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1. A BRIEF INTRODUCTION ON THE ALLOCATION OF FINANCIAL
SUPERVISION IN THE TREATY

How to properly allocate supervision on multi-jurisdictional
financial conglomerates has been vividly debated, at least in
Europe, for a long time.! It might be worth recalling that the ini-
tial proposals of the Treaty of Maastricht advocated the allocation
of supervizary functions o the Buropean Central Bank (ECB):2

a forward looking propesal which however clearly departed from
the home country control and mutual recognition principles®
governing the European banking integration {and already embed-
ded in the Second Banking Directive) and was eventually dropped
for political reasons. Article 105 of the EC Treaty confirms
indeed that supervisory functions rest on national authorities
{some of which are central banks* and therefore components

of the European System of Central Banks (ESCB)} and entrusts
the ESCB simply with a complementary role: that of contribut-
ing to the good conduct of prudential supervision by national
authorities and to financial stability. In turn, under Article 25

of the ECB Statute, the ECB may render (solely) ‘opinions’ on

the scope and implementation of EC legislation on prudential
supervision and financial stability, True, Article 105 (6) sets out a
‘last resort clause’ whereby, if the interaction between the Buro-
system and national supervisory authorities turned out not to
wark effectively, the Council could entrust the ECB with specific
functions in bank supervision.> However, the implementation of
this provision is generaily (and rightly) considered as being very
complex. On the one hand, albejt not imposing a Treaty amend-
ment, the deferral of supervisory functions to the ESCB wouid
require a unanimous resolution of the Council upon proposal

of the Commission and with the agreement of the European
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Parliament. On the other hand, Article 105(6} expressly excludes
insurance supervision, whereby making 1t impossible, without a
Treaty amendment, to set up at the ECB an efficient centralized

European supervision of financial conglomerates.

2. MICRO AND MACRO INEFFICIENCIES OF A NATION-BASED
SUPERVISORY ARCHITECTURE FOR MULTI-JURISDICTIONAL
BANKS AND FINANCIAL CONGLOMERATES

Since the entry into force of the Treaty of Maastricht, the asym-
metry hefween international (inancial conglomerates and national
supervision increased dramatically, Following the cross-border
expansion and consolidation of the European banking industry
in recent years, a small number {compared to the total number
of about 8,800 banks in the EU) of multi-jurisdictional banks or
financial conglomerates account for a disproportionate share of
total assets {in 2003 the top 50 EU banks accounted for more than
60% of total assets of all EU banks). These large players are. to be
honest, inefficiently supervised. Inefficiencies are both micro-and
macro-prudential.

Micro-prudential inefficiencies from the regulator side stem
from a well recognized conflict of interest among national super-
visors. As it has been recently said ‘in addition to contributing
to the stability of their financial system, supervisory authorities
have an implicit - and sometimes explicit - task, that of defend-
Ing and promoting their national industry within an integrated
international financial market. To some extent, this puts supervi-
sory authorities in competition among themselves, which affecis
their regulatory and oversight tasks.® This conflict of snterest
fosters a strong regulatory and supervisory competition in laxity,

since there 15 a negative correlation between regulation: (and strict

1 Vella, ‘Banca centrale suropea, banche centrali auzionali ¢ vigilanza bancaria; verso un nuove assetto dei controlii nell’area dell'Bure?, Banca. forsa e rit, cred., 1 {2002): 150

{with additional references).

1 Smits, The Buropean Centrat Bank, Institutional Aspects, London, 1997, p, 336: Lows, Banking Supervision in the European Community, Brussels, 1995, especially at p. 58. For
the rationale of such proprasly compare Padon Schioppa, L'Eurepa verso I"Uniene Monernria, Torine, 1992, p. 256,
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4 A majority, though, within the Burosystem: see D Schoenmaker, ‘Ceniral Banks and Financial futhnrities in Burops: What Fromprets’, in Handbook of Central Banking and
Financial Authoeries in Burope, ed, Masciandare (Chelienham: Bdwar Elgar, 2005}, at 426 {mentioning the allocation of prislenitsl supervision at the central bank in the

Netherlands, France, lialy and Germany and Austria) and at 424, Table 16.6.
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supervision) and profitability. "We know by now that those sec-
tors uf the financial morkets that are less regulaied are also more
prone to be risk taker and thus more profitable at least in certain
periods. There is a clear incentive for market participants te have
less regulation.” Due to the international dimension of finance and
the rapid mobility of preducts and factors of production n this
sector, ‘in such a context there ts an incentive to reduce the level
of regulation (and strict supervision) compared to other coun-
tries it order to attract the financial industry from neighbours
Given the high value added that financial industry generates and
the negative correlation between regulation and profitability, the
Incentive to compete on regulatory standard is much stronger
than in other sectors, especially for countries which have put the
financial sector at the centre of their economic pelicy priorities’
History repeats itself: indeed, this was also the way the American
dual banking system has been operating since 1864.7 In addition
to that, an ECB study of 20048 finds that, since the costs and ben-
efits of closing a multi-jurisdictional bank usually differ across
countries {either due to different activity or size of activity in the
two countries, to different systemic :mportance of the bank in the
two countries or to the pressure exerted by the institutional envi-
ronment), supervisors’ preferences for ¢losure do not coincide
and the host country supervisor may have incentives to misreport
its private (soft) information to the home country supervisory
authority in order to obtain a preferable outcome. The same
could probably be said also the other way round in respect of
the evaluation of the information made by the home country
supervisor. This indicates that joint welfare depends negatively
on the supervisors’ divergence of interest and that, when supervi-
sors’ preferences are not aligned, a first best decision can never
be reached. This is an important finding in respect of the benefits
which can be rationally expected by bilateral or multi-lateral
Memoranda of Understandings for international banking super-
vision (instead of a centralized authority)

Micro-prudential inefficiencies from the side of internationa!
banks are, in turn, well known, The industry is confronted with
a multitude of stupervisory authorities (Professor Wymeersch
recently counted up to fifty-four financial supervisars in Europe)®
and different, albeit partially harmonized, requirements. Explicit
or implicit national discretions left open by the directives, gold-
plating and diverging national interpretation make it very diffi-
cult and sometimes impossible for an international bank to adopt
a cost-efficient single compliance strategy within the FU.

A frequent example is internal model validation: sometimes

9 Wymeersch, The structure of financial pupeiising available at ssrn 946695

multi-junsdictional banks are induced to use locally the standard
model instead of the advanced model used by the parent comypany
and by the group elsewhere due to the reluctance of local supervi-
sors to accept the methodologies approved by other supervisirs,
An even worse exampie 1s reporting. Each national supervisor hag
imposed its own specific requirement for prudential reporting
regardless of the rules at the consolidated level. !V
Macro-prudential inefficiencies are also highly topical,
especially in the ‘black days’ of the current financial crisis, As
large European banks have grown in prominence and wholesale
markets have become closely integrated, problems at the level of
ndividual large banks are more likely to have systemic effects !
‘Consequently — it has been rightly said'2 — it is difficult to draw a
line, 1n practice, between the responsibility for systemic stability,
including the function of lender of last resort and that of pru-
dential supervision of large banks. Indeed, in today’s increasingly
market based financial system, disturbances are likely to affect
core market mechanisms’ This has important implications. Lack-
ing a clear allocation of responsibility among supervisors, there
are huge risks of informational asymmetries and opportunistic
behaviours. First, as it has been correctly noted, ‘recent experi-
ence has shown that conilict of interest hampers the necessary
transmission of information on critical institutions from the
supervisory authority to the central bank, even within the same
country, in the hope that weak institutions would be bailed out by
liquidity injections rather than by addressing the solvency prob-
lem. This makes contagion from individual Institutions to the rest
of the market more difficult to avoid’'? This 1s to say that, in the
current situation, where central banking and banking supervision
are split at national level, strict and timely informational coopera-
tion sometimes failed; and it was so despite the very fact that ‘for
the execution of central bank functions, timely access to micro-
prudential informagion on individual banks 1s relevant. [n the
financial turbulence, information on the liquidity arrangements
of counterparties, their sources of funding and of their financial
position has proven to be essential to obtain a clearer picture
of the liquidity pressures influencing banks’ Second, in case of
crisis authorities have an incentive to push the burden of adjust-
ment towards other foreign institutions (activating ¢.g., host M5
central banks as lenders of last resort or foreign deposit insurance
schemes for subsidiaries) or to advocate the use of inflation tax to
help out weak banks so to spread out the costs to all taxpayers of
the Union rather than to only those of the country of origin, who

however reaped all the fruits in good times,

White, The Regularion and Reform of the American Banking System, 1900-1929, (Princeton University Press, 1983}, passim.
Holthausen, Ronde. Cooperation in International Banking Supervision, ECB Working Paper Series, No. 316, Mar. 2004, passim.

10 EFR - European Financial Services Round Table, Monizoring Progress in EU Prudential Supervision, Brussels, Sep. 2007, especially at pp. 14, 31 and 32.

11 Compare Alexander, Eatwell, Persaud, Reoch, Financial Supervision and Crisis Management m the FU, 2 study commissioned by the EP Policy Department, Brussels, Dec. 2007
(IP/A/ECON/IC/2007-069), passim, camplaming that there has been a failure up to now to incorporate sysiemic risk ino the design of regulatory institutions

12 Wellink, Barking supervision in Europe: Developrents and challenges, speech held at the 36th Economics Gonference 2008, Austrian National Bank, Vienna, 28 Apr 2008, p. 3.

13 Bini Smaghi, A Financial Stability Framework for Europe: Manapay Financial Soundness in an imwgrared Market, p 2.
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3. THE FIRST BEST SOLUTION: A EUROPEAN CENTRAL
SUPERVISORY AUTHORITY FOR MULTI-JURISOICTIONAL BANKS
STRICTLY CONNECTED BOTH TO THE ECB AND THE ESCB AND
TO THE EXISTING NETWORK OF NATIONAL SUPERVISORS

For the reasons briefly mentioned above, I believe (and the idea

15 certainly neither new nor original)'* that the current situation
would suggest the swift adoption of a strong European initiative
and that in principle this should lead to the prompi establish-
ment of a centralized European supervisory authority for multi-
jurisdictional banks strictly connected both to the ECB and the
ESCB. on the one hand, and te the existing network of national
supervisors, on the other hand. This would indeed reduce if not
eliminate the scope for regulatory arbitrage (and the inherent
conflicts of interest), would re-align power and risk in financial
supervision and crisis management at the European level - bail
out costs fall indeed on several Member States and, in the Furo
area, although national central banks decide autonomously on
whether or not to provide emergency liguidity assistance, this has
repercussions on the commeon currency — and would fill in the gap
between truly pan-European industry and pan-European supervi-
sion. The time has come, to my mind, for a more far reaching
European supervisory architecture and the unique opportunity
offered by the current crisis should not be missed. As Profes-

sor Draghi recently reminded ‘history has repeatedly shown that
needed reforms are ignored until a crisis forces action and that the
will to reform quickly dissipaies after the crisis has passed. This
crisis ts no different and this 1s an opportunity to strengthen the
structure of the financial services industry’ ! The crisis clearly
showed that large financial conglomerates raise significant cross-
border externalities that can undermine financial stability. To
properly address such externalities supervisory and crisis manage-
ment decisions need to be taken at the Enropean level. This is

not to say, however, that banking supervision should be entirely
transferred to the centre. Quite on the contrary. Drawing from
the Bank of Italy supervisory architecture (which decentralizes
oversight of small and local banks and centralizes that of national
banks) and following past advice, for example, of Padoa Schioppa
and Schoenmaker!'® the European Financial Supervisor — a new
European institution resulting from a bottom up consortial
itegration of national supervisors in a European System of
Financial Supervisors along the lines of the ESCB — should exert
authority only over the handful (forty to fifty?) of multi-juris-
dictional banks and financial conglomerates which pose financial
stability concerns. Small and medium sized banks and financial

conglomerates which operate mainly within national berders

should remain under the oversight of national supervisors. As

is the case for the ECB, also the European Financial Supervisor
should act through a mix of centralized and decentralized activi-
ties. Core supervisory decisions (herein included the adoption of
2 uniform rule book and reporting format for multi-jurisdictional
banks) should be taken by the central institution; desk analysis
and on site inspections of cross-border banks and conglomer-
ates should be delegated at the national level, either to the sole
home country supervisor or {and this is preferable in my opinion
because supervision is effective if performed not at too great a
distance from the bank) to both the home country supervisor as
regards headquarters supervision and the host countries’ supervi-
sors as regards subsidiaries and branches. As mentioned before,
this Buropean System of Financial Supervisors would have the
advantage of aligning power and risk, at least as regards liquidity
injections made by the ECB and the ESCB as lender of last resort
in case of crisis. On the contrary, it would not solve, as such, the
thorny issue of who should bear the fiscal cost of a bail out so
long as there will be no meaningfui European budget which could
be drawn upon for such cases.!” True. to agree upon a fixed rule to
share the costs among Member States as well as a Treaty amend-
ment is a very complex game. However, the experience of these

days seems to make such an exercise a matter of urgency.

4. THE EUROPEAN WORK IN PROGRESS TOWARDS A SECOND
BEST SOLUTION: FROM SIMPLE COOPERATION TO STRICT
COORDINATION AMONG NATIONAL SUPERVISORS [COLLEGES
OF SUPERVISORS AND 313)

Nevertheless, despite the recognized failures of the existing
European supervisory asthitzcture based on mere cooperation
and although many agree that in an integrated European financial
market “market players as well as consumers would probably bene-
fit from having one integrated pan-European yuperyisory author-

1ty both from a practical and an economic perspective],'®

there
is still ‘a long way to Tippetary’ Realistically, in the short term
it seems that we should continue to build on the existmg, albeit
upgraded, institutional structurs. Europe seems to have chosen,
once again, a progressive institutiunal evolution at multiple stages,
very much along the lines of the historical develapment of the
ESCB where the Committee of the central governors was first
set at stage |, then turned into the Eurcpean Monetary Institute
at stage 2 and finally transformed and upgraded to the ECB
and ESCB at stage 3. 1t could be said, thus, that as regards pan-
European banking supervision, the current European proposals

are aimed at improving the supervisory architecture from stage 1

14 The model is sivainted by the industry itself: see EFR — Eurmpean Financial Services Round Table, O the Supsreisny Model and the Future of Financial fngevidsin in the FU,

Brussels, 2005, p 42

15 Draghi, How ro Restore Financial Stability, Bundesbank Lecture 2008, 16 Sep. 2008, p. 14,
16 Hehrermdleey, Cetrrrm] Banks and Mimwamm! Aprhar i in Ewvepe Whnn Fregnond avp, 445,

17 Schrenmmaber, Central Banks and Financial suharines in Burope: What Prospectst at p 447

I8 Moss, The (meerneltlnl Nerwark of Financial Alifhasfriea in Hitmlloith of Cenrral Banking aned Financial Authorities in Europe, ed. by Massamdary, at p. 390; sex also Eijffinger,
“The European Central Bank and Financial Supervisjon’, in Hundbonk of Cenrral Banking and Pinancial Authorities in Burope, ed. Mustatdarn, al pp. 476 suid 481
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to stage 2. [n other words, moving ahead from mere cooperation
to enhanied coordination without much more. The Commission,
also urged by the recommendations of the EP,'® currently envis-
ages 2 four pillar approach, to be eventually complemented by
new rules of liguidity risk and on the harmenization of Deposit
Giuarantee Schemes. The reform of existing supervidgory arrange-

ments should be based in particular on.

{a) establishing under EU law colleges of supervisors for each
and all cross-border banks under the revised CRD, providing
also the lead consolidating supervisor with binding powers on
selected supervisory issues, if necessary;

{b) enhancing the conrdimating role and the functioning of
Lamfalussy Level 3 (3L3) Committess through an appropriate
amendment to their founding directives;

(¢} implementing the Memorandum of Understanding (Mol)
on cooperation between the financial supervisory authorities,
central banks and finance mumigiries of the EU on cross-

border financial stability as amended oun | June 2008,

e

setting out harmonized rules on cross-border asset trans-
ferabulity within multi-jurisdictional groups both in going

concern and emergency situations.

I will briefly touch on each of them, describing their rationale,
where we stand now and what these reforms should deliver and,
in particular, some of their legal implications. At the conclusion,
according to the mandate implied in the title of this paper, I will
discuss in some detail the legal constraint of any pan-European
arrangemient among supervisors transferring decision mak-

ing from a single Member State (as is the case in a nation-based
supervisory architectore) to a different body, outside such
Member State.

5. THE CRD AMENDMENT AND THE DECISION MAKING
CONFERRED UPON THE CONSOLIDATING SUPERVISOR

The current CRD amendrhent proposal (COM(2008) 602/3
‘amending [Mrectives 2006/48/EC and 2006/49/EC as regards,
inter alia, supervisory arrangements and crisis management’) is
aimed af improving information rights of host supervisors of
systemically relevant branches, reinforcing supsrvisery coopera-
tion and clarifying supervisors’ tasks and responsibilities, requir-
ing supervisors to have regard te financial stability concerns in
all interested Member States and clarifyiug the legal framework
for transmitting information to ministries of finance and central
banks. The reforms are ‘Level [’ measures under the Lamfalussy
approach and will therefore be grounded on the same Treaty

tegal basis as the existing CRD. The proposal provides therefore

19 See ip particular Van den Burg and Dazanu Report, 18 Sep, 2008, IN1/2008/2148.

a sound Community legal basis for the establishment of colleges
of supervisirs (Article 131a) of the proposal). [t sets out that ‘coll-
eges of supervisors shall provide a framework for the consolidat-
ing superviear and the other competent authorities concerned to
carry out the following tasks: a) exchange information; b) agree
on voluntary entrustment of tasks and delegation of responsibili-
ties; ¢) determine supervisory examination programmes based

on a risk assessment of the groups d) increase the efficiency of
supervision by removing unnecessary duplication of supervisory
requirements; e) consistently apply the prudential requirements
under the Directive across all entities within a banking group;
apply Article 129(1){c) taking into account the work of other
forum that may be established in the area’ There will be a college
for each multi-jurisdictional group (this means, today, 123 coll-
eges) and therefore the composition of the colleges is ‘at variable
geometry’, and rightly so. This increases however the coordina-
tion problem of all these colleges?” and would not deliver a truly
level playing field for cross-border supervision unless a uniform
umplementation of the supervisory functions by the colleges ts
achieved A difficult task essentially delegated to the Committee
of European Banking Supervisors (CEBS), which ‘shall elaborate
guidelines for the operational functioning of colleges’ extending
also on highly sensitive topics such as the size foreign branches
and subsidiaries should have to give a right te participate at the
college to the host supervisor and the possible differentiation
hetween core and extended colleges. Each college shall be chaired
by the consolidating supervisor, it being the supervisor of the
Member State where the parent company has its headquarters.
Colleges shall be set up also where a credit institution has systerm-
ically relevant branches in other Member States {Article 42(4): the
college will be composed here by the home country supervisors
and by the supervisurs of MS where such branches operate). In
principle, colleges shall work nnantmuously: under Article 129(3)
the consulidsting supervidor and the other competent supervisory
authorities “shall do everything within their power to reach a joint
decision on the ndequocy: of the consolidated level for own funds
as well as on uniform formats, frequencies and dates of report-
ing. The 3L3 CEBS can be consulted in case of disagreement by
the consotidating supervisor either on its own initiative or upon
request of any other competent authorities concerned and shall
provide its non-binding advice (the coliege shall consider such
advice and the consolidating supervisor departing from such
advice shall be obiiged to explain why}. If, despite the advice of
CEBS, a unanmimous agreement cannot be reached within the
college, the new CRD proposal entrusts now the consolidating
lead supervisor with the power ‘to make its own decision on the
application of Articles 74(2), 123, 124 and 136(2}' (and namely

20 A problem already discussed by the indusiry, camplmning that ‘practices concerning formation and activities of banking supervisory colleges are extremely divergent’s see ZFR,

Movicter g Progress to EU Prudemial Supervision, at p. 42.
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on reporting for the calculation of minimurm capital require-
ments and on own funds requirements in excess of the minimum)
and provides that such a decision ‘shall be recognized as determi-
native apd applied by the competent authorities in the Member
State concerned’ This new provision extends thus the binding
powers of the consolidating supervisor well beyond the one
already existing under Articie 129(2) concermng solely internal
risk model validation for the whole group (under Articles 84(1),
87(9) and 105). Although this innovation is far from making the
lead supervisor a single entry point for any aspects of cross-
border consolidated supervision (many supervisory functions
will continue to be entrusted with host supervisors as long as
there is no home country safety net in place for the whole group),
this is a remarkable enhancement of the decision making power
of the consolidating supervisor and, mezrestingly enough, was
brought about by the Cammission as a response to the consulta-
tion process where many respondents voiced dissatisfaction with
the overly timid approach followed on this issue by the original
Commiszipn’s proposal. The first draft relied indeed on unanim-
ity and on a mediation procedure ‘for consultation’ only of the
313 CEBS, Tt should be noted that the reform introduces a delega-
tion of decision making and not only a delegation of operational
tasks and has therefore important implications in terms of home
country/host country responsibilities which shall be considered
at the conclusion, once the averyview of the four pillars EU action

plan s completed,

6. 313 REFORM, MAIORITY PRINCIPLE AND *COMPLY OR EXPLAIN'

To enhance the role and the functioning of Lamfalussy Level

3 (3L3) Committees, the Commission, following the Council
conclusions on the EU supervisory framework and financial
stability arrangements of 14 May 2008 and the Council roadmap
agreed on 4 December 2007, brought about on 23 May 2008 2
public consultation paper on amendments to the founding Level
2 Directives (2001/527/EC, 2004/5/EC and 2005/6/EC). The
proposal is aimed at improving the mediation responsibilities
and the consultative role of the Committees {a feature covered
also by the CRD amendment, as mentioned above); at providing
an explicit mandate to the Committees to premote information
exchange and delegation of tasks and responsibilities among
national supervisors,?! to streamline reporting requirements and
to set common aperational guidelines for colleges of supervisors
{monitoring at the same time the coherence of the practices of
different colleges and fostering the adoption of best practices};
at promoting the development of a common supervisory culture
also through the adoption of standardized approaches (toolkits)
and promoting crags-sectoral cooperation; at strengthening their
role for financial stability. To this end, the 3L3 shall be required

‘to frequently assess key developments, risks and vulnerabilities in

21 On the legal lmplidatlin of delegaiivi of tslks among supervisors, see Wymezrch, Deliganm as an iurmimen of fmnncial duparrines, workiig pejpes.

the EU financial system, alert other authorities at EU level about
potential or imminent problems and where necessary propose
policy actions’. From an institutional perspective, also here the
most striking feature is represented by the new decision making
process: the proposal advocates a shift from decision by consensus
(which has hampered to date the contribution of the Committees
to effective and speedy supervisory convergence) to a quali-

fied majority vote system. The group decisions are not binding,
though, since adaption of the common position is still based on a
‘comply or explain’ procedure. whereby a national supervisor can
still deviate from the common position provided it substantiates

the reasons for such a deviation,

7. EMERGENCY SITUATIONS AND THE NEW MOU OF 1 JUNE 2008

To address emergency situations and in particular cross-border
crises which may potentially jeopardize the stability of the
financial system i any of the home or host Member States, the
CRD revision sets out under Article 130 an alert and exchange of
information procedure among the concerned supervisors and no
more. Most of the EU coordination action is based, thus, on the
non legally binding provisions of MoU, and now in particalar on
the ‘soft law’ provisions of the Memorandum/a of Understand-
ing (MoU) on cooperation between the financial supervisory
authorities, central banks and finance ministries of the EU on
cross- border financial stability as amended on | June 2008, The
MoU fosters the establishment of Domestic $tanding Groups
and Cross-Border Stability Groups for natlonal and international
banking groups respectively whose activity should be guided

by Voluntary Specific Cooperation Agreements. [t sets out in
Article 2 important common principles for cross-border financial
crisis management, including the principle whereby ‘if public
resources are involved, direct budgetary net costs are shared
among affected Member States on the basis of equitable and bal-
anced critertil, which take into account the economic impact of
the crisis in the countries #ffected and the framework of home
and host countries’ supervisory powers’ As regards the appomt-
ment of the lead supervisor, the MoU sets out in Article 4.4. that,
‘as a rule the National Coordinator of the home country assumes
the task of Cross-Border Coordinator in the management of a
cross-border financial crisis’ but at the same time that it may
delegate tasks to authorities in a host country’ The party assum-
ing the role of coordinater may vary according to the nature

and the stage of the crisis, and namely in a liquidity crisis with a
potential for systemic implications the Central Bank of the home
country will coordinate actions, whereas in a solvency crisis with
a potential for ¥ystemic implications which may imply the use

of public funds, the Finance Ministry in the home country will
coordinate the process of deciding on whether, to what extent and

how public funds will be used. In this connection, Member States

12 Dec. 2006

|
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should agree in advance ‘on burden sharing based on equitable and
halanced criteria’ (Article 4.4). According to Article 10.1., however,
‘as the provisions of this Memorandum are not legally binding on
the Parties, they may not give rise to any legal claim on behalf of
any Party or third parties in the course of their practical imple-
mentation’; in legal terms this means that these provisions are not
legal norms but social norms. A code of good manners for super-
visors, so to say, at least so long as detailed and specific burden
sharing agreements between Member States are not agreed upon
and made internationally binding by the Member States con-
cerned. It is hard to believe that in difficult times good manners
may suffice to counterbalance possible incentives to cheat. Even
more so when cheating may help in shifting the fiscal costs of

banking bail ouf to other communities

8. COMMISSION'S WORKS IN PROGRESS ON ASSET

TRANSFERABILITY

Finally, in order to overcome the dual supervision of both home
and host Member State with respect to banking groups (a dual
supervision which increases significantly compliance costs and
triggers a ‘liquidity trap’ for cross-border groups), the Com-
mission is currently working on new harmonized rules for

asset transfer within cross-border groups, aimed at levelling the
prudential situation of subsidiaries and branches. In particular
the Commission should present a feasibility study to the Ecofin
in November 2008 and, based on this, it should launch a proposal
in 2009/201 0 which, ideally, in my view should be centred on

the extension of Article 69 of the CRD to cross-border banking
groups. Also in this domain, what it is emerging is - in addition
to long lasting company law and insolvency law national dis-
crepancies 1n respect to the concept of group interest and of the
treatment of cross-border groups in insolvency — a need for an
equitable burden sharing among home and host countries. It iy
clear, indeed, that internal arrangements whereby the parent com-
pany is legally entitled and at the same time obliged to transfes
assets to the subsidiaries facing an emergency situation are viable
insofar as the bail out costs are equitably split among all Member

States where the group operates.

LEGAL CONSTRAINTS IN THE ALLOCATION OF SUPERVISORY
BINDING POWERS TO A LEADING SUPERVISOR: SOVEREIGNTY,
DELEGATION OF DECISION MAKING AND CORRELATION
BETWEEN SUPERVISORY POWER AND RISK

In conclusion, against the backdrop of all these measures — which
seemn to epitomize the victory of pragmatism — we should ask

ourselves to what extent legal restraints could hamper the proper

22
23
24

Wymeersch, Delegation as an mstrument of financial juperessen p. 3.

Wemesrach. Delegution as an instrument of frameizl sipermsdon, p. 17

mennoned Arw 125(2) CRD.
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functioning of this evelutionary ‘stage 2’ supervisory architecture.
The starting point of our discussion rests on the general principle
whereby, in an international sefting, ‘supervisory functions are
indeed directly linked to the exercise of national sovereignty and
therefore cannot be exercised on a cross-border basis, except on
ground of an agreement between the states concerned’?? More-
over, as a general rule, public authorities should exercise their
powers themselves, with the correlated risks and responsibilities.
Delegating authority would in principle affect constitutional or
other public law principles ‘as it would allow public bodies to dis-
charge themselves of their legal duties by designating somebody
else to do s0'2* This means that there cannot be any delegation
of decision making from one supervisor to another, unless there
is a clear legal basis to do so. Delegation of operational tasks and,
much to a lesser extent, delegation of decision making are not
new in the EC securities and banking laws, though.?! In turn,
much of the existing and incoming patterns of cooperation and
coordination among European supervisors, herein included the
home country consolidating supervisor, are grounded on the
Treaty's freedom of establishment and its ancillary principles

of mutual recognition and home country control. They do have
thus an appropriate European legal basis. And this is true also for
the consolidating supervisor decision making when decisions by
consent within the colleges cannot be reached.

To be true, the institution of colleges of supervisors for
systernically relevant branches, as foreseen under the CRD revi-
sion, gives back to the host supervisor at least a portion of the
sovereignty which the straightforward application of the home
country control principle had previously taken away from the
host country supérvisnrs. 1 do not see, thus, how the conselidat-
ing supervisor role could be challenged here, where in fact the
institution of the colleges limits — and does not enhance — the
prerogatives granted by EC law to the home country supervisor
The apposiie could be irue, by contrast, for colleges supervising a
cross-border group under Articles 129 and 130 {a). Here, through
the colleges, the consolidating supervisor adds to its say. However,
the CRD ‘coverage’ — coupled with the clear need for an efficient
and well functioning supervisory architecture for the integrated
European financial market under the principles of subsidiarity
and proportionality — does provide a sufficient EC legal basss for
such a reform, as it was already recognized in the past with the
original Article 129(2) on internal mode] validation. Moreover,
this reform extends to some decisions of primary supervision a
principle already embedded in EC law. albeit solely for supple-
mental supervision, under Articles 10 and 11 of the Conglomer-
ates Directive 2002/87/BC.2% The same legal basis would also sup-

port, to my mind, even a possible future step forward if and when

in EU banking law compare Art. 12(9} of Second Banking Directive 2000/12/EC on delegation of solvency monitoring to the parent company supervisor and the above

FEBRUARY 2009, VOLUME &, [55UE 1



home country control could be applied to the banking group as
such, making the parent company supervisor responsible for the
overall oversight also of foreign subsidiaries. A reform advocated
also by the industry?® which would allow bridging of the gap
between legal and factual structures, letting substance prevail
over form. And rightly so: when financial groups are integrated
the practical distinction between branches and subsidiaries,
despite their legal forms, blurs as far as the exercise of a unified
and centralized management is concerned. Respousibility should
therefore follow. In so doing, the reform would therefore allow
the Buropean architecture to overcome an unjustified persistent
supervisory fragmentation and, at the same time, better correlate
power and respoasibility. On the other hand, such a reform could
rely on the principle of ‘group economic unit’ already recognized
in other ficlds of EC law and gaining momentum also n the
European Court of Justice {ECJ) case law on banks.%’

The topical issue with the consoliduting supervisor — to the
extent that such supervisor is expressly entrusted by EC law with
specific decision making functions — in my view is not, therefore,
on its legal basis but rather on the balance between power and
responsibilities. A good example are Deposit Guaranten Schemes
Subsidiaries are covered by host country schemes and foreign
branches can ‘top up’ if the host country scheme provides better
coverage. Another good example is lending of last resort by “host’
central banks to provide liquidity to subsidiaries established in
their Member States but governed by a parent company estab-
lished elsewhere, State direct intervention to provide guarantees
or to inject capital into subsidiaries — as witnessed by very recent
7 and Eurosystem decisions — goes a step further in the same
way, It is apparent that the burden of failure or bail out costs are
not necessarily aligned with the aliocanion of supervisory func-
tions and that in principle lender of last resort and applicable
deposit guarantee schemes should be those of the Member State
of the consolidating supervisor 22 [nstead of spelling out this
way the ‘constructive ambiguity’ existing on last resort lending
(at least 1n the Burozone), BC institutions address this ssue by
fostering the adoption of the MoU which - as mentioned above -
should inter alia provide an equitable burden sharing among
home and host countries, correlated to the joint exercise of
crisis management. Nonetheless, this crucial exercise of interna-
tional fair cooperation is explicitly made non-binding. It builds,
therefore, and quite surprisingly so, on social norms and not on
proper legal undertakings, 1t 1s moreover hard to believe that the

parties of the MoU would really be able to anticipate and detail

precisely in their understandings the burden of costs which each
of them should accept in proportion to the activities carried on
by the supervised banking group 1n each Member State. Recent
events tend to suggest that ex ante and ex post Joss calculations
ot a systemic crisis differ greatly. Any international agreement
aiming at allocating and transferring such risks would therefore
likely prove very incomplete and could hardly be renegotiated at
the occurrence of an emergency situation or thereafter, when data
hecome more reliable. | do not see, moreover, how the parties
could incorporate in their assessment the benefits which each of
them accrued to very different extents from the banking group
activity, when still profitable, in order to proportionate effectively
costs and benefits. If the parent company skimmed the cream of
the group profits, why should host Member States take up part of
the burden? Game theory, as mentioned above, suggests more-
over that joint welfare depends negatively on the superiisary’
divergence of interest and that, when supervisors’ preferences

are not aligned, a first best decision can never be reached. This

1s 2 fundamental bias negatively affecting international banking
supervision made through bilateral or multi-lateral Memoranda
of Understandings.

Finally. it is difficult to anticipate the final allocation of (civil)
liability in such a complex decision-making process. To be true,
when the colleges resolve a marter by consent, it seems quite
obvious that all members should be considered liable for the
common decision, 1t may be questioned, however, if this respon-
sibility should be joint ot several: in the Jatter case, it might prove
wwleweard to allocate to each supervisor its part of the whole
burden. But what if a national supervisor where foreign branches
or subsidiaries operate was not even invited to participate in the
college and a subsequent crisis had significant spiil over effects
adversely affecting depositors or clients established in its Member
State? Would it be possible to build up a case of negligence by
omission against it? In turn, when the consolidating supervisor
makes a decision on its own within the college, it would seem that
it should be held liable for such a solo decision. Indeed, whereas
simple delegation of operational tasks does not modify the
accountability and responsibility of the delegating authority,””
the exercise of the delegation of decision making should shift the
responsibility. The question here is however twofold: first, if and
to what extent there will be a level playing field among colleges
in this respect, It should be recalled that the standard of care
required of the consolidating supervisor taking the decision on

its own shall be that of its home country and the liability action

Since the consolidating supervisor is the hume counrry supervisor (fe., that of the MS where the head offices of the bank are located}, it might be questinael whether such

reliance on the home cauntry control principle 1o identify the consulidating mpeselun is still justified where the largest batance sheet tatal af the bapk or the group he made

in a Member State other than the home country

Compare alsu EFR, On the Lead Supervisor Model at p 8.

WP according to which 'any delegations of tasks

ERR, Towards o Lead Supervisor for Cross Burder Fingncinl Tnstiturions in the EU. Brussels, Jun. 2004, at p. 12
27 BCJS Oct. 2004, in Case C-442/02 Caixa, where a French subsidiary of a foveign group was found eligible to avail irself of Art. 43 of the Treaty

A principle clearly embedded in £C fnancial and stoarfthes law: see e.g., Arl 12011 @ of the Markel Abuse Lilssitive. Art. 6413) MiFID; partldulatly iustrative is S11, 482}
may not invalye either the exercise of public authority or the use ol dinimtipnary fowers ol judgsment, inuny cue the

final responsibility tor supervising compliange with the Directive and with its implementing measures still lie with the competent authority’
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shall be brought in such a Member State under its procedural
rules, alse including those on the standing to sue. It is apparent
that there is a risk here of additional fragmentation. Second, it
1s not obvious whether or not the other supervisory authorities
in the college will be exempted from Liability. It might be worth
recalling, in this respect, that - despite the fact that the CRD
amendment does not expressly address the issue — Articles 13(3)
and 13{6) of the Prospectus Directive set out that ‘the competent
authority of the home Member State may transfer the approval of
& prospectus to the competent authority of another Member State
subject to the agreement of that authority’ and that ‘this directive
shall not affect the competent authority’s liability, which shall
continue to be governed solely by national law' This ambiguous
provision does not say that liability is not affected by delegation
but in turn does not exclude either that a liability for delegation
might exist. It might well be that this depends on the volun-
tary nature of the delegation under the Prospectus Directive as
opposed to the compulsory nature of that implied by the college
under the CRD: but some uncertainty may persist. Even more so
because the CRD revision requires the ‘other competent authori-
ties to express their views and reservations’: what if they didn’t?
In conclusion, to my mind, the current stage 2 action plan
for an upgraded European supervisory architecture based on
multi-lateral coordination and lead supervisar last resort decision
making may well be a masterpiece of pragmatism and political
realism; it rests however more on good resolutions and overly
optmistic expectations of natural convergence of interests and
fair behaviour among Member States than on clear and solid legal
foundations. In my view, European policy is still lagging behind
events.’! And sadly so.

30 Compare also M.Pagano, The subprime lending crisis: lessons for policy end regulation, in Finance Monitor, 212008, p. 37.
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