeed, the compatibility and enforceability of laws that are not coherent would
potentially lead to an inability of countries to comply.231 Soft law on the other hand is
flexible and malleable, meaning that reaching the objectives and the intended purpose
of the law does not necessarily disturb domestic legislature. This does not necessarily
mean that soft law needs to be imprecise and vague. The greatest success of
international financial law was achieved by the successive Basel Accords, in an attempt
to harmonise capital requirements at a global level. The technical standards that have
generally been issued have been of great detail and, more recently under Basel 3, have
been very complex. The fact that these are drafted by technicians and experienced
practitioners rather than by legislators is notable in the drafting. The traditional body
of legislative wording is replaced here by precise guidance on how to calculate capital
requirements. In this instance, the successive Capital Requirement Directives have
transposed these standards with great accuracy into hard law, with tools and technical
capital calculations adopted virtually directly by financial institutions.232 Klabbers
suggests that it is when precision is lacking in soft law measures that negative
consequences may arise when they are transformed into normative categories.233
Another specificity of soft law is its ability to be used in simulated test format. If it is
unsuccessful in achieving its objective, or the objective no longer exists, then it can be
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set aside and forgotten without a formal process.234 Depending on the reason for the
abandonment, this can be seen either as a positive or a negative. If the reason is
because the initial purpose has lost its raison d’etre, then this presents the advantage
of being able to wind down whatever was put in place without formality. However, if
the raison d’etre remains but the process to achieve it is seen as burdensome or too
costly, then the abandonment may take place for the wrong reasons, and prove that it
does not have the persuasiveness of hard law to persevere with the objective. The
main advantage with this aspect, though, is the trial and error process which can be
made possible by the flexible framework. If an aspect of the soft law is seen to be
inadequate or not crucial to attaining the objectives, then it can navigate through the
process until stabilised with minimal formality. This flexibility does, however, expose it
to the criticism of being unrepresentative, illegitimate, opaque, unaccountable and
open to having its objectives hijacked by lobbying interests.235 With regard to
accountability and legitimacy, Ferran and Alexander suggest that it is paradoxical that
such concerns are raised and are more intense when a soft law method is successful.
Its success can be measured by the level of compliance that it experiences and its
popularity which inevitably raises its profile and gives rise to the criticisms listed
above. This is particularly the case in international financial regulation as tensions can
rise in times of crisis and economic doubt.236
During and after the crisis, the fact that international financial regulation was governed
by soft law principles came under criticism. Soft law was accused of not being optimal
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and that it was in need of strengthening due to the fact that the warning mechanism of
the FSB and the IMF was lacking and insufficient.237 However, the limitations of soft
law might not lie, in this instance, with its own ability, but more with the willingness of
countries to put in place an effective supervisory regime at international level. It is
difficult to place blame on organisations like the FSB or IMF if they do not have at their
disposal adequate tools or sufficient information in order to address systemic risk.
There are obvious limitations to soft law, and in order for it to be effective a balance
needs to be achieved regarding the expectations and the amount of commitment
made by the relevant parties. Moreover, due to the fact that soft law can be ignored,
and although we recognise that this is not desirable for reasons of peer pressure and
economic advantages and reputation, in times of stress, a country may forgo those
pressures in favour of other priorities. However, Ferran and Alexander suggest that
absent or creative compliance is not solely an issue for soft laws but that there is
evidence to suggest that hard laws can also fall foul of this behaviour.238 Interestingly
they take as an example the fact that in 2010 the countries that had signed up to the
OECD transparency standards in terms of taxation and compliance could be considered
‘light’.239 Adherence to the standards has greatly increased since then, but we need to
take into consideration the fact that the crisis has drained the coffers of the affected
countries and they are now in search of revenue. This has led to greater political
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commitment by adopting the G20 recommendations.240 However, the OECD
recognises that the ‘real test of whether the Global Forum has achieved its goal is
whether it has improved transparency and made exchange of information more
effective in practice’241 as opposed to merely signing up to the terms. Consequently,
although creative compliance may not exist to the same extent with hard and soft law,
both need an element of political will in order to be effective.
In the foreseeable future, it is difficult to imagine financial regulation at an
international level without the use of soft law bodies and measures. In many
circumstances, it will be the only available option and, in this way, it must be seen on
balance as more helpful than objectionable.242 Reform is likely as the financial crisis
considerably consolidated views on further regulatory integration at an international
level.243 In certain circumstances, the lack of domestic protection will push towards a
hardening of soft measures, as was seen with the introduction of CRA Regulations.
Soft law mechanisms have also been used within the EU. There is, however, an
important difference to mechanisms at an International level, taking into consideration
the fact that the EU is founded on the basis of countries committed to founding a
common market from the outset. This, coupled with the legal infrastructure that now
governs the EU, eliminates the argument that soft law measures need to be used as
240
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the default option. EU soft law measures generally take a harder tone than
international ones as usage under EU law is governed by the founding treaties, and
these measures may have directly enforceable consequences on individuals.244 The
coexistence of soft and hard law at EU level seems to have fared well, but this again
raises concerns about the legitimacy of the soft law measures, specifically because
they may have a direct impact on individuals. Indeed, the choice of soft law could be
perceived as sidestepping the proper process of legislating, in an effort to speed up a
measure that might have encountered more resistance as a hard measure. However, it
is generally thought that the usage of soft law within the EU is a useful tool, even more
so because its usage is governed by the Treaty. This is a safeguard that does not exist
at an international level.245
Prior to the crisis, soft law measures held an important strategic role within the
regulation of financial services in the EU. The idea of a single rule book was set aside in
favour of innovative ideas such as risk‐based and principles‐based approaches. The
purpose at EU level was in an effort to keep up with the dynamism of financial
services. Early on, the Lamfalussy process pointed towards EU financial regulation with
the intention that it should be overseen by a set of principles, with the technicalities
left up to Level 3 Committees and national regulators. Although the role of these
bodies has been hardened under the new framework, and their abilities to enforce
have become more tangible, soft methods are likely to remain as the issuance of
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guidance of the ESA bodies and recommendations issued by bodies such as the ECB
and the ESRB are deemed necessary for the efficient running of the framework.246
For the EU, it has become far easier to harden the stance post‐crisis on measures
related to financial services than it was at international level due the legal framework
that was available. By selecting Regulations over Directives, the EU now has the ability
to limit national discretion and immediately move towards greater harmonisation.247
However, soft measures will retain a place within the EU framework, albeit
repositioned. Beyond the ESRB, which is positioned as a soft law body, the ESAs will
also generate over time a certain amount of soft law precedent. For example, the
ESMA has demonstrated its ability to guide institutions directly through the process of
implementing EMIR with flexibility.248 While it does not represent a hardening of
financial regulation, it will have a harmonising effect by removing further national
discretion.

E. A status in tune with its mission
Although post‐crisis we have seen some concrete measures to harmonise and
reinforce the regulation of financial services in the EU, it can be seen that the
achievement of this at a macro‐prudential level presents far greater challenges. This
helps to explain the reasons for using soft law measures embodied within the ESRB.
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The most concrete power handed to the ESRB has been in terms of information
gathering and processing. The effective collection and processing of data at micro and
macro‐levels is a prerequisite for the operational supervision of systemic risk. The
bureaucratic appearance of this task is diluted by the novel and technical aspects that
stem from the processing of such information, and which represents a considerable
hurdle for the ESRB in carrying out its mission. Indeed, according to the Regulation, the
ESRB holds considerable powers to request information. However, the effectiveness of
the request for information will be dependent on how the mechanisms of the request
operate in practice.249 It must be noted that the ESRB has the power to request rather
than require the relevant bodies to produce information. The request is, however,
reinforced by the requirement that the listed bodies are obliged to co‐operate closely
with the ESRB, and provide all information necessary in order for it to fulfil its
obligation.250 This means that failure to comply with a request from the ESRB could
lead to a breach of obligation under EU law, meaning its soft law status has, to an
extent, hard law backing. Should the mechanisms be effective and timely for the
collection of information, then the technical task of analysing and processing the data
in a format that raises awareness in terms of potential systemic risks will also need to
be effective and usable.
A potential area of tension may arise on the territorial demarcation of macro and
micro‐prudential supervision. According to the Regulation, the ESRB can request
information from individual firms where specific data is deemed necessary.251 The
necessity could arise from an interest in the liquidity or solvency of a systemically
249

B Weder di Mauro and U Klueh, ‘Reshaping Systemic Regulation in Europe’ (2010) 16(2) The Brown
Journal of World Affairs 179.
250
ESRB Regulations (n 169) art 15 (2).
251
ibid art 15 (4)–(5)

203

relevant institution. This could blur the line between macro and micro‐prudential, and
create tensions between the ESRB and the domestic supervisor who is responsible for
the supervision on a micro‐prudential level. This could potentially jeopardise the
ESRB’s effectiveness where the legal obligation to provide such information could be
contested.
The issuance of recommendations and warnings are not binding but, similar to the
information‐gathering task, there is solid procedural and institutional back‐up. The
issuance of recommendations falls under the ‘comply or explain’ obligation which
affects any recipient. The necessity to act on behalf of the recipient creates an outright
consciousness to consider the issue raised. If the ESRB is not satisfied with either the
explanation or the action taken, then it has the power to refer the matter to the
relevant ESA, the Council or the Chair of the Parliament’s Economic and Monetary
Affairs Committee.252 Furthermore, should the recipient of a recommendation object
to its nature or content, it has the obligation to take it up with the relevant ESA.253
From a legal perspective, the ESA will be bound to support the ESRB under its
obligation to cooperate closely and take account of the recommendations and
warnings produced by the ESRB.
Of all its powers, the most important one is the ability to make a warning or
recommendation public.254 The publicity of a warning could however have the adverse
effect of creating further concerns in the market, and potentially reinforcing systemic
consequences, so already from this perspective the ESRB will want to exercise caution
in the use of this power. It is also the power which will come under the most scrutiny
252
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as the public issuance of a warning or recommendation can lead to a hearing before
the European Parliament and will at least be mentioned in the ESRB’s annual report.255
The recipients of warnings or recommendations will be most wary of this power, and
the ability to name and shame will give them pause for thought concerning the overall
tasks undertaken by the ESRB.
There has been a consensus for action in various areas of regulatory reform which
were swift in their implementation, such as the AIFMD, EMIR and the CRA Regulations.
However, the scope for institutional reform is not open‐ended and is greatly limited by
political, legal and practical considerations. Unlike the ESAs which are evolutions of an
existing framework,256 the ESRB is a totally new concept that introduces concrete
macro‐prudential regulation at an EU level. This means that political nervousness
remains high as domestic implications remain uncertain. This leads uncertainly to the
idea that the ESRB could entertain harder enforcement powers in the future although
the nature of its task may lend itself to being part of a hybrid mechanism of hard and
soft law measures which are now apparent within the ESFS.
The urgency to regulate systemic risk to a greater extent has increased since the crisis,
and has led the notion into unchartered territory. This pressure to regulate systemic
risk is both economic and political. The materialisation of systemic risks throughout the
crisis was costly in monetary terms; therefore, the political perspective will only follow
reform insofar as it is meaningful from a cost benefit perspective. Should the
regulation of systemic risk impinge on the ability of a jurisdiction to generate income,
then it is likely that the political enthusiasm will diminish proportionally with the
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likelihood of occurrence. Establishing the ESRB as a soft law body facilitates the
achievement of the mission to deliver a new framework for micro and macro‐
prudential supervision.257
The consensus of having this element of macro‐prudential supervision in a soft format
is reinforced by the introduction of hard measures which cover areas of systemic risk
regulation. Indeed, this has been seen in certain sections of EMIR and AIFMD which
are dedicated to regulating systemic risk. However, the issue that arises in the case of
the ESRB is that the ramifications of the notion of systemic risk are hard to pin down
from a normative perspective. How it manifests itself is also very uncertain, which also
explains the wide definition given by the regulation and its reluctance to pinpoint
specific situations.258 It appears desirable, however, that the regulation should not try
to confine the notion as it is clear that systemic risk is embryonic and prone to evolving
in different forms. Therefore, such flexibility is desirable in the initial stages of active
supervision by the ESRB as it will enable it to establish areas of focus and refine its
tasks. In terms of positioning, however, it may prove to be a weakness for the ESRB in
the first instance as it will have little in terms of concrete specific matters to refer to in
the exercise of its mandate. Once again, it will be down to how the ESRB can position
itself in determining the scope of the framework within which it can operate, and be
persuasive as to its tasks within the ESFS. In essence, the ESRB will forge the notion of
systemic risk supervision within the EU insofar as it can appear a legitimate and
credible macro‐prudential supervisor.
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Systemic risk also appears to be an area of regulation which will be organic with only
sporadic supervisory intervention. As we have seen with the post‐crisis legislative
measures, each area of concern within financial services appears to be systemically
risk‐assessed, either from the perspective of not creating potential for systemic risk,
but also to entertain the potential for legislative drafting that would assist in systemic
risk mitigation. The fact that the occurrence of systemic risk on a catastrophic level, as
was seen during the crisis, is a rare event, then testing the effectiveness of the ESRB
may not happen for a long time. The difficulty in assessing the effectiveness of the
ESRB is that its successes will not necessarily be visible. Due to the sporadic and
occasional nature of systemic risk, only failures in macro‐prudential supervision will be
visible when systemic risk materialises.
F. The ESRB’s positioning will be crucial
The broad meanings given generally to the notions of macro‐prudential and systemic
risk and the drafting of the Regulation mean that the ESRB’s work is open‐ended as to
its mandate and concrete tasks. The success or importance of the ESRB within the new
ESFS will greatly depend on its ability to position itself beyond an information
gathering agency. The way in which the Regulation is drafted does not clearly define
how ambitious it wishes the ESRB to be nor how accountable it should be in relation to
the recommendations and warnings it makes. However, the meaningfulness of the
macro‐prudential framework would be lost if its authority were limited to gathering
information. The true test will be with how the other agencies or recipients of the
recommendations treat the information received. The advantage of the soft law set‐up
is that it uses moral pressure and this will encourage the other institutions to take it
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seriously due to the efforts recently made in regulating systemic risk and the
recognition of the need for a macro‐prudential supervisor. Therefore, if it can be
assumed that in the formative years the ESRB will be regarded as an important
indicator on where to focus efforts to mitigate systemic risk, then the impact of its
advice will be extensive. Its potential influence will extend beyond the consideration of
the agencies. In fact, it stands to affect general policy at EU‐level on several fronts; for
example, this could involve competition issues, fiscal considerations and the free
movement of capital. The element of accountability will also be a determinant in the
positioning of the ESRB, and will need to be proportional to the authority it is able to
assert. The principal elements of accountability are the annual reporting and hearings
before the Parliament.259 To a certain extent, the dialogue between the ESRB and the
European Parliament will determine the focus taken by the ESRB. Indeed, during the
hearings, depending on how the MEPs focus their questions and concerns will
invariably determine how the ESRB is to carry out its mission. So far, the dialogue
between the ESRB and the European Parliament has not been conducive to effective
systemic risk management.260 Indeed, on the one hand, the ESRB has been reproached
for not being able to communicate efficiently about its understanding of key systemic
issues in the EU. On the other hand, the European Parliament has not challenged the
ESRB on this aspect. Therefore, both parties have focussed on crisis issues and
immediate issues, such as the Greek debt crisis.
It is important to introduce an improved dialogue at this level and, in particular, a
focus on medium and long‐term risk mitigation. A possibility here would be to have a
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fixed agenda where the ESRB’s reporting would be divided into past, present and
future risks in order to ensure these issues are addressed. For ease of reference, MEPs
would benefit from a reporting format that would clearly highlight the prioritisation of
risk suggested by the ESRB. An effective reform of the working process of the ESRB
would include a rigidly presented agenda in order to ensure that the issues were
correctly delivered. This, in turn, would facilitate effective challenge from the
European Parliament. Moreover, it would also be advisable to have a mechanism
where the Parliament could rebuke the ESRB if it was not satisfied with its
performance. Currently, such a system of redress does not exist.261 Accountability will
be what cements the ESRB as the responsible agency for macro‐prudential supervision
and will act as a determinant of the future quality of the recommendations issued by
it. The more the ESRB is held accountable for its actions, the more it will need to focus
on quality which will in turn determine that its actions are taken seriously.
The overall effectiveness of the ESRB and its potential to impose itself within the ESFS
remains under question and enigmatic. It would be short‐sighted to conclude that the
ESRB will only be able to exert influence rather than power. In isolation, this would be
true if the ESRB had to rely solely on its credibility to assert itself. However, being part
of the hybrid mechanism where it finds itself, and being a soft law body within a
framework that has hard bodies which are bound to support it, means that it finds
itself in a far more assertive position than other soft law bodies, such as the FSB. The
downside to these indirect powers is that the ESRB’s success is dependent on the
ability, and to a certain extent the willingness of the institutions on which it relies to
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use the information provided to them. The association with the other bodies may also
mean it will be forcibly involved with disputes as to the legitimacy of their actions. In
fact, within the new regulatory framework, the powers of the ESAs have already come
under scrutiny and been the subject of legal action.262 It would, therefore, not be
surprising that the actions of one of the ESAs which relied on a warning or
recommendation of the ESRB would drag it into the debate.
The ESRB’s effectiveness will depend on its ability to be successful in three aspects.
The first is that its technical mission is complex and novel. The ability of soft law bodies
to be able to assert themselves very much depends on them gaining a solid reputation
for technical competence. The mechanics of the ESRBs operation will, therefore, be
key in enabling it to gain credibility. The second aspect will require the ESRB to be able
to take advantage of the established framework of the EU. Although complex, there is
purpose to the set‐up, and the positioning of the ESRB makes it responsible for macro‐
prudential supervision. It must find its place within the framework and use its
influence in a way that demonstrates a usefulness beyond being a mere central
bankers’ talking group of which it has been accused. Finally, the ESRB must take
advantage of the clever hybrid mechanism of which it is a part. Legally constituted as a
soft law body, it enjoys considerable indirect powers via the other ESAs and in its
relationship to EU Institutions. In this case, it is unlikely that a policy change would set
limits to financial integration. Therefore, its mandate will persist, and whether it is
successful or not, will inevitably lead to a formalising of its powers.
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The ESRB also needs to raise its profile by being more visible and transparent. So far, it
has failed to raise awareness of its activities and output.263 It has tried to change this
trend by creating a ‘Systemic Risk Dashboard’264 which compiles data in a concise and
clear way. However, the data remains technical, and it is difficult to identify which risks
are currently regarded as significant. As discussed above, the communication of
potential risks is the cornerstone of its mission. In order to be regarded as an effective
body, it must be able to communicate a prioritisation of risks on a regular basis. A
method of colour coding is provided for in the Regulation which to date has failed to
materialise.265 To an extent, and being conscious of market sentiment, the reports of
the ESRB need to be newsworthy. A short report that would use a colour coding
warning system would enable it to gain importance and improve its transparency. The
creation of a ‘Heat Map’ constituted one of the suggested improvements set out by
the Directorate General for Internal Policies.266 It suggested that the severity of risks
warnings could be updated on a quarterly basis, but more importantly it suggested the
rationale for arriving at the risk prioritisation and the actions to be taken. However, to
gain awareness of the body and its work, a very simple document, with the colour
codes and only prevalent risks, would draw attention and interest to the other reports
prepared by the ESRB. Adopting such measures will be key in seeing its position evolve
within the EU framework and give it the profile it needs to fulfil the future tasks it has
already been empowered to undertake.
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The new Capital Requirements Directive267 and Capital Requirements Regulation268
(the ‘CRD IV Package), as discussed in Chapter IV, introduces some measure of
particular systemic relevance. To this effect, the ESRB has been given tasks under the
Directive to coordinate macro‐prudential policies. These tasks can be divided under
three of the provisions: the Countercyclical Buffer (CCB), the Systemic Risk Buffer
(SRB), and the assessment of macro‐prudential instruments.
Article 136 requires designated authorities of Member States to set CCBs on a
quarterly basis.269 To this extent, the ESRB has been empowered to give guidance to
the designated authorities in the form of recommendations on the variables that these
authorities might use to calculate their CCBs. The scope of the guidance to be provided
by the ESRB is set out in Article 135 (1)270 whereby the ESRB must ‘ensure that
authorities adopt a sound approach to relevant macro‐economic cycles’, offer general
guidance on the measurement and calculation of the deviation from long‐term trends
of ratio of credit to GDP and the calculation of buffer guides, guidance on variables
that indicate the build‐up of system wide risk’ and give guidance on ‘qualitative criteria
that indicate that the buffer should be maintained, reduced or fully released’.271 Article
138 states that the ESRB may also issue recommendations on the CCB and rate the
exposure to third countries where the ESRB considers it necessary. It may not,
however, issue recommendations in relation to individual Member State CCBs.
267

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 L176/338 and
Regulation (EU) No 575/2013 of the European and of the Council of 26 June 2013 on prudential
requirements for credit institutions and investment firms and amending Regulation (EU) No 648/2012
[2013] OJ L176/1, 338.
268
Regulation (EU) No 575/2013 (n 267).
269
Directive 2013/36/EU (n 267).
270
Directive 2013/36/EU (n 267).
271
ibid art 135 (1).

212

Member States may introduce at their discretion SSBs which constitute a common
equity tier one capital for their respective financial sector, or elements of it. The
purpose of this is to mitigate long‐term non‐cyclical systemic or macro‐prudential risks.
The procedures that are set to establish the SSB trigger a variety of tasks for the ESRB
which are contained in Article 133. In particular, the ESRB will be required to issue
opinions and recommendations with regard to the establishment of the SSB.
Under Article 458,272 Member States will also have discretion to ‘gold plate’ CRD
measures where they identify a particular weakness or change in intensity of their
respective financial sector. However, under this provision the Member States need to
notify all the EU Institutions including the ECB and the ESRB, and submit relevant
evidence of the necessity to apply stricter measures. This will trigger tasks for the
ESRB, notably the requirement to provide an opinion to the EU Institutions and the
Member State on the necessity, effectiveness and proportionality of a measure.273
Beyond the measure itself, the ramifications of the ESRB’s requirements are extensive,
such as providing recommendations to Member States which do not recognise the
exceptional measure;274 provide a recommendation or opinion to the Commission on
the potential need to expand such measures to the whole of the EU;275 and assist the
Commission to draw up a report on the potential requirement for the use of such
measures.276
These new duties and tasks raise the profile of the ESRB and give it the legitimacy that
it was earmarked to have. More than merely processing information, under CRD IV the
272
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ESRB holds concrete duties that are instrumental for the good operation of the
harmonisation of capital requirements across the EU. However, it will ‘be challenging,
if not impossible, to execute under the ESRB’s current institutional structure’.277
Indeed, the operation of the ESRB currently relies on analytical capacity from the
Member States and works on a project basis. The provisions under CRD IV give the
ESRB duties which would arise on a regular basis, and also demand prompt responses,
one month under most provisions. It is difficult to evaluate how many opinions or
recommendations it will need to issue under the requirements, but it appears that any
number would be too burdensome. It is also worth considering that any opinion or
recommendation prepared would need to be approved by the General Board. This
would, therefore, not only increase the time needed to issue them but would also
weigh heavily on the already inefficient system. This confirms the need to streamline
the decision process at ESRB level as discussed above in order for opinions and
recommendations to be promptly issued. Nevertheless, of particular relevance to the
CRD IV Regulations is the need of the ESRB to quantitatively increase its analytical
competence.
V.

Concluding remarks on the ESFS

The establishment of the ESFS must be regarded, overall, as a success for the
development and harmonisation of regulatory and supervisory practices for financial
services at EU level. To consider it a success, one must view the considerable
developments that have occurred post‐crisis, and the timeliness with which it was set
up. The greatest sign of progress, and the move towards concrete harmonisation can
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be seen in the powers that ESMA has gained with respect to CRAs. This has been
possible as a result of the lack of political sensitivity in this area of supervision, and also
because of the evidence that CRAs acted as an aggravator of the crisis. Such acquisition
of powers is a sign of things to come, albeit in a tension‐driven and piecemeal fashion.
The unusual speed of implementation of the ESFS has, of course, left room for
improvement, and we might consider that the next step towards harmonisation is in
its infancy. The problem remains as to whether the next step will require major
changes at a constitutional level and a jurisprudential level, or whether adjusting the
system will generate sufficient benefits. Due to the fact that Treaty change in this
direction could involve significant discussions amongst Member States, therefore not
be timely, some areas of the system could be amended and prove to be of great
benefit without necessitating Treaty change. In particular, some governance changes
could be brought about that would greatly enhance the positioning of the ESAs and
enable it to gain independence. Recent case law has also pointed towards further
flexibility so that ESAs can increase their powers.
Despite the fact that, to date, the ESRB has not been entirely convincing, its remit is
due to expand. Unlike the ESAs, the ESRB is a totally new body with a new mandate for
the EU. Its designated role as a prima facie macro‐prudential supervisor does not sit
comfortably with its lack of enforcement powers and its soft law status. However, the
political nervousness and the fear of the unknown will dissipate provided that the ESRB
can position itself within the EU framework and demonstrate sufficient competence in
this role. Like the ESAs, some small adjustments to the Board will help to improve its
standing. The main problem is that there are governance issues, in particular, the one
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related to the position of Chair currently held by the President of the ECB. In terms of
positioning, the ESRB could also benefit from some publicity to raise its profile by
creating more concise, newsworthy reports, whilst remaining, of course, mindful of
market sensitivities. Despite these concerns, the ESRB is promised a more prominent
future because of the additional powers that have been conferred on it, in particular,
under the CRD IV provisions. It appears that, currently, the ESRB is simply not equipped
to carry out its duties under CRD IV. There is now a short time‐frame within which the
ESRB will need to improve its governance issues and acquire further analytical staff if it
wants to be able to fulfil this role.
The greatest threat to the ESFS as a whole is the establishment of the SSM which aims
to create a banking union. Its introduction presents many challenges, but of greatest
concern is its ability to supplant the ESFS. Indeed, although it is conceived primarily as
a banking focussed micro‐prudential supervisory arrangement, it is also ear‐marked to
use macro‐prudential tools, such as setting varying capital buffers. The predominance
of banks in terms of prudential oversight at EU level only supports the idea that the
SSM could become a competing set‐up, notwithstanding its proximity to the ECB. The
next Chapter will focus on how the ESFS and the SSM can co‐exist.
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CHAPTER V: THE SINGLE SUPERVISORY MECHANISM AND THE POTENTIAL FOR IT TO
SUPPLANT THE ESFS

The previous Chapter aimed to provide a detailed insight into the new ESFS regime,
noting considerable changes and advancements for the EU supervisory framework.
The Chapter argued that it can be considered a success for the EU save some
weaknesses that need to be addressed. This final Chapter will comment on the new
initiative to coordinate banking supervision in the Eurozone and how this will affect
the standing of the ESFS.
In 2012, the Eurozone Heads of State and Governments called upon the European
Commission to present proposals to provide for a Single Supervisory Mechanism (SSM)
that involved the European Central Bank (ECB). The European Commission set out its
vision to ‘address significant threats to financial stability across the Economic and
Monetary Union’ in its Roadmap towards a Banking Union.1 The essence of the
document was to make two legislative proposals: a Regulation conferring new powers
to the ECB,2 and the other amending the founding Regulation of the European Banking
Authority.3 Jointly, these proposals would form and be known as the SSM. The SSM is
the first pillar of the Banking Union and the one that is at its most advanced stage; the
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other pillars are the Single Resolution Mechanism (SRM) and the Single Deposit
Guarantee Scheme (SDGS).
The key message set out by the Commission in support of the proposals was that the
coordination between supervisors that had been set out at ESFS level was insufficient,
and this was particularly the case in relation to a single currency. The urgency of the
move was primarily motivated by Member State debt issues and the fact that banks
were dependent on state aid for survival. This, in turn, has put the Euro currency under
pressure, rendering the issue particularly relevant at Eurozone level. This has created a
strong rationale for increasing control and monitoring over Member States that are
part of the Eurozone. The time was opportune, with fiscal governance remaining a
sensitive topic, control over systemically relevant banks appeared to be an easier angle
to take, in particular considering that the debt crisis was aggravated by the bailing out
of ailing banks. Indeed, the Eurozone’s rescue fund, the European Stability Mechanism
(ESM) could previously only be used to finance banks via loans to national
governments, which increased their respective debts and borrowing costs accordingly.
In order to allow the ESM to finance banks directly, it was essential to establish a
supervisory link between the banks and the EU, and break the sovereign one.4
The powers granted to the ECB under the SSM are extensive, effectively setting it up as
a supervisor of the supervisors. Although this bodes well for the development of
uniform supervisory practices at SSM level, it raises the question of how it can be
incorporated within the bigger EU sphere. The fact that the SSM has been established
with relative haste to resolve sovereign debt issues leads to the idea that spheres
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within the EU could be developing at different speeds. This is of particular concern
with regard to the steps that have been achieved at ESFS levels, especially with regards
to the fragility of some of its components. Of interest to this chapter will be the
question of how the establishment of the SSM can fit in with the development of the
ESFS, in particular the EBA and the ESRB, and to argue that the success of the SSM will
be at the expense of a supervisory rift being created at EU level.
I.

Establishment of the SSM

The Commission set out to prepare the SSM Regulations under three main themes.
These governing themes are: firstly, a direct acquisition of supervisory powers by the
ECB over banks that are set‐up in the Eurozone; secondly, the further integration of
crisis management tools and an enhanced common system for deposit protection; and
finally, that the remit of the EBA will include the development of a single rulebook for
banking regulation that will have EU‐wide relevance. The Council agreed with the
Commission, however, it intended for the rulebook to have a wider EU appeal and
reach, thus creating a more stable and secure monetary union.5
The SSM has been designated as one of the key elements of the Banking Union, and
with the ECB as principal body with oversight, it has a close link with the ESFS. Indeed,
in the previous chapter the tangible links between the ESRB and the ECB were
outlined, and it was suggested that although they should exist, they are currently too
close, for example, the ESRB is chaired by the President of the ECB. Whereas the ESFS
is composed of the three ESAs covering banking, securities and markets, and insurance
and occupational pensions across the EU, the SSM is limited to the banking sector in
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the Eurozone. There are, however, possibilities for non‐Eurozone countries to enter
under the scope of the SSM by establishing ‘close cooperation’ agreements with the
SSM, the conditions of which are provided for under Article 7.6 It is worth suggesting
two main reasons why the SSM is Eurozone focussed. The first is that the identified
problem and rationale for reinforcing the banking supervision was due to the Euro
debt crisis and the strain it was carrying from a monetary perspective. The second is
that achieving consensus for a full EU banking union would have had the effect of
weakening the result; in particular, resistance would have originated from the UK.7
Under the Regulation,8 the tasks conferred on the ECB are found under Article 4 in
micro‐prudential terms and under Article 5 for the macro‐prudential ones. The overall
applicability will be discussed below. However, it is important to highlight that
although the focus of the ECB will be on ensuring ‘a smooth and sound overview over
an entire banking group’,9 it also considers that ‘smaller institutions can also pose a
threat to financial stability’.10 Therefore, its tasks will apply to a potentially wide array
of institutions, and this suggests that it will relieve national competent authorities
from prudential regulation in relation to these firms. Some of the tasks mentioned are
significant in terms of supervisory powers. For example, the first task mentioned gives
the ECB the power to grant or withdraw credit institution licenses.11 This appears as an
extraordinary power to delegate, as although there are conditions that the ECB must
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respect,12 the business continuity ramifications for the larger institutions carry
domestic and economic consequences. This point is particularly relevant when
considering the reluctance of the UK to join the Banking Union because delegating
such a power would amount to loss of control of an industry that constitutes one of its
largest Gross Value Added contributors.13
The other tasks go into greater detail on the acquisition of powers, such as taking the
role of home supervisor when a credit institution wishes to establish a branch in a non‐
participating Member State or wants to engage in cross‐border banking activities. It
can also take the role of host supervisor where the institution is not established in a
participating Member State.14 This measure appears at odds with certain provisions
that have tended to favour financial integration. Indeed, mainly under the Markets in
Financial Instruments Directive (MiFID), there are provisions that allow financial
institutions to ‘passport’ their licence from one Member State to another without the
need for approval.15 The condition for a financial institution to do so is one of
notification rather than approval, providing the financial institution does not engage in
activities that it is not permitted to carry out in its home Member State. This
integration process was provided for under free movement principles with the
potential to harmonise practices without creating uniformity. The provisions required
financial institutions that wished to passport their services to abide by specific rules of
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the host country, thus reducing opportunistic regulatory arbitrage. In this respect,
harmonisation is desirable both for Member States and financial institutions, in
assisting with a bottom‐up approach for the development of common supervisory
standards. Here lies the potential for a rift to be generated should the ECB hamper the
passporting provisions. Although it is provided that the ECB is required to respect the
same laws as a national supervisor would and treat each institution fairly,16 the fact
that it holds the ability to remove licences means that its opinion on cross‐border
activity will be persuasive.
The ECB is also tasked with day‐to‐day supervision, such as assessing a financial
institution’s minimum regulatory holdings,17 own funds requirements, securitisation,
large exposure limits, liquidity, leverage and reporting obligations on such matters.18
Going even further, the ECB will be able to review institutional governance
arrangements, remuneration policies, internal control mechanisms and processes
provided for under their respective Internal Capital Adequacy Assessment Processes
(ICAAP).19 The Regulation also proposes that the ECB carry out direct supervisory
reviews in tandem with the EBA and in an analytical capacity. In particular, this refers
to stress tests in order to determine whether a given financial institution has sound
management and processes in order to mitigate potential risks.
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The macro‐prudential tasks are less involved, although they have the potential to carry
considerable weight. Under Article 5, the prime tasks conferred upon the ECB are in
relation to capital buffers and countercyclical capital buffers. These were described in
the two previous chapters when considering the CRD IV provisions and the powers
held by the ESRB. Capital buffers are excesses of capital that may be required by a
competent authority in excess of the regulatory minimum standards. The Article
provides for the ECB to be notified of the intention to apply capital buffers by national
competent authorities and be able to object with reasons within 5 days.20 Crucially,
however, the ECB has the ability, on its own accord, to apply higher capital
requirements including countercyclical ones.21 Again, this represents a considerable
acquisition of powers for the ECB as they can be applied to jurisdictions in their
entirety or strategic parts of them. Indeed, under this provision, the ECB could decide
to unilaterally apply the higher capital requirements of one country over another. The
ramifications are considerable, in particular in comparison to the cautiousness with
which the ESRB was handed powers to give opinions and recommendations in terms of
capital buffers as discussed in the previous chapter. The Regulation clearly outlines the
fact that the ECB must cooperate closely with all authorities that form part of the
ESFS.22 It is, however, surprising that the ESRB is not explicitly mentioned under Article
5 as a required counterpart for reaching such decisions. Constitutional issues must also
be taken into consideration. Here, the question arises as to whether the acquisition of
such powers by an EU institution is within its remit.
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The Regulation ensures that the ECB is in a position to adequately appropriate the
powers of the national competent authorities when it is required to perform the above
mentioned tasks. It states that the ECB should act as the exclusive competent and
designated authority where appropriate, stripping national competent authorities of
any recourse with respect to the items covered by the Regulation.23 It goes one step
further by stating that the ECB ‘shall also have all the powers and obligations, which
competent and designated authorities shall have under the relevant Union law, unless
otherwise provided for by this Regulation’.24 Moreover, there is the potential for the
ECB to call upon national authorities to act upon instructions where the ECB has not
been conferred such powers under the Regulation.
Its powers are divided into two categories: the investigatory powers25 and the
supervisory ones.26 The specific investigatory powers include the right to request the
necessary information in order for the ECB to fulfil its tasks in relation to credit
institutions,27 financial holding companies,28 mixed‐activity29 and mixed financial
holding companies30 established in a participating Member State. The investigatory
powers extend to any person or third parties which are recipients of outsourced
functions in relation to these entities.31 In terms of general investigatory powers, the
ECB may also request the above persons or bodies to submit documents,32 examine
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their books and records,33 obtain written or oral explanations34 and interview any
other person who so consents and for the purpose of collecting information relating to
the subject matter of an investigation.35 In cases where it is found that there is an
obstruction to an ECB investigation, then the respective Member State should provide
it with the necessary assistance.36 In order to carry out its tasks, or if required in the
course of an inspection, the ECB may conduct on‐site visits, providing the national
competent authorities receive sufficient prior notification.37
The specific supervisory powers afforded to the ECB cover standard licensing
authorisations and the ability to remove them.38 A credit institution applicant will first
need to comply with the national laws where it wishes to set up, and these will be
reviewed by the national competent authority which will then produce a draft decision
to be approved or rejected by the ECB.39 It can be concluded that the ECB’s approval is
implicitly granted if it does not reply with an objection within 10 working days. In a
similar fashion, if a national authority deems it necessary to withdraw an
authorisation, it must submit a proposal to the ECB who will then make its decision on
the merits put forward.40
The Regulation also provides for the ECB to have extensive tangible supervisory and
sanctioning powers. The format of these powers gives the ECB the kind of powers that
can be expected from a national competent authority and which can affect the running
of a business both in financial and organisational terms. These include the ability to
33
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require credit institutions to hold funds in excess of the regulatory requirements;41 set
deadlines for implementation of corrective measures;42 issue specific provisioning
policies;43 restrict lines of business;44 review remuneration practices;45 use net profits
to strengthen own funds;46 restrict distributions to shareholders;47 impose restrictions
on maturity mismatches;48 require additional disclosures;49 and remove members of
management.50
In terms of pecuniary penalties, the ECB is granted the ability to impose fines and
these need to be ‘effective, proportionate and dissuasive’.51 These penalties may
amount to twice the amount of the profits gained or losses avoided due to the breach
if this can be calculated, alternatively, up to 10% of the annual turnover of the
previous year.52 If the latter is to be used, then the results of the financial group will be
used rather than the affected component.53
In terms of organisation, a Supervisory Board will be established within the ECB in
order to carry out the planning and the execution of the tasks listed above.54 It will be
composed of a Chair who will be proposed by the ECB and approved by the European
Parliament, it must be a full‐time professional who does not hold any office with a
national competent authority. The Vice Chair will be chosen from amongst the
41
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Executive Board of the ECB. Both positions will be confirmed by a Council
Implementing Decision. The other voting members of the Supervisory Board will be
made up of four representatives of the ECB to be appointed by the ECB’s Governing
Council and will not perform any duties within the ECB relating to monetary
functions.55 Furthermore, for each participating Member State, a national competent
authority representative will be put forward. In terms of voting, decisions will be taken
by a simple majority,56 except when taking decisions of a transitional nature attached
to the TEU and TFEU.57
The ECB will dedicate a separate budget line for the tasks it carries out under the SSM,
acting as a safeguard from the monetary tasks carried out by the ECB.58 It will also be
useful to have separate accounts in order to levy appropriate supervisory fees directly
from the credit institutions it supervises.59
An Administrative Board of Review will carry out, upon request, administrative reviews
of the decisions taken by the ECB.60 The Board will be composed of individuals of
repute and competence from Member States, and exclude staff in employment at the
ECB or national competent authorities. They will need to review decisions in an
independent capacity and in the public interest.61 The nuance of having a review body
which acts in the public’s interest rather than the interests of the EU, which can be
found within the ESFS, demonstrates the intention to create a counterbalance to the
extensive powers acquired by the ECB under the Regulation. In the same way, the
55

ibid art 26 (5).
ibid art 26 (6).
57
ibid art 26 (7).
58
ibid art 29 (1).
59
ibid art 30 (1).
60
ibid art 24 (1).
61
SSM Regulations (n 2) art 24 (4).
56

227

review process is accessible to individuals and legal persons who are directly affected
by an ECB decision.62
In terms of accountability, the ECB will be accountable to the European Parliament and
the Council under the Regulation.63 Their accountability will be monitored through
annual reports, hearings upon request and confidential discussions with the Chair and
Vice Chair of the competent committees of the European Parliament; these are
requirements under the TFEU.64 Accountability is also ensured towards national
parliaments through annual or ad hoc reports to the European Parliament whereby
they may address reasoned observations to the ECB and request a response in
writing.65
Under the SSM, in order to counterbalance the new ECB powers, the Commission
suggested amending the EBA Regulation in order to avoid hampering the functioning
of the internal market for financial services.66 For the purposes of the SSM, the
relevant changes to the Regulation affect two particular areas. The first area of change
relates to the attempt to rebalance the institutional relationship between supervisory
authorities which have banking relevance, namely, the EBA, ECB and ESRB. The ECB
Regulation creates a new group, the Eurozone Member States, whose interests are
considerably catered for under the new provisions. This requires the interests of the
Union as whole, and the non‐Eurozone Member States, to be rebalanced. The
amendment to the EBA Regulation therefore introduces new text that specifies that
‘when carrying out its tasks, the [EBA] shall act independently, objectively and in a
62
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non‐discriminatory manner, in the interests of the Union as a whole’.67 For this, it may
need to prohibit certain areas of financial activity. However, to do so it must act in
coordination with the Commission and the relevant national authorities, which may in
this case also be the ECB.68 To further bolster the interests of the Union versus the
ones of the Eurozone Member States, the EBA may, in cooperation with the ESRB,
initiate Union wide assessments of the resilience of financial institutions to adverse
market developments.69 Such provisions aim to ensure that the EBA does not gain
monopolistic supervisory powers over certain Member States and suggests that its
measures should be taken in the Union’s interest.
The other area of change which is relevant to the establishment of the SSM is related
to the EBA being the prime body responsible for the creation of a single rulebook for
the EU. Although the initial establishment of the ESFS did not present a clear position
on whether supervisory practices should be uniform or converged, the fact that the
EBA has been entrusted with this role clearly indicates a desire to keep up with the
uniformity attempt of the SSM. For this purpose, the amendment states that the EBA
must ‘contribute to the establishment of high quality common standards and
practices’70 and develop a ‘European supervisory handbook on the supervision of
financial institutions in the Union as a whole which sets out supervisory best practices
for methodologies and processes’.71 How the EBA intends to enforce the application of
the rules will greatly determine the level of uniformity reached. Further, it should
achieve the result that the EBA must also align its practices with other supervisors in
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the same way. Indeed, the EBA must ‘foster the consistency of the application of Union
law among the College of Supervisors’ and promote ‘joint supervisory plans and joint
examinations’.72
The development of a single rulebook, as provided for under the amendment of the
EBA Regulation, is forward‐looking in terms of financial innovation. Here, a clear sign of
supervisory uniformity is evident, with which the EBA must strive to coordinate the
supervision of innovative financial activities.73 Regarding the discussion in the previous
chapter on regulatory competition, here the fact that the uniformity of supervisory
practices for new products would hamper regulatory innovation and the possibility of
testing different practices might be an area of concern. The argument that maximum
harmonisation presents the risk of regulatory stagnation through a governance policy
of uniformity is relevant here. As discussed in Chapter IV, and argued by Tridimas,
there needs to be a preservation of sufficient substantive flexibility in legislative acts to
provide a capable system of delegated legislation.74 In order to avoid divergent
transposition of the rules, there has been a lifting of technical standards to binding
acts under the ESFS regime, therefore expanding the scope for regulatory uniformity.
The Commission has been reassuring in this respect by stating that technical standards
would still be used in cases where flexibility is necessary to respond to market
developments.75 Despite the aim for uniformity via the avoidance of divergent
regulatory approaches, there are measures to enable the framework to react to
particularly alarming situations. This does not resolve the issue that the framework

72

EBA Regulations (n 3) art 21 (1).
ibid art 9 (4).
74
Panagiotis Tridimas, ‘EU Financial Regulation: Federalization, Crisis Management, and Law Reform’ in
Paul Craig, Grainne de Burca (eds), The Evolution of EU Law (OUP 2011) 793.
75
Commission, ‘Proposal for Omnibus I Directive’ COM (2009) 576 final 5.
73

230

does not lend itself to regulatory experimentalism. This, however, is not a new trend
for the EU, and although the Lamfalussy process was seen as particularly innovative
from an EU perspective by allowing for flexibility and differentiation, it failed to
permeate the regulatory process.76 Under the new structure, the active promotion of
consistent approaches to supervision simply do not allow for Member State
manoeuvring in applying the norms to their specific circumstances.77 This argument is
bolstered by the recent decision relating to the UK challenge to ESMA’s powers with
regards to short selling.78 The terms under which the single rulebook is to be
established therefore appear to prevent allowances for regulatory innovation and
experimentalism, and potentially result in an over‐prescriptiveness, in loopholes and
inflexibility.79
II.

The SSM’s supervisory scope

The Regulation offers the potential for the ECB to cover virtually all credit institutions
in the Eurozone. This, of course, would be undesirable from an administrative
perspective but also smaller, domestic firms should not in principle generate concern
for the ECB. The ECB will therefore need to select which credit institutions are worthy
of its attention. The scope of firms to be supervised will define the nature of the SSM.
The SSM attributes tasks and powers relating to the prudential supervision of credit
institutions to either the ECB or national competent authorities, and is dependent on
the qualification of the credit institution as significant or less significant. The notion of

76

T Idema and RS Keleman, ‘New Modes of Governance, the Open Method of Co‐ordination and Other
Fashionable Red Herring’ (2006) 7 Perspectives on European Politics and Society 108.
77
CF Sabel and J Zeitlin (eds), Experimentalist Governance in the European Union (OUP 2010) 4.
78
Case C‐270/12 United Kingdom v Parliament and Council [2014] All ER (EC) 251.
79
J Black, M Hopper and C Band, ‘Making a Success of Principles‐based Regulation’ (2007) 1 Law and
Financial Markets Law Review 191.

231

prudential supervision is not defined in the Regulation. However, Article 4(1) provides
a list of tasks that are in accordance with ‘Union law’.80 Presumably, all other tasks are
not to be taken on by the ECB and remain with the national competent authorities.
Exclusions are provided for in Recital 28 whereby the ECB will not be responsible for
supervision of payment services, anti‐money laundering and terrorist financing, and
consumer protection. It also states that the ECB will not be responsible for the
functions of competent authorities over credit institutions in relation to markets in
financial instruments. The presumption to be made here is that all the provisions
under MiFID are not necessarily to be excluded from the ECB’s scope as some
provisions, such as licensing conditions, clearly fall within Article 4. However, the
general day‐to‐day matters, such as supervision over best execution and investment
suitability, are to remain with national competent authorities. These excluded tasks
will remain with the national competent authorities irrespective of whether a credit
institution falls with the ECB’s remit for prudential supervision.
The competence of the ECB will therefore be delineated by the notion of what
constitutes a significant credit institution. For this purpose, the Regulation stipulates
five criteria as a status determinant. There are, however, prior constraints to take into
account. Credit institutions under Union law are undertakings whose business
combines taking deposits from the public and granting credits for their own account.81
This potentially excludes a number of institutions which only provide one or the other
80
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service. From an establishment perspective, those institutions with branches in a
participating Member State, which have been established in a non‐participating
Member State, can be eligible to come under ECB supervision. Those institutions
established in countries outside of the EU cannot be supervised by the ECB even
though they have a branch in a participating Member State. In such cases, supervision
will remain with the national competent authority.82 This is particularly relevant for a
number of US and Swiss banks which have the potential to fall within the criteria to be
considered a significant institution.
The other limitation is in relation to credit institutions which are established in a
participating Member State outside of the Eurozone and which have entered into a
close cooperation agreement as provided for under Article 7. The difficulty here is that,
although the Member State has elected to be considered a participating Member
State, the ECB cannot issue legal acts with direct effects on significant credit
institutions. In such cases, only the national competent authority can issue specific
binding decisions upon instruction from the ECB.83 In terms of legislative acts of the
ECB, relevant Member States need to ensure that equivalent measures are binding for
the credit institutions established in a participating non‐Eurozone Member State.84
The first criterion mentioned under Article 6(4) is that of size, whereby a credit
institution will be considered to be of significant size if the total value of its assets
exceeds 30 billion Euros. There are concerns as to how this might be calculated as this
must be checked not only for each credit institution but also on a consolidated group
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basis.85 For the purpose of calculating total assets for a group, it will be determined on
the highest level of consolidation within the participating Member States. Lackhoff
raises the question as to whether, in this instance, the perimeter of consolidation
should be the prudential one or the accounting one. The latter takes a wider view of
the notion of a group, and would therefore bring a greater amount of institutions
under the size criterion. He takes as an example a large car manufacturer which has a
small credit institution within its group. The systemic relevance in this instance might
not be interesting from the ECB’s perspective and could also bring about extensive
national sensitivities. For the purpose of financial supervision, the prudential notion of
a group appears far more relevant as it measures the size of banking activities more
accurately. Of course, there is the pragmatic issue of calculation, and with the
accounting approach, data will be more available due to group accounts being
prepared under near uniform standards.86 This, however, is a technicality where
fragmented reports could be prepared for the credit institutions that form part of the
same group, or be reviewed by the ECB under the provisions of particular
circumstances, whereby although a firm falls within the criteria, the ECB can deem it to
be less significant.87
The second criterion takes into account the economic relevance of a credit institution
within its respective Member State.88 A credit institution will be deemed significant if
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the total value of its assets exceeds 20 per cent of the gross domestic product of the
participating Member State of its establishment. Despite the 20 per cent threshold not
being reached, a national competent authority may notify the ECB that it considers a
particular credit institution to be of significant relevance in this respect. The ECB will
decide, following a comprehensive assessment, whether the categorisation is founded
or not. The basis on which the ECB may accept or reject the categorisation is not
provided for in the Regulation. However, it can be imagined that this could be where
credit institutions have a particular significance or relate to a particular institution
specialising in high risk activities, or which generate a particular exposure to a section
of the economy or substitutability issues.
The third criterion involves credit institutions which have particularly relevant cross‐
border activities.89 In order to establish that the cross‐border activities are sufficiently
significant, the credit institution will need to have banking subsidiaries in more than
one participating Member State and its cross‐border assets or liabilities represent a
significant amount in relation to its total assets or liabilities. Concerns have been raised
over the notion of banking subsidiaries and whether it intends to eliminate the
possibility of using this criterion for credit institutions with a cross‐border network of
branches.90 There is a reasonable explanation for excluding branch networks under the
home‐host supervisory rules.91 Indeed, in the case of branches, as the home supervisor
maintains control over the network of branches, the overall visibility is not much
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different from visibility within a single Member State. Moreover, in the case of
branches, a credit institution’s overall exposure is easier to establish due to regulatory
reports being consolidated at home supervisor level. In the case of subsidiaries,
however, the overall picture could be more opaque due to different supervisors
holding different elements of information. This also amplifies the potential for
disguising the true nature of financial assets via varying levels of securitisation as was
discussed in Chapter two.
If a credit institution has made a request for, or is in receipt of, public financial
assistance, it will automatically be considered significant. Although the EFSF no longer
provides assistance, the ESM or any new arrangements under the second pillar of the
Banking Union should provide direct assistance via a recapitalisation instrument which
should be available from 2015.92 Any beneficiary credit institution will therefore
automatically fall under the supervisory scope of the ECB. Should the credit institution
form part of a larger supervised group, then that group will also fall under its scope.
The ECB would begin supervision of the relevant credit institution from the request
date rather than the date on which assistance was granted. This stands to reason as
time would be of the essence in exerting control over an institution that found itself in
the situation of requesting assistance. Moreover, it is likely that the ECB will take on an
advisory role towards the ESM, giving opinions or recommendations when necessary.
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The final criterion is Member State specific as the ECB will take over supervision of the
three most significant credit institutions by participating Member State.93 It is not
specified upon which criteria the three most significant institutions will be established,
however, it can be predicted that size will be the chief factor.
The purpose of Article 6 is to ensure that the ECB will supervise those credit
institutions which are systemically relevant. However, it may be the case that although
a firm fulfils the criteria above it is not necessarily systemically relevant. To provide for
this, and also to enable the ECB to control the amount of firms that fall under its
supervision, Article 6 provides for particular circumstances where credit institutions
might be considered less significant. For the criteria of size, importance for the
economy and significance for cross‐border activities, this will only be possible in
relation to the applicable methodology.94 Conversely, the ECB may decide that even
though a credit institution does not meet the criteria, it nevertheless deems it to be a
sufficient exposure and therefore significant and/or necessary in order to ensure
consistent application of high supervisory standards.95 Consequently this gives the ECB
discretion in including any credit institution in participating Member States, provided
that the purpose is in line with the objectives of the SSM.
III.

The SSM may cause a supervisory rift

As was discussed with regard to the new UK arrangement where the BoE has taken on
the dual task of ensuring monetary and system stability, the same issue now arises
with regard to the ECB. The problems with combining these tasks in a single authority
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were noted.96 Indeed, Goodhart and Shoenmaker list conflicts of interest and systemic
stability as the basic arguments for discussion, but conclude that there is no
overwhelming argument for either a model that combines the functions or one that
does not. However, of particular relevance is the fact that it is undesirable for a
supervisor to be responsible for monetary and system stability issues. This is mainly
because the former will generally take precedence due to the immediacy and the
publicity that is usually attached to it.97 It is, therefore, relevant to question whether
the powers granted to the ECB overlap its traditional monetary responsibilities. The
Regulation has included governance provisions which aim to ensure an adequate
separation of the two functions.98 However, there are a number of hurdles to its
achievement in practice.
An initial stumbling block appears at Treaty level where it is stated that the priority of
the ECB is price stability.99 Indeed, as considered in the case of the BoE, there will be
instances when monetary decisions may conflict with system stability ones. In such
cases, the internal governance strain will be most pronounced and effective
segregation will be tested. However, TFEU Article 127(6) does provide for the fact that
the European Parliament and the Council may confer additional tasks upon the ECB in
relation to the supervision of financial institutions, albeit not insurance undertakings.
Considering this constitutes a new function, new objectives can be set for the ECB.100
Here, the statement of objectives mentioned in the Regulation will form a valuable
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part of the ECB’s statutory mandate.101 This is further reinforced by the general
objectives of the Union under TEU Article 3, whereby the new powers will contribute
to the general advancement of the Union’s economic policies and stability. The
constitutional structure, therefore, clearly allows for the ECB to take on the role as
provided for under the SSM Regulations. However, its ability to remain independent in
times of policy strain will most likely tilt in favour of monetary policy.
The decision‐making process allocation does not appear perfect either. The ECB has
been given considerable leeway to establish its own internal procedures. However, it
has not been able to give the Supervisory Board complete decision‐making powers as
this remains the responsibility of the Governing Council.102 Therefore, the Supervisory
Board cannot decide alone, which means that the ultimate deciding body in terms of
system stability is the body that is also responsible for monetary policy. These
responsibilities should ideally be separated, although some creative thinking has gone
into the internal process in order to avoid possible conflicts of interest. Article 26(8) of
the Regulation provides for implicit approval by the Governing Council of decisions
taken by the Supervisory Board. A period of time will be defined within which the
Governing Council will need to respond only if it objects, and must do so in a reasoned
way, citing monetary policy concerns in particular. Due to the monetary aspect of a
possible rejection,103 a non‐Eurozone participating Member State will be given the
opportunity to give its reasoned disagreement. This dialogue will be governed by
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Article 7(7) and can lead to the cancellation of the cooperation agreement with that
particular Member State.
Such considerations, therefore, have the potential to create unease for those countries
wishing to form part of the SSM, but which fall outside of the European Monetary
Union framework.104 This is the case even though they have been assured under the
Regulation that the rules of procedure of the Supervisory Board will ensure equal
treatment of all participating Member States.105 Indeed, non‐Eurozone Member States
that wish to opt in will be faced with a crucial disadvantage due to a lack of
participation in the ultimate step of decision‐making at ECB level. Moreover, the close
cooperation agreements appear relatively fragile given that there is the option of
breaking the cooperation upon disagreement. Here, it is difficult to find a quick‐fix
procedural solution as it appears that only a Treaty change would allow for a more
varied composition of the General Council, which could put both categories on an
equal footing.106 The fact that Treaty change has not occurred prior to the introduction
of the SSM could create an ever‐expanding rift between the countries that are part of
the monetary union and those that are not, in particular with regard to the
development of the other pillars planned under the Banking Union.
Although the majority of non‐Eurozone Member States wished to join the SSM from
the outset, the fact that the UK is firmly opposed is significant. Indeed, as the largest
financial services centre in the EU, and specifically in banking terms, harmonising
supervisory practices without it simply cannot be considered. This is even more so
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because it is the country that hosts the most non‐EU banks.107 Indeed, with the wider
perspective of creating a truly integrated financial market and a single rulebook, it can
never truly be achieved without the UK as it is simply too big to be side‐lined. We can,
indeed, differentiate between regulatory and supervisory practices at this point. The
UK is drawn into the regulatory process via the ESFS at the same rate as other Member
States, but there is strong reluctance to hand over supervisory powers to centralised
institutions as was evidenced in the Short selling case.108 Once again, unless Treaty
change is achieved in order to at least set all Member States on a level playing field in
terms of the SSM, opposition to the ECB taking a greater supervisory role will not be
feasible.
Another particularity that assists somewhat in creating a balance and democratic
legitimacy is the fact that the European Parliament and Council approve and appoint
the Chair and Vice‐Chair of the Supervisory Board.109 The advantage is that, as EU
Institutions, their preference would be towards leaders that have agendas that point
towards supervisory harmonisation at EU level rather than being overtly Eurozone
focussed. This will be hard to evaluate in practice although it will give some comfort to
the non‐Eurozone countries that the entirety of the selection process is not solely in
the hands of the ECB. However, it has raised concerns relating to political involvement
affecting its independence and accountability.110
The relationship between the EBA and the ECB will be key in cementing the SSM within
the greater scope of the ESFS. The SSM provisions generally portray the ESFS bodies as
107

European Banking Federation, ‘EU Banking Sector: Facts and Figures’ (2010) <http://www.ebf‐
fbe.eu/uploads/Facts%20&%20Figures%202010.pdf> accessed 20 February 2014.
108
Case C‐270/12 United Kingdom v Parliament and Council [2014] OJ C85/4.
109
SSM Regulations (n 2) art 26 (3).
110
Ferran and Babis (n 106) 270.

241

complementary to the ECB’s new tasks. However, it appears that overlaps are
inevitable. Although the Eurozone sphere is within the EU, the powers of both
institutions are not necessarily complementary because of different mandates and
their legal access to certain powers. Indeed, unlike the powers conferred on the ESAs,
which are mainly confined by Meroni,111 the ECB under the SSM Regulation has been
given far greater powers of supervisory intervention.
In terms of rule‐making, the EBA and ECB have access to different sets of powers. On
the one hand, the EBA has the set of powers described in the previous chapter,
namely, to develop binding technical standards and take binding decisions. On the
other hand, the ECB, under Article 132 TFEU, has the power to make regulations for
the purpose of carrying out its tasks. The SSM Regulation aims to ensure that overlap is
limited by stating that ‘the 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’.112 The wording of the SSM Regulation goes further in
trying to ensure that the ECB carries out its tasks in line with all relevant Union laws,
and that it remains bound by the regulatory and implementing standards developed by
the EBA and its work towards a single rulebook.113 However, the paragraph ends by
offering the ECB a certain latitude as it may ‘adopt regulations only to the extent
necessary to organise or specify the arrangements for the carrying out of the tasks
conferred on it by this Regulation’.114 Therefore, even though the ECB is clearly
directed towards respecting the direction of the EBA, the potential exists for it to pass
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regulations to carry out its tasks that may not be entirely congruent with the direction
given by the EBA.
Despite the strong wording stating that the ECB is required to respect the work of the
EBA, the final paragraph of Article 4 gives the ECB the possibility to exert influence
over the implementation of technical standards prepared by the EBA. It goes even
further in suggesting that the ECB should point out technical standards that need to be
amended, presumably to avoid conflicts with the issuance of its own Regulations.
Overall, the Article does not give sufficient safeguards to give precedence to EBA
technical standards over Regulations prepared by the ECB, thus potentially giving rise
to conflicts and SSM prevalence over the ESFS.
On the supervisory side, there are greater questions of congruence between the two
bodies. Under the SSM Regulation, the ECB is entrusted with the preparation of a
supervisory manual which will serve as a uniform process for the national authorities
that fall within its remit.115 Its purpose is to ensure the consistency of supervisory
outcomes within the SSM. How the ECB’s supervisory manual and the EBA’s rulebook
will converge is an open question. The potential for conflicts exists and originates
primarily from the different supervisory objectives and their legal standing. Indeed, the
fact that these two bodies are targeting different ultimate goals causes differences in
specificities and application. On the one hand, the EBA is seeking to converge
supervisory practices; allowing for certain divergences within the harmonisation
process, and the fact that the ECB is focussing on supervisory uniformity already
suggests the beginning of a two speed supervisory EU. Moreover, the legal standing
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will be different if the single rulebook is constrained in application due to Meroni,
where it will be based on a best practice regime. In contrast, the ECB’s manual will
certainly be more prescriptive. Indeed, the ECB will have the possibility to intervene at
any time to ensure that there is a consistent application of supervisory standards,116
which will invariably coax the national authorities into compliance with the manual.
For this purpose, it is likely that, should a conflict arise between the rulebook and the
manual, then those countries that fall under the supervision of the ECB will tend to
comply with the manual as the legal risk is far greater. Moreover, the consequence of
the ECB exercising pressure against the softer touch of the EBA will be cause for
concern for the development of the ESFS. Furthermore, despite the consumer
protection and anti‐money laundering provisions being excluded, there are no
guidelines protecting the remit of either the single rulebook or the manual.
The potential for overlap is further increased by the mutual recognition of both
documents. On the one hand, the ECB should act in compliance with the EBA’s
supervisory handbook117 and, on the other, it can be expected that the ECB will
influence the single rulebook.118 From the outset, it appears promising that both
recognise common goals although it is likely that such a relationship will reinforce the
influence of the ECB. Indeed, although it should act in line with the EBA’s
requirements, it is predictable that the ECB manual will be far more detailed than the
rulebook as it will be more prescriptive, and therefore, more precise for the purposes
of certainty. It is not the objective of the ECB to allow for general deviation from its
rules as this would defeat its purpose. Therefore, although the principle laid down in
116
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the single rulebook would be respected, it may be the case that the ECB has the power
to mould it and detail it to its own needs. This puts the ECB in a powerful coordinating
role where its supervisory influence stretches beyond the participating Member States;
it also puts the raison d’etre of the EBA at risk, or at least side‐lines it. Indeed, the EBA
does not fundamentally have the power to assert itself against the consolidation of
Member States under the SSM. For example, the UK is able to affirm itself due to the
financial might it represents, especially in banking terms. Therefore, although
protections exist, in reality it lacks the positioning to resist being overcome by SSM
influence.
The fact that the ECB’s independence is strongly protected by Article 130 TFEU could
have raised concerns regarding the EBA being able to impose its binding decisions on
the ECB. In the Regulation, however, it was set out that such decisions could bind the
ECB but only in its supervisory capacity. Alternative arrangements would have put the
EBA in a delicate position, and are worth considering in order to exemplify its relative
fragility. Two alternative solutions were put forward. The first was to create an
exception towards the ECB where it would not have been bound by the decision but
confined to a ‘comply or explain’ capacity. The other proposal, even less favourable to
the EBA, would have been the removal of its ability to bind all national competent
authorities to its decisions. Both would have considerably weakened and side‐lined the
power of the EBA as a supervisory authority.119
Another risk to the viability of the EBA’s position was with regard to the voting
mechanism of its decision‐making process. Indeed, by creating the Eurozone

119

Ferran and Babis (n 106) 279.

245

supervisory sphere under the ECB auspices, the chances of creating a dominant
interest group amongst Member States was strong enough for the Regulation to
change the modalities of the voting process for the Board of Supervisors. In the
original Regulation establishing the EBA, decisions on regulatory matters were to be
taken by vote on a qualified majority and decisions on supervisory matters by simple
majority.120 The amendment to the Regulation now provides for the division created
by the SSM, and although regulatory matters are still decided by a qualified majority,
the final result must include at least a single majority from those participating Member
States and a simple majority of non‐participating Member States. The same applies to
supervisory decisions where, although the simple majority system remains, there must
also be a cascading simple majority of both spheres. Moreover, the amended
Regulation also provides for review of the voting procedures by the Chair, and suggests
that the Board must aim for consensus.121 In terms of balancing the interests between
the participating and the non‐participating Member States, an equilibrium seems to
have been achieved. However, it stands to be distorted depending on the number of
non‐Eurozone Member States who decide to sign the cooperation agreement in order
to become participating Member States. To date, it appears that a majority of Member
States are likely to sign up. This leads to a new issue of imbalance because, should the
UK and maybe a handful of other Member States be the only ones not to join, then this
would lead to a possible veto for these Member States which could block the process
at EBA level.
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This creates a serious issue at rule‐making level and could jeopardise the
meaningfulness of the ESFS as a whole. Indeed, the rationale for establishing the ESFS
after the crisis was to increase harmonisation at EU level in order to generate a more
integrated and stable internal market for financial services. Should the SSM undermine
the regulatory process of the ESFS, then the splitting of the two spheres would only be
accentuated. Not only will it cause a stalling of the process at EBA level and limit the
harmonisation process, it also stands to increase the pace at SSM level, where the level
of regulatory and supervisory standardisation will increase, leaving the minority
Member States marginalised.
Instead of being a body which unites regulatory and supervisory practices, the EBA
stands to become a forum for disagreement should the SSM, under the guidance of
the ECB, impose itself as a dominant body. It is unlikely, however, that tensions will
ultimately be resolved by strict application of the voting process. The EBA will aim to
mediate any disagreements prior to deciding in order to achieve its consensus goals.
Dispute resolutions are likely to take place elsewhere. First, there is the possibility that
the Commission steps in to resolve the issue by rejecting or amending a standard set
by the EBA in order to safeguard the Union’s interests.122 However, this is unlikely to
occur with any kind of regularity as it would be unpopular not only from a legitimacy
perspective but also due to the fact that such intervention can only be entertained in
exceptional circumstances.123
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It is more likely that tensions stemming from frictions between the EBA and the SSM
will be resolved, or at least discussed between the BoE and the ECB.124 Indeed, the
future strength of the EU’s regulatory and financial framework seems to be in the
hands of these two bodies. They have the opportunity to polarise the EU due to their
spheres of influence, but also to unite upon their agreement. Either way, the interests
of the Union will not necessarily be represented, and this further undermines the ESFS
in its tasks and objectives. It can also be seen that, should the debate be shifted
between these two parties and consensus is not achieved, the unifying momentum
created by the crisis would be compromised.
A degree of comfort can be taken from the EBA Board of Appeal decision of 24 June
2013 with respect to the EBA’s supervisory powers.125 It stated that the scope of its
intervention powers is relevant insofar as they could in the future come up against the
ECB in its supervisory role. The relevance of the decision is that it introduces two
essential tests for the interpretation and scope of the EBA’s powers and tasks.126 The
first test relates to the EBA’s ability to intervene in supervisory matters where a breach
of Union law is suggested.127 Indeed, there need not be any concrete evidence that
Union law has effectively been broken, a suggestion or ‘appearance of’ is sufficient to
trigger the potential for intervention. However, due to its limited resources and to
avoid the necessity of intervention the decision also clarified that intervention is
optional and at the discretion of the EBA.128 It will therefore be interesting to see how
these powers will work in practice with the investigatory powers of the ECB and
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whether an overlap will cause tension in this respect. It is foreseeable that both
investigative functions will be applicable to a given situation whereby a breach of rules
set by the ECB could have Union law implications, thus raising the potential for EBA
intervention.
IV.

The ESRB’s lack of independence from the ECB is problematic

With regard to the relationship between the ECB and the ESRB, an excessive proximity
was already highlighted in the previous chapter. Indeed, the main concern centred on
the fact that there was an unwarranted amount of influence in governance terms
whereby the Chair of the ESRB was held by the President of the ECB and the Vice‐Chair
was appointed by the ECB’s Governing Council. The issue was that, in terms of
accountability, there was parliamentary confusion surrounding the fact that the head
of both the ECB and the ESRB was the same person, and this tended to weaken the
ESRB’s true mandate.
It now appears that the SSM will enhance the ECB’s importance within the ESRB. The
Regulation is limited to requiring the ECB to cooperate closely with the ESRB.129 The
potential for the ECB to exert further influence on the ESRB will grow, however, with
supervisory convergence at SSM level. The fact that the ESRB’s General Board is
composed of central bankers from the Member States leads us to believe that there
will be a convergence of views from the participating Member States. Therefore, not
only will the ECB be in a position to control the leading positions of the ESRB, it will
also be able to control a majority of the General Board’s voting. With the ECB
dominating the decision‐making process, the ESRB’s independence and effectiveness
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will be considerably jeopardised. Moreover, there is a chance that the themes for
discussion will become centred around banking issues at the expense of the other
systemically relevant topics, such as securities and insurance. Therefore, the advantage
of having a macro‐prudential supervisor that can reach across industry would be lost,
and this would also damage coordination at ESFS levels.
A further significant encroachment on the ESRB’s standing is the fact that the ECB
under the SSM has been given macro‐prudential tasks and powers.130 Considering the
current trend of positioning the macro‐prudential supervisor within the central
bank,131 the ECB appears to be an effective body for this role. Under its supervisory
role, the ECB will have access to the information it needs to make decisions on
systemic relevance and will be able to take decisive action if required. Indeed, the
Regulation gives the ECB considerable powers to ‘apply higher requirements for capital
buffers than are applied by the national competent authorities … including
countercyclical buffer rates’.132 Therefore, its competence in requesting financial
institutions to hold further capital is not only specific but can extend to institutions
within a Member State. This could be problematic for the ESRB in rendering the ECB
the ‘de facto macro‐prudential authority in respect of banks in the ‘“Banking
Union”’.133 In the previous chapter, it was established that the ESRB was having
difficulties asserting itself as an effective macro‐prudential supervisor, chiefly because
of difficulties in demonstrating its ability to carry out its mandate. Such a position is
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not helped by the fact that the ESRB is set up as a soft law body and there is a hefty
procedural path in order to carry out decisive action.
Upon reviewing the effectiveness of the ESFS, the Directorate General pointed out the
two main reasons why it is of the utmost importance that the ESRB remains the ‘pre‐
eminent forum for discussions and decisions over macro‐prudential policy in the
EU.’134 The first is that the SSM is not pan‐EU. In order to be an effective supervisory
body, especially in macro‐prudential terms where access to information is key, the full
picture is required. This is especially the case considering the fact that the UK, which
represents half of all banking activity in the EU, is dramatically opposed to joining. The
second is that, despite the extensive powers given to the ECB under the SSM, the
scope remains banking focussed. This leaves aside other systemically relevant areas of
finance, and in particular, the interconnectedness between them.
Overall, the ECB’s powers are extensive, in addition to which political support and a
solid legal framework make it a likely successful supervisor within the SSM.
Unfortunately, due to the fact that the SSM restricts its scope to participating Member
States, it is likely that it could create a two speed EU for regulatory and supervisory
purposes. The eagerness of the Eurozone countries to push forward with reform
carries the risk of marginalising those who are reluctant to participate. The drivers of
reform have indeed been Euro focussed due to a loss of confidence in the currency and
issues of sovereign debt. However, the SSM appears to have been popular with the
non‐Eurozone Member States; therefore, its influence stands to increase with the only
caveat being firm resistance from the UK. Rather than marginalisation, the EU’s
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supervisory future appears to be fractured. The victim of the fracture is likely to be the
ESFS, and in particular, the EBA and the ESRB who stand to become irrelevant in their
positions should the ECB take advantage of its ability to control these bodies.
The SSM could also indirectly lose out as a consequence of this fracture. Indeed, if a
stalemate arises in the development of the single rulebook, or if harmonisation is
hampered due to excessive compromise, then the ECB could find itself with
supervisory powers that lack regulatory uniformity. In effect, should the ECB lack
sufficient regulatory measures to carry out its supervisory tasks, then it would need to
refer to national law, thus allowing national authorities to regain competence.
At the first sign of ECB dominance in financial supervision and regulation, the EU
Institutions should step in to introduce reform in order to empower the ESFS with
further control and influence. In the previous chapter, a review of ESRB governance
was proposed. This could be the first step in creating greater independence from the
ECB, notably by having an independent Chair. This would not only help the agenda
setting to be EU focussed but would also offer a clearer demarcation in mandates.
Another step would be for the ESRB and EBA to have input and influence over the SSM.
This has presumably been avoided due to political sensitivities; however, by doing so
this would greatly assist in legitimising the EBA and the ESRB. Going further, certain
tasks could be delegated to ESFS bodies which would not only relieve the ECB of some
duties but also give EU legitimisation to the SSM. For example, the ESRB would be
competent to assist the ECB in the selection process of those credit institutions that
were be deemed to be significant. Due to its access to information, it could also assist
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in determining countercyclical capital buffers, and in so doing expand its relevance to
the EU.
The EBA has also been handed the important task of compiling a single rulebook, the
importance of which should not be diminished by the ECB’s influence. The sensitivities
surrounding this process are vast and need to be handled in a way that does not stall
the overall process. The main provisions currently constituting the single rulebook
were discussed in the third chapter. Consensus was necessary in order to achieve this
level of harmonisation, and one common form was the requirement to review the
provisions after a certain period. This settled some political sensitivities but it also
signalled that the EU was prepared to be flexible. The success of these provisions,
therefore, is highly dependent on the ability to ‘correct and calibrate’.135 This means
that the task of the EBA is considerable in that it has the duty to encourage not only
further completion of the rulebook but also consolidate its current status.
V.

Concluding remarks

The SSM Regulations have given extensive supervisory powers to the ECB which now
sits as the most influential supervisor in the EU. Not only should it be considered a
supervisor of supervisors within the Eurozone but, due to governance arrangements, it
also carries great influence amongst the ESFS bodies. In banking terms at least, the ECB
stands to be able to shape the future of financial supervision in the EU.
The extent to which the ECB will assert itself will be at the expense of the EBA and the
ESRB. Although the EBA maintains control over regulatory issues for banking and the
single rulebook, the SSM Member States may coalesce to influence its direction. The
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challenge for the EBA will be to maintain its focus on supervisory convergence in the
interests of the EU.
The ESRB appears in an even more precarious situation than the EBA due to the fact
that, to date, it has been unable to assert itself as a viable macro‐prudential
supervisor. However, the fixes for the ESRB appear more straightforward. With a
governance reshuffle and the acquisition of substantial powers under CRD IV, it could
still gain prominence at EU level.
The overall picture for the convergence of supervisory practices at EU level appears
bleak. Despite substantial progress made via the ESFS, the SSM stands to create a two
speed Union. Even more to the detriment of the Union, by asserting itself as a strong
supervisor for most Member States, and with control over monetary policy, the
European banking supervisory landscape appears polarised between the ECB and the
BoE. The reaching of consensus at this level can only be detrimental to the interests of
the Union if these central banking superpowers promote their own interests.
Some of the issues that were explored in this chapter and the previous one can be
remedied and mitigated against in the short term. However, with the SSM gaining
influence, only Treaty change to strengthen the ESFS’s position will ensure that the
supervisory landscape is harmonised to an adequate level.
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CONCLUSION

The 2007‐09 financial crisis represents a pivotal point in time for the concept of
systemic risk, affecting the way it is defined and how its effects can be mitigated.
Indeed, the materialisation of systemic risk throughout the crisis has provided new
evidence of its manifestations, thus giving the opportunity to review pre‐crisis
literature. The unpredictability of the notion was also evidenced by the appearance of
areas not previously considered to be relevant from a systemic perspective.
The trigger event of the crisis fits in well with literature descriptions of a capital crisis,
where the assets held by financial institutions fall in value causing solvency concerns.1
The ensuing manifestations resulted in catastrophic consequences for the real
economy on a global scale. However, total collapse was avoided by the unprecedented
amount of liquidity injections from governments. This ties in with the arguments of
Bordo et al regarding real and pseudo crises, where the latter is preventable by the
provision of emergency funding, although it was probably not foreseen to this extent.2
The unexpected ramifications of the interconnectedness of opaque financial products
and their apparent low risk nature has called for a rethink of many aspects of financial
regulatory content and supervisory structuring. The multi‐jurisdictional aspect of the
European Union means that the dynamics are different because of the need to
contend with a unified yet fractured system.
This study set out to explore the reform agenda introduced by the EU in terms of the
regulatory measures that were created as a response to the crisis, and the new
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supervisory infrastructure that allows for ‘laws on the books’ to be effective ‘laws in
action’.3 It is also argued that the reform has been successful in responding to the
causes of the crisis, and has done so whilst respecting an ambitious timeframe. On the
regulatory side, with limited political friction, consensus has been easier to achieve in
the immediate aftermath of the crisis due to the costs incurred by Member States in
keeping their systems afloat. However, political commitment is limited to the
backswing of the regulatory pendulum. Therefore, it is crucial that the new supervisory
structure cements its position in terms of authority and competence in order to enable
the reform agenda to develop progressively. Indeed, the unpredictability of systemic
risk calls for a malleable regulatory and supervisory framework.
The aim of writing a single rulebook is not new for the EU. However, with the reform it
has achieved a foundation on which to build it. The chief concern on the development
of a single rulebook pertains to the level of harmonisation that is desirable for financial
services within the EU. The push for uniformity has considerable advantages in the EU,
in particular, in relation to efficiency of oversight and mitigating regulatory divergences
for core objectives. However, there are also disadvantages in that uniformity can
restrict regulatory innovation and experimentalism. Therefore, it is important that the
framework should cater for divergences where they are necessary.4 This will be an
arduous task, and is one which currently lies with the Commission in its decision
whether to approve binding technical standards or non‐binding ones. This could
potentially be a source of friction with Member States in the future where
disagreements over supervisory influence could be resisted. How this discretion will be
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utilised in the future will be interesting and it will, to an extent, determine the
advancements that can be made by the ESFS in enabling the ESAs to acquire further
direct powers.
Some elements of the new regulatory framework also suggest the possibility for
greater direct supervision by the ESFS over financial institutions in the future. The
reform in relation to credit rating agencies will be crucial in determining the lead role
that ESAs might take in the future. This brings the discussion back to the advantages of
having centralised supervisory functions and the extent to which they may remove
discretion from national competent authorities. It leads to the view that the outlook
for supervisory powers is decidedly horizontal at ESFS level, and this will restrict
Member State manoeuvring in applying regulations to their specific circumstances.5
This position has been further reinforced by the European Courts in the recent case
where the UK challenged ESMA’s authority with regard to short selling, which
ultimately failed.6
The renewed importance of monitoring systemic risk is further increased by the
introduction of a new body dedicated to its oversight. However, its initial set‐up leads
us to believe that a certain nervousness can be attributed to its establishment as a soft
law body with limited enforcement powers. Furthermore, its independence is
jeopardised by being overly influenced by Central Banks, in particular the ECB. The
thesis makes the argument that it is not because the ESRB is set up as a soft law body
that will prevent it from being effective, but in fact governance issues. This study
suggests that some fixes are available, notably in governance terms, which would
5
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reinforce the various bodies constituting the ESFS and provide them with greater
independence without requiring Treaty changes. Indeed, it stands to gain considerable
autonomy by severing its governance dependency on Member States and EU
Institutions. Despite this, taking the ESFS bodies to the next level of supervisory
powers will require Treaty change as it has been argued that the new framework is
already challenging the boundaries of existing Treaties and relevant European case
law.
This thesis also considers the steps that have been taken for the establishment of a
banking union amongst Member States that have adopted the single currency. The
Single Supervisory Mechanism (SSM) grants considerable supervisory powers to the
ECB over banks in the Eurozone and those which are in countries that elect to be part
of the SSM. The scope will be limited to institutions deemed to be systemically
significant. In combination with the support of national competent authorities, the
ECB’s powers, competence and authority stand to make it an effective supervisor. The
chief issue raised here is that the SSM does not sit comfortably alongside the ESFS.
Despite provisions that aim for cooperation between the two systems, the influence of
the ECB is far too extensive in both systems with regard to supervisory matters. This
causes an imbalance at EU level amongst EU institutions, but also amongst Member
States. Indeed, a polarisation between those Member States that are grouped around
the ECB and the few that resist and look to the powerful Bank of England, could
jeopardise the interests of the European Union. This thesis argued that the successful
creation of the banking union stands to cause a supervisory rift in the EU whilst
weakening the position of the bodies falling under the ESFS. The consequence of this is
the development of a ‘two speed’ model of financial services supervision in the EU.
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However, the study does suggest that the EU is in a much better position to mitigate
the effects of systemic risk on the regulatory front, despite certain worrying
weaknesses in the supervisory framework. In this respect, further centralisation and
independence at ESFS level is desired. Failing this, the EU’s regulatory regime will likely
find itself in an even weaker position where those institutions that have the regulatory
knowledge will not have a sufficiently permissive framework in which to work. The
danger being that policy in terms of systemic risk is pursued and influenced by those
institutions which are also responsible for monetary policy, namely Central Banks.
This thesis is limited to systemic risk issues and neither the wider perspective of the
reform agenda nor how the new framework might affect other areas of financial
services supervision is addressed. Empirical elements were also not considered and
these may have assisted in measuring the impact of the reform agenda. It may have
been of relevance, for example, to consider the effects of the ‘systemic risk dashboard’
introduced by the ESRB and its usefulness so far to financial and EU Institutions.
Some interesting perspectives are also raised by this study which deserve further
consideration. For the purposes of systemic risk, greater technical analysis of the
countercyclical buffers under CRD IV would enable a better understanding of how the
regulatory framework has been strengthened and to what extent. Also, greater
discussion on the criteria for selection of financial institutions to be considered
systemically relevant would carry weight in delimiting the scope of systemic risk
supervision.

259

Following formal reviews of the reform agenda in coming years, the next phase of
strengthening the EU regulatory and supervisory framework will be crucial in
cementing the harmonisation process.
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