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In response to the severe disruption of the financial system, the agenda 
defined by the Group of Twenty (G20), in 2008, has led to a new regulatory 
framework. These ongoing reforms outline a new organization, which could be 
called the Global and Integrated Prudential Model. Such a model is based on global 
rules defined by international standard setters and on the integration between 
the different parts of the prudential organization. In this context, a new pruden-
tial organization is being set up in Europe.

Henceforth, international coordination is underway, but questions remain. 
What could be the effects of the new rules on banking capital requirements, 
and, consequently, on the funding of the economy, not to mention the very 
structure of the financial system? 

As for the EU, which very swiftly carried out an important recasting of its 
legal frame, the continent will henceforth have to face three challenges: first, 
the risk of regulatory competition from large countries, chiefly the USA; second, 
the need to improve the law-making and the complex supervisory system; and 
third, the building of the Banking Union aimed at overcoming the current euro 
area crisis. 
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The first global financial crisis which began in 2007 brought 
severe discredit on all the Authorities, both national and global, 
responsible for foreseeing, controlling and managing financial 
changes. In response to the severe disruption of the system, the 
agenda defined by the Group of Twenty (G20) has led to reforms 
aimed at providing a new regulatory framework in order to 
improve financial stability (G20, 2008 and 2009).
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These ongoing reforms outline a new organization, which could 
be called the Global and Integrated Prudential Model. Such a model is 
based on the one hand on global rules defined by international 
standard setters and, on the other, on the integration between the 
different parts of the prudential organization, mostly between 
macro and micro-prudential levels. 

This paper will take into account, first, the lessons to be learned 
from the crisis; and, second, the new prudential framework in 
progress at the global level; an assessment of the new framework, 
which lays stress on the new banking standards (Basel III), is 
provided. Then, it will examine how, in this context, a new 
prudential organization is being set up in Europe. Last, this paper 
will offer an assessment of the strengths and the weaknesses of this 
EU framework. We shall see that the implementation of such a 
reform faces obstacles both inside the EU (with harmonization 
problems) and outside it (with the worldwide regulatory competi-
tion between areas, mostly from the United States). In such a 
context, the current European project towards an integrated 
Banking Union is to be seen as an attempt to get over such 
obstacles and over the current euro area crisis. 

1. Post-crisis lessons and reforms: The emergent Global  
and Integrated Prudential Model

1.1. What lessons are to be learned from the crisis? 

Numerous recent debates have been aimed at throwing light on 
the causes of the recent crisis and on the consequences of its mana-
gement. Thus a sort of consensus has emerged, which can be 
summarized around four chief points. 

a. Central banking inflation-targeted policies have been called 
into question

For three decades Central Banks have adopted the so-called 
inflation-targeted policies aimed at stabilizing inflation at a low 
level. Such policies were based on the belief that retail price stabi-
lity would ensure the financial system’s stability (Borio, 2011). On 
the contrary, experience has shown that in a liberalized financial 
system, retail price stability may well go hand in hand with strong 
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increases in asset prices (real estate or stock markets). Such bubbles 
were often the consequence of excess in credit growth, resulting 
from generous liquidity provision at low rates by central banks 
(Aglietta, 2011; Blanchard et al., 2010; Eichengreen et al., 2011; 
Goodhart, 2010b). 

These monetarist-inspired policies were not in line with libera-
lized economies. Indeed, given the increased function of asset 
markets, which are fluctuating by nature, liberalized economies 
have become intrinsically unstable. Thus, throughout the so-called 
period of Great Moderation, monetary stability went together with 
financial crises. Such a diagnosis has led nowadays to a new 
approach to Central Bank monetary policy in order to take into 
account financial stability. 

Regarding this new goal, we are bound to wonder what kind of 
instrument could be used to attain it. Indeed interest rate setting 
by central banks, which is nowadays almost the single anti-infla-
tion tool, would not be efficient to counteract excessive credit 
growth (Goodhart, 2010b). Moreover, according to the Tinbergen 
rule, it seems difficult to try to achieve two different objectives 
with the same tool. A risk of conflict between the two goals would 
appear in such a case. For these reasons, a consensus now exists to 
achieve the financial stability goal through specific instruments. 

The response brought by global standard setters, namely the 
Financial Stability Board (FSB) and the Basel Committee on 
Banking Supervision (BCBS), has consisted in creating a new tool 
(capital buffers) with a macro-prudential goal in the new banking 
framework (the so-called Basel III standard; see 1.2-a, hereafter). 
This new tool is considered to have a countercyclical effect to miti-
gate excessive credit raises and their consequences, namely 
inflation in asset prices. 

b. The new features of systemic risk in a global economy

A prolific literature has recently addressed the question of 
systemic risk (EU Commission, 2009; ECB, 2009; Galati et Moes-
sner, 2011; IMF, 2009). Systemic risk can be briefly described as 
“the risk of widespread disruptions to the provision of financial 
services that have serious consequences for economy at large” 
(FSB, 2011b). The very existence of Systemically Important Finan-
cial Institutions (SIFIs) can be seen as a chief cause of such a risk. 
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Usually, these institutions, mostly banks, were detected on the 
basis of a single criterion, namely their size, measured according to 
the total amount of their balance-sheet. The 2007-2009 financial 
crisis revealed that two other factors could increase systemic risk. 
These factors consist, on the one hand, of liquidity problems of 
banks, which are related with situations of excessive indebtedness 
(the latter being measured by the leverage ratio); and, on the other 
hand, of off-balance-sheet relations between banks, especially 
through credit insurance mechanisms, such as Credit default swaps 
(CDSs) (FSB, 2011b; BCBS, 2011b).

It was observed during the crisis that liquidity problems and off-
balance-sheet relations were acting as dangerous channels leading 
to quick and wide propagation of financial shocks. The unres-
trained development of complex securitization was based on 
products such as Collateralized Debt Obligations (CDOs) and 
Asset-Backed Commercial Paper (ABCPs), which appear as mere 
financial innovation concentrates. Thus, through the securitiza-
tion process we could observe that the worldwide financial system, 
chiefly European banks, ensured the financing of the north-
American residential real estate bubble. 

Among SIFIs, the FSB has isolated a sub-category called global-
SIFIs (G-SIFIs). These institutions are such that “their distress or 
failure would cause significant dislocation in the global financial 
system and adverse economic consequences across a range of 
countries” (FSB, 2011d). In order to identify Global Systemically 
Important Banks (G-SIBs), a study has been carried-out by the 
BCBS in cooperation with the FSB. This work led to detecting a set 
of 29 banking groups defined as G-SIBs. A combination of criteria 
was defined for such a selection, including, in addition to the size, 
new significant features such as interconnectedness, global cross 
jurisdictional activity, complexity and the lack of readily available 
substitutes (FSB, 2011b). 

c. The “Too Big to Fail” principle led to considerable changes 
in the Lender of Last Resort function

The notion of Lender of Last Resort (LLR) appeared two centu-
ries ago in economic literature, but this concept has never received 
a clear-cut definition (Ugolini, 2011). However, it can be agreed 
that, in its classical meaning, the LLR function is that of the 
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Central Bank when it provides emergency liquidities, according to 
Thornton-Bagehot’s well-established rules, to a distressed bank 
facing a liquidity problem but which is not insolvent (Thornton, 
1802; Bagehot, 1873; Humphrey, 1989). This kind of operation is 
aimed at avoiding a banking failure which could be contagious and 
therefore create damage to the financial system as a whole. 

Nevertheless, for 25 years, in each of the OECD banking crises 
following the liberalization process, Authorities have rescued 
insolvent institutions. Such policies were adopted according to the 
well-known principle Too Big To Fail (TBTF). Indeed, it was agreed 
that, given their size, big financial entities could bring about, 
should they meet a failure, a severe disruption or even a collapse of 
the banking system. 

As a consequence, the classical Thornton-Bagehot model was 
replaced by a new prudential scheme about thirty years ago. We 
call it the Hierarchical Prudential Model (HPM). It is based on two 
chief features: on the one hand, the constructive ambiguity principle
(when the Central Bank adopts a discretionary, or ambiguous, atti-
tude towards distressed banking situations); and, on the other 
hand, safety nets (comprising both supervision, which includes 
prudential rules and surveillance, and solidarity and guarantee schemes
(Humphrey, 1992; Gardener, 1992; Perrut, 2010).

During the 2007-2009 financial crisis, the TBTF principle was 
set up as an intangible rule by G7 decision-makers, in October 
2008, when they solemnly declared their commitment to avoid 
any failure of systemically important institutions (G7, 2008). 

As a result of such developments, three major changes can be 
observed in the LLR function. First, a doctrinal change occurred, for 
the major principles of the prudential doctrine were clearly put 
aside (both the “Let insolvent institutions fail”, of the classical 
model, or the “constructive ambiguity” principle in the HPM). 
Second, a diversification among authorities acting as LLR could be 
observed. Indeed, task-sharing took place between States, which 
chiefly guaranteed recapitalization operations, and Central banks, 
which provided banks with liquidity. Third, the toolkit used to 
conduct anti-crises operations was widened to new instruments. As 
for the States, operations expanded henceforth from capital furni-
ture to guarantees, including bad banks (or defeasance structures); 
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as for the Central Banks, interventions included unlimited long-
term liquidity provisions and sovereign debt purchases (4); 
moreover major Central Banks signed unlimited currency swap 
agreements with each other (ECB, 2011b; EU Commission, 2009), 
which outline a kind of International LLR function. 

d. Consequences of the crisis management: moral hazard 
problem and collective costs

A huge moral hazard problem and considerable collective costs 
can be observed, as consequences of the decision-making to deal 
with the recent crisis. 

The solemn declaration of the G7 leaders mentioned above led 
to important actions to rescue insolvent institutions and therefore 
to big amounts of capital furniture in order to fill the equity gap in 
distressed institutions. The very nature of such operations led to 
the commitment of States rather than of Central Banks. 

Such bail-out operations brought two major consequences. 
First, a situation of considerably increased moral hazard appears as 
a direct consequence of the crisis management. Indeed, all 
systemic institutions could from now on consider themselves as 
protected against a failure given their size, whatever their misbeha-
viours. Such an improper situation creates a stimulus for new 
excessive risk-taking policies. 

Considerable collective costs are to be seen as a second effect of 
the anti-crisis policy. According to the EU Commission, approved 
State aid in the EU in favour of the financial sector amount to 
€ 4.100 billion, of which about € 2.000 billion were actually 
employed in 2008 and 2009. IMF sources state that EU bank losses 
reached a global amount of € 1.000 billion and 8% of EU GDP 
between 2007 and 2010 (EU Commission, 2011b). Thus, the emer-
gency crisis management led to huge collective costs in order to 
refloat the financial sector. Therefore, the set-up of management 
and resolution regimes for financial institutions is to be seen as a 
priority among the ongoing reforms in order to preserve the 
economy, to avoid moral hazard and to protect taxpayers. 
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1.2. Global reforms in progress: the new banking standards and a 
framework for resolution regimes

An ongoing set of reforms is orchestrated by the G20 and the 
FSB. Two main components of this agenda consist of a new set of 
banking standards, the so-called Basel III framework, which is to be 
seen as the chief tool aimed at preventing a new financial crisis, 
and a set of guidelines for resolution regimes for financial 
institutions. 

In conjunction with these global responses, each country or 
area has initiated a recasting of its legislative framework for finan-
cial activities. Thus, within the set of recommendations from the 
FSB regarding macro-prudential supervision, systemic risk observa-
tories have been set-up in the USA, the UK, China, as well as in the 
EU as a whole (FSB, 2011d); (see hereafter, 2.1).

Reforms can also be observed concerning micro-prudential 
supervision, in Europe and in the USA where, within the 2010 
Dodd-Frank reform, the organization, which is currently 
somewhat bureaucratic is to be redefined, especially regarding the 
supervisory task-sharing between authorities. 

a. The new Basel III standard on capital, leverage and 
liquidity

According to capital ratio standards, banks are required to keep 
an amount of capital as a percentage of their exposures, risk-
weighted with several methods. The Basel III framework, still in 
progress, will be implemented by banks between 2013 and 2019. 
The existing micro-prudential tool (the capital ratio) will be drama-
tically strengthened. A macro-prudential overlay will be added 
through capital buffers and new tools, entirely different from 
capital ratio, namely liquidity ratios (BCBS, 2010; 2011a, b). 

Regarding the micro-prudential level, the strengthening of the 
prior capital ratio, namely Basel II framework (recently changed 
into Basel 2.5) comprises: 

— A rise in minimum capital requirements with better quality; 

— A wider risk coverage; 

— A new tool called leverage ratio, non-risk based and including 
off-balance-sheet exposures; such an instrument aims to 
restrict bank indebtedness; it establishes a strict limit for 
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total exposures; the latter are required to remain under the 
level of core capital multiplied by 33. 

In order to counteract both moral hazard and systemic risk, the 
macro-prudential overlay, which is entirely new, comprises, in 
respect of capital requirements: 

— A countercyclical buffer in order to limit excessive credit 
growth; this tool will be monitored (between 0% and 2,5% of 
the exposures) by the supervisors; 

— An additional capital buffer for Systemically Important Banks 
(SIBs), varying from 1% to 2.5% of the exposures; such an 
additional loss absorbency capacity for these banks is aimed 
at reducing systemic risk and, should a failure occur, limiting 
its effects on collective costs. 

Moreover, two liquidity ratios (a short-term one and a long-term 
structural ratio) will be created with a worldwide harmonization. 
Such tools are aimed at avoiding new liquidity crises like the 
chronic ones we have been faced with since 2007. 

b. The setting-up of a framework for financial crises manage-
ment and resolution

During the recent crisis, Authorities ascertained the lack of a 
resolution process for individual failures. Such a lack compelled 
administrations to undertake emergency actions, which led to a 
moral hazard problem and to losses for the taxpayers. 

A resolution regime for financial institutions is aimed at avoi-
ding the triggering of a systemic crisis when a bank failure occurs, 
at protecting the taxpayer and at following the proper hierarchy 
between the creditors. 

The FSB recently published a set of principles in order to guide 
the national resolution regimes which are to be established. FSB 
guidelines call for jurisdictions to adopt several measures (FSB, 
2011a): 

— Designation of a resolution authority to resolve insolvent 
institutions;

— Definition of specific principles for cross-border groups; 
— Frames for recovery and resolution plans concerning SIFIs. 

Several countries have already planned measures regarding 
these issues. 
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The EU Commission, for its part, published a communication 
in 2010 entitled “A European framework for crisis management in 
the financial sector”, and made legislative proposals, June 2012 
(EU Commission, 2010c; 2012b). 

1.3. Towards a Global and Integrated Prudential Model

The boost given by the 2008 G20 agenda and the take-over by 
the coordination of international institutions outline a new orga-
nization to ensure a sounder financial system. We would qualify 
such an architecture as the Global and Integrated Prudential 
Model. Indeed, such a framework is founded on two main features. 
On the one hand, the authorities’ determination to respond to 
financial globalization has led to a global regulation, which should 
be adopted in all countries. On the other hand, the acknowledg-
ment of systemic risk and moral hazard calls for an integrated 
prudential policy. This forthcoming organization thus appears as a 
third generation prudential model, following the 19th century 
Thornton-Bagehot classical model and the post-WW2 Hierarchical 
Prudential Model, as mentioned before (see 1.1-c). 

A new framework defined at the global level. The 2008 G20 
programme (Washington Summit) for a global reform of the finan-
cial system is based on several principles: promoting sound 
regulation and financial market integrity; reinforcing international 
cooperation; reforming international financial institutions (G20, 
2008). 

This action-based programme was entrusted to the FSB whose 
task is to ensure, together with the IMF, the coordination of regula-
tors and standard setters. The latter comprise:

— sector-oriented regulators (banking: Bank for International Sett-
lements, BIS, Basel Committee on Banking Supervision, 
BCBS; insurance: International Association of Insurance 
Supervisors, IAIS; security markets: International Association 
of Securities Commission, IOSCO);

— standard setters with broader focus (International Accounting 
Standard Board, IASB, and US Financial Accounting Standard 
Board, FASB, regarding accounting standards) and interna-
tional organizations (World Bank and OECD). 
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A new feature in this regulatory workshop is to be found in the 
will expressed from now on by some regulators (Basel Committee, 
IASB) to expand their standard setting status to that of supervisor 
of the complete and harmonized implementation of their stan-
dards. Such a policy is aimed at avoiding, on the one hand, 
situations of unfair competition between the countries and, on the 
other hand, the loss of credibility in standards, should their enfor-
cement be disordered. Thus, the Basel Committee expressed its will 
to ensure the follow-up of the implementation of its framework, as 
it appears clearly in a recent comparative report on the implemen-
tation timetable among countries or jurisdictions for Basel 
standards (BCBS, 2011c); (see 1.4, hereafter). 

An integrated prudential organization. Integration is indeed a new 
feature of the new prudential organization. This appears, first, in 
the setting-up of coordination between micro and macro-prudential 
supervision. Integration between these two levels is required by the 
new banking standards, which will entrust Central Banks (whose 
function is, inter alia, to look after money and credit) with the task 
of implementing macro-prudential measures such as the level of 
countercyclical buffers. A closer cooperation between Central 
Banks and supervisors will be necessary in this regard in order to 
make the transmission of such decisions to individual banks effec-
tive. EU supervisory reform will give us an example of such 
integration (see hereafter, 2.1-a).

Second, prudential policy is henceforth to be seen as a complete 
cycle, including several steps linked together:

— preventive action. This level is based upon precocious risk 
detection, which is the task of systemic risk observatories, 
and strengthened prudential rules (mostly within Basel III 
reform); monetary policy probably should also contribute to 
deal with excessive raises in asset prices; 

— crisis management. Crisis, when they occur are to be faced by 
several players, namely, Central Banks and States (whenever 
a LLR function is required), and micro-supervisors to manage 
individual distressed situations; 

— crisis resolution. Resolution frameworks are aimed at dealing 
with the failure of institutions in order to avoid systemic 
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risk, to spare collective costs and to comply properly with 
the hierarchy of the rights between creditors. 

1.4. The new Basel III banking framework and the global reform: 
what are the consequences?

a. General remarks about the global reform

 If we understand correctly the logic and direction of this new 
prudential model, we have to wonder about the consequences and 
dangers facing present developments. Moreover, would a legal 
separation between activities be an interesting regulatory solution?

Risk of a regulatory gap between financial sectors. The new ongoing 
regulatory framework will comprise different components, among 
which the new banking rules and the forthcoming rules on the so-
called “shadow banking system” (SBS). Regarding this, we can say 
that the wider the gap in the regulatory structure (between banks 
and the SBS), the stronger the incentive will be for actors to 
develop less regulated sectors. Ben Bernanke has observed that 
such a gap was a cause of the recent crisis (Bernanke, 2012). 
Indeed, the different parts of the regulatory system cannot be 
dissociated from each other. Otherwise, the very causes of the 
recent crisis would only be reinforced by the new banking stan-
dards. Indeed, Basel III higher standards are to be seen as a strong 
incentive for giving a fresh impetus to the “originate to distribute” 
model, especially through securitization and new developments of 
the shadow banking system. G20 leaders are conscious of such a 
situation. During the Seoul G20 meeting, in 2010, the FSB was 
asked to elaborate rules in order to control the shadow banking 
system (FSB, 2011d). 

Risk of disparities and time lags between jurisdictions for imple-
menting the reform. To be sure, the global reform will not follow the 
same pace, depending on countries or jurisdictions, for two 
reasons. First, the desire to complete the G20’s programme is prob-
ably not shared with equal intensity by all countries. From this 
point of view, the slowness in the finalisation of the Dodd-Frank 
reform may lead to a situation in which national regulations will 
be competing, thereby slowing down or even impeding any global 
reform. For instance, a gap between USA and EU jurisdictions 
about the implementation process of the new banking rules can be 
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found in a recent BCBS report. According to its recent will to super-
vise the implementation of its rules, the Basel Committee recently 
published, as mentioned before (see 1.3), a follow-up report on the 
implementation of its standards throughout the world. As for Basel 
2.5 framework (published in 2009), the report shows that the EU 
set its deadline at the end of 2011 for the enforcement in all 
Member States. According to available information, all EU coun-
tries could comply with this timetable, whereas in the USA, 
proposals for regulations were still under discussion and still not 
yet published in October 2011 (BCBS, 2011c). 

Second, the implementation of the reforms cannot possibly 
avoid some discrepancies among firms or countries, which will 
lead to disparities in competition. The process of implementation 
for Basel II (or 2.5), for instance, shows that a perfectly coordinated 
and homogenous approach between firms and countries is practi-
cally impossible. 

Indeed, the first pillar of Basel II framework comprises three risk 
categories: counterparty credit risk, market risk and operational 
risk. For each category, a choice is to be made by the actors, under 
the control of the supervisor, among several options. As to credit 
risk, three options are available, the standardized approach, the 
Foundation internal-rating-based approach (FIRB) and the 
Advanced internal-rating-based approach (AIRB). Options must be 
made for each of the seven portfolios included in the Counterparty 
credit risk. Thus, even in the same country, under the same super-
vision, the implementation of Basel rules would not be exactly the 
same. In the Basel III framework, countercyclical buffers and liqui-
dity ratio will make the process even more complex. Furthermore, 
banks will be put under a closer oversight from national supervi-
sors whose discretionary powers would be extended (e.g. for 
defining the level of countercyclical buffers). 

Capital ratio versus regulatory separation between activities. Within 
the Basel capital ratio, aimed at taking into account all specific risks 
of banks, the latter remain free to define their capital allocation 
between activities according to their strengths and strategies. 

As for legal separation between banking activities no less than three 
projects for reforms are currently being discussed. First, the UK 
Vickers reform which chiefly consists in establishing a “ring fence” 
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to protect retail banking activities; second, the USA Volcker Rule 
aimed at establishing limits to proprietary trading; and third, the 
EU Liikanen report proposals mostly aimed at controlling proprie-
tary trading and particularly “risky activities” (HLEG, 2012). 

Basically, mandatory separation between activities is based on 
two doubtful, not to say erroneous ideas. First, there is the idea 
that investment banks would carry more systemic risks than retail 
banks. Therefore it would be necessary to protect retail banking 
(especially deposits) with a legal separation such as that required 
by the old USA 1933 Glass-Steagall Act. Nevertheless, during the 
recent crisis, we have seen that all banking businesses can lead to 
systemic risks. 

Second, legal separation would protect against contagious 
effects between activities. However, if refinancing links were to 
remain between businesses, legal separation would be absolutely 
ineffective against systemic shocks. As it was recently ascertained, 
liquidity appeared to be a dangerous channel leading to the propa-
gation of financial shocks. 

Would a stricter definition of legal separation prevent such 
propagation? In this a case, a “Chinese wall” would forbid finan-
cial links between different activities (e.g, between retail and 
investment banking). The consequence would be the drying-up of 
interbank markets. Such a situation would lead to a dramatic lowe-
ring of bank lending to the economy. 

However, should a few highly speculative and risky activities, like 
proprietary trading, be separated? A mandatory separation as well 
as a separation in financing could indeed avoid contagious effects. 
But such a legal separation should be accompanied by a huge 
capital surcharge, which would be the only effective tool in order 
to ensure a downsizing of this activity. 

b. Direct consequences of the new banking standards 
(Basel III) on the bank balance-sheets

It is far too soon to have a precise idea about the effects of the 
new banking standards. Indeed, on the one hand, discussions are 
still going on about the very definition of some rules (especially 
concerning the short term liquidity ratio, LCR, as mentioned 
below). On the other hand, two monitoring exercises have been 
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carried-out by regulators (BCBS) and supervisors (European 
Banking Authority). We can only observe that such studies were 
led under restrictive assumptions. The Basel Committee (BCBS) led 
a monitoring exercise (using bank accounts as of 30 June 2011) on 
212 banks, including 103 Group 1 banks (defined as being interna-
tional and having a tier 1 capital in excess of € 3 billion), and 109 
Group 2 banks (BCBS, 2012). This exercise assumes full implemen-
tation of the final Basel III package and takes into account systemic 
surcharge. But countercyclical buffers and firm strategies, aimed at 
bringing a response to the new rules, are not considered. The EBA 
monitoring exercise (EBA, 2012) comprises 158 banks, including 
48 Group 1 banks, and follows the same criteria and methodolog-
ical background as that of the BCBS. Despite these limits a few 
trends can be identified concerning the effects of the new banking 
rules. 

■ Capital ratios: sharp increase in capital requirements and higher 
banking capital needs. 

Far higher capital requirements. Such an increase in the capital 
requirements appears both in the new definition of the Risk-
Weighted-Assets (RWA) and in the capital rates required in propor-
tion of these total exposures. 

According to the BCBS monitoring exercise, Group 1 Risk-
Weighted-Assets would increase by 19.4% (almost one-fifth) under 
Basel III rules, in comparison to current RWA (Basel 2.5). 

Under the new framework, Tier 1 requirements (comprising 
mostly equity) for non systemic banks would rise from 4% of the 
RWA (Basel II rules) to a level ranging from 8.5% to 11% (the latter 
including the maximum 2.5% countercyclical capital buffers) 
according to Basel III standards (see Appendix A). For these non 
systemic banks, total requirements would rise from 8% (Basel II) to a 
level ranging from 10.5% (including 7% in equity shares) to 13% 
(including maximum capital buffers). 

For systemic banks (subject to a systemic surcharge ranging 
from 1% to 2.5% of the RWA), Tier 1 ratio would reach a level 
ranging from 11 % to 13,5 % (with a full systemic surcharge and 
full countercyclical capital buffers). The total requirements would 
reach a level ranging from 13% (including 9.5% in equity shares) 
and 15.5% (including 12% in equity). 



Global and european financial reforms 251

Under this new definition of RWA (with a new deduction 
system) and capital ratios (as percentages of the RWA), Group 1 
capital ratio Tier 1 would fall from 11.5% (current rules) to 7.5% 
(Basel III rules), i.e. a decline by 4.1 percentage points and over 
one-third (see Appendix B). Total capital ratio, for Group 1 sample, 
would fall from 14.2% to 8.6% (i.e. a decline by 5.6 percentage 
points and 41%). 

Higher capital needs. In terms of capital shortfall, the full effect of 
Basel III rules (including systemic surcharge) would lead to the 
following results, according to BCBS exercise (using data as of 
30 June 2011). For Group 1 (see Appendix B and C): 

— to meet the Common Equity Tier 1 (CET1) target (7%), the 
capital shortfall would amount to € 485.6 billion; 

— then (assuming banks already hold 7% CET1 capital), to 
meet the Tier 1 capital target ratio (8.5%), Group 1 banks 
would need an additional € 221.4 billion; 

— last, (assuming banks already hold 7% CET1 and 8.5% Tier 1 
capital), to meet the total capital target ratio (10.5%), Group 
1 banks would need an additional € 223.2 billion. 

These estimates, which amount to a total figure of € 930.2 
billion, do not include any countercyclical buffer. 

Liquidity standards: towards a drastic reducing of banking transfor-
mation. As mentioned before (see 1.2-a), two liquidity ratios, still 
under discussion, are created in the Basel III framework. The first 
one, the Liquidity Coverage Ratio (LCR), is a short term ratio, 
aimed at ensuring that banks can withstand a 30-day stressed 
funding scenario. It is expected to be implemented by 2015. The 
second one, the Net Stable Funding Ratio (NSFR), is a long term 
structural ratio, designed to address liquidity mismatches. The 
NSFR should be implemented by 2018. 

According to the BCBS monitoring exercise, the shortfall of 
liquid assets to comply with the LCR (on the basis of the June 2011 
accounts) would amount to € 1.760 billion for the whole sample 
(Group 1 et 2, i.e. 212 banks). This shortfall represents approxima-
tely 3% of the € 58.500 billion total assets of the aggregate sample. 
As for the NSFR, the shortfall would amount to € 2.780 billion. 
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This amount represents the aggregate shortfall of banks that are 
below the 100 % NSFR requirement. 

According to the press statement issued by the BCBS oversight 
body, namely the Group of Governors and Heads of Supervision, 
January 2012, the liquidity approach will not change, except for a 
few key points related with the LCR, currently under investigation. 

Nevertheless, discussions which began two years ago are still 
going on. According to the European Commissioner M. Barnier, 
reserves (from Governors from the Bank of England and from the 
ECB) and even demands for revision (from the USA and Japan) are 
to be mentioned. Moreover, a Green book issued by the European 
Commission is expected on these topics, September 2012 (Barnier, 
2012).

Regarding liquidity ratios, especially the long term one (NSFR), 
we observe that such a measure would strongly reduce banking 
transformation which is part of the function of commercial 
banking in order to finance the economy. Thus, the current Basel 
III project should be strongly mitigated in order to avoid, especially 
in the EU, a sharp lowering of bank lending to the economy. 

c. What will be the consequences for using banks to fund the 
economy? 

Bank strategies. Already, significant changes can be observed in 
bank strategies in order to deal with the new banking rules. Such 
measures range from: asset sales (according to BIS estimates, such 
asset sales from EU banks could amount to a level ranging from 
€ 500 billion to € 3.000 billion over the next years); stopping non 
core businesses; reducing dramatically global exposures. For 
instance, according to its annual report, a major investment bank, 
UBS Group, has already decided to downsize its exposures sharply. 
The chief part of its risk-weighted assets, concerning investment 
banking, would be reduced by one third, namely a CH 130 billion 
decrease, between September 2011 (RWA: CH 400 billion) and the 
end of 2016 (RWA: 270 billion). Moreover, observers have pointed 
out that UK banks have begun a process aimed at reducing their 
assets (BIS, 2012a). 

Bank asset-liability management. Furthermore, together with the 
increase of capital ratios, the implementation of the long term 
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liquidity ratio (NSFR) would have important consequences on the 
whole banking asset-liability management, both on the asset side 
(with an increased need for short term assets and for high quality 
securities), and on the liability side (with diversification of 
resources and more stable funding). 

Risks for the financing of the economy. Thus two risks appear as 
possible consequences of the new banking framework. On the one 
hand, numerous questions are to be asked about the conditions of 
funding the economy by banks. A slowdown or a decrease in bank 
lending is to be feared. As a consequence, discrimination between 
companies, both in the volume and the cost of operations could 
appear, especially to the detriment of SME’s which are the chief 
source of job creation. These rules could also lead to an increase in 
the cost of lending. 

On the other hand, there could be a possible crowding out effect 
against the industrial sector for the collation of fresh capital and 
medium-term resources on the financial markets, which, apart 
from the States, will be solicited on a large scale by the banks to 
meet Basel III ratios over the next decade. 

d. Towards a reshaping of the whole financial sector 

The new Basel III standard probably results from the intent of 
BCBS regulators, namely major Central bank representatives, to 
reshape the whole financial sector. 

Such a new organization would consist, on the one hand, in a 
downsizing of banks and of the banking system, whose function in 
the funding of firms would be reduced; on the other hand, in an 
increase of firm funding by financial markets and long-term inves-
tors (namely pension funds, insurance companies, hedge funds 
and private equity funds). 

We may observe that the effects of such an evolution would 
converge with some alternative reforms discussed at the begin-
nings of the Basel III elaboration. Such alternatives comprised size 
limits for banks or limits related to with banking diversification. 

Regarding this, the forthcoming redefinition of banking peri-
meters under Basel III, according to the criteria of specialization or 
capital requirements, is not far from some features of the UK 
Vickers ongoing reform. 
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However, these forthcoming changes could well go together 
with a new impetus given to the “originate to distribute” model, 
which appeared to be among the chief factors of the recent crisis. 
Indeed, capital surcharges and liquidity ratios will represent a 
strong incentive to boost the shadow banking system, through the 
securitization process. Global regulators, especially the FSB, have 
from now on to address a new challenge. Will they be able to 
define and ensure a consistent implementation of the whole G20 
programme? Indeed, regarding the shadow banking system, its 
regulatory control is urgent in order to avoid the increased regula-
tory pressure on banks from leading to a new impulse to less 
regulated financial sectors. 

2.  The EU prudential framework: assessment, perspectives

The second part of this paper will examine, first, the EU pruden-
tial framework in progress, along with the global reform; second, it 
will discuss a few points concerning this reform; third, it will 
address a current issue, the so-called Banking Union for the Euro 
Area. 

2.1. Recent changes in the EU prudential framework

Let us recall first that several EU institutional bodies were 
involved, during fall 2008, in dealing with the direct consequences 
of the crisis: 

— decisions taken by intergovernmental meetings (European 
Council, Ecofin, Eurogroup), in coordination with interna-
tional meetings (mostly G7 and G20) ; 

— legislative or regulatory actions from the institutional commu-
nity “triangle” (European parliament, Ecofin, Commission) ; 

— Eurosystem actions, mostly aimed at providing banks with 
liquidity.  

Then, the EU undertook a recasting of both its supervisory and 
its legislative frame for financial activities. This reform should be 
completed by the end of 2012 (EU Commission, 2010a; Perrut, 
2012b).
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a. The EU Financial Supervisory Reform

The revision of EU supervisory institutions was adopted in 
October 2010, and consists of: 

— The creation of a macro-prudential oversight body;
— The set-up of three sector-oriented authorities, taking over 

from the so-called Lamfalussy supervisory Committees. 

Both levels (macro and micro-prudential) are expected to 
cooperate through cross-representations and a Joint Committee. 

Entrusted with the macro-prudential oversight of the EU financial 
system, the European Systemic Risk Board’s main objective is to 
prevent and mitigate systemic risks. In this regard the ESRB must 
collect the information needed for its action, identify systemic risk, 
issue warnings and recommend measures when threats have been 
detected (EU, 2010). The president of the ESRB is the ECB presi-
dent. Its Steering Committee comprises 14 members, including 7 
ECB members and the 3 presidents of micro-prudential authorities. 
The General Board includes in addition the governors of the 27 
national central banks. The ECB provides a secretariat and thereby 
“analytical, statistical, logistical and administrative support to the 
ESRB”. Last, the ESRB does not have a legal personality. 

The micro-prudential supervisory level, called the European system 
of financial supervisors (EFSF), which includes the ESRB, works as a 
decentralized network. While national supervisors carry-out their 
day-to-day operations, and supervisory colleges ensure the 
surveillance of cross-border groups, the 3 new European sector-
oriented Authorities (taking over the prior 3 Committees) are 
entrusted with the tasks of coordinating the implementation of 
European supervisory standards and ensuring a strong cooperation 
between national supervisors. Established since the beginning of 
2011, these new bodies (European Banking Authority, EBA; Euro-
pean Securities and Markets Authority, ESMA; European Insurance 
and Occupational Pensions Authority, EIOPA) comprise chiefly the 
27 representatives of the national public bodies entrusted with 
supervisory functions. 

In contrast with the ESRB, these authorities have legal persona-
lities. They are independent from political powers but are 
nevertheless expected to report to them. Moreover, these new 
bodies have binding powers on financial institutions. However, as 
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we shall see, these powers can only be applied in a few cases and 
according to complex proceedings.

Their mandate, which is extremely wide, can be summarized 
around two quite distinct axes: 

— Elaborating a single set of rules and principles, that is to say a 
common supervisory culture; 

— Solving conflicts regarding individual cross-border institu-
tions (controlled by supervisory colleges). 

b. The recasting of the legislative framework

 According to a well-known “spill-over effect”, the launching of 
the euro, in 1999, gave a fresh boost for completing the single 
market of financial services with two programmes. First the Finan-
cial Services Action Plan (1999-2004) which produced 39 legal 
measures, and, second, the Financial Services Policy (2005-2010); 
(EU Commission, 2005). 

From 2008 on, the crisis required emergency responses, which 
were followed-up by the will to reform the legislative framework 
for financial activities. This programme was to be completed before 
the end of 2011, in order to ensure a transposition in all EU 
member states in 2012. This plan is founded on three principles 
(EU Commission, 2010a; 2011a). 

Enhanced transparency. This part includes: a regulation concer-
ning credit rating agencies (CRAs), adopted in 2009; a legislative 
proposal on derivative markets (already published) and the impro-
vement of the Markets in Financial Instruments Directive (MiFID), 
whose proposal is under discussion by the legal system. 

Enhanced resilience and stability of the financial sector. This section 
comprises chiefly two points. First, as yet unpublished legislative 
proposals, in order to set up a complete set of tools for the preven-
tion and resolution of failing banks. Second, proposals for the 
revision of the Capital Requirement Directive (CRD IV), published 
in July 2011 (a directive and a regulation), in order to take into 
account the Basel III framework.

Protection of the consumer. Regarding this issue, measures have 
been taken on short selling and credit default swaps; moreover, the 
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revision of guarantee schemes (concerning depositors, investors 
and insurance policy holders) has been completed or is in progress. 

2.2. An assessment of the EU ongoing reforms

Let us examine, first, several issues raised by legal changes in the 
EU, second, questions related to supervision. 

a. Legislative process: some improvement, but weaknesses and 
questions remain

 In the close aftermath of the strong impulse given to the single 
market of financial services, in 1999, the European Council and 
Ecofin ordered a study on the regulation of European security 
markets. Published in 2001, Lamfalussy’s report sets out a devasta-
ting criticism of the legal European system. Indeed, the paper 
regrets deeply the lack of basic common rules and doubts whether 
the existing legislative system would be able to produce such a 
corpus. It reads as follows: “the current regulatory system is not 
working”. Moreover, the criticism turns into a flame-thrower to 
attack such a system, arguing that it is feeble and slow while tech-
nology changes at a fast pace. As a consequence, new EU laws are 
already out-of-date when implemented. Last but not least, the 
diagnosis underlines the lack of any control from the EU to ensure 
an effective and consistent implementation of rules in all the 
Member States (Committee of Wise Men, 2001). The core proposal 
of the report consists in associating regulatory and supervisory 
committees in the legislative process. Such recommendations led 
to the setting up (between 2002 and 2004) of sector-oriented 
committees (for security markets, banking and insurance). 

These committees bring together national supervisory and regu-
latory bodies. They are aimed at improving the rules and, on the 
authority of legislative institutions, defining implementation 
measures. 

The goal of improving the quality of legislative work has been 
reasserted in the Financial Services Policy programme (2005-2010) 
with a formula: “better lawmaking”. Several means such as: the law 
recasting technique (making laws more simple, legible and up-to-
date), impact assessments (cost-benefits studies), open consulta-
tions and controls for the effective application of community 
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rules, were used to reach such an objective (EU Commission, 
2005). 

Recently, in 2010, a Smart Regulation principle was presented in 
a communication of the E.C. According to this paper, the whole 
regulatory “policy cycle” must be taken into account, “from the 
design of a piece of legislation to implementation, enforcement, 
evaluation and revision” (EU Commission, 2010b). 

After such attempts, we have to question the quality and the 
effectiveness of EU rules. As to the improvements, we can observe 
that the intensive legal work carried-out by the EU in the field of 
financial services since 1999 is aimed at providing the Union with 
a modern set of rules, consistent and constantly updated. In addi-
tion, legislative responses to address the crisis have been fast and 
effective, with the ambition of taking over immediate measures to 
ensure a whole framework for financial security. The recasting 
technique offers clearer and more legible rules. Follow-ups are 
frequently conducted. Before the proposals, synthetic green papers 
presenting clear questions are provided for wide consultation by all 
the players (see for instance: EU Commission, 2012a). 

Nevertheless, weaknesses and questions remain. During the 
“Lamfalussy process review”, in 2007, remarks were made about 
the lack of sufficient delegation of power from the legal system to 
the committees, while it was the very purpose of the “comitology” 
reform (ECB, 2007). However, we can observe that henceforth the 
chief directives frequently go together with delegation for imple-
mentation measures. 

The 2004 Market in Financial Instruments Directive (MiFID), 
implemented at the end of 2007, raises a number of questions. 
Indeed, the MiFID is to be seen as the hard core of the financial 
market regulation, whose infrastructures are subject to extremely 
fast technological change. Reports from market observers state that 
numerous advanced technologies are used by players, namely 
investment banks, in order to circumvent the rules, thus create 
glaring disparities between investors (Vauplane, 2011). What are 
the reasons for such unfair practices? Do they proceed from 
unclear, imprecise rules or from the lack of a proper supervision? 

Last, is there effective control of national implementation of EU 
regulation, in order to ensure a consistent set of rules throughout 
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Europe? Eleven years after Lamfalussy’s report, such a question 
should be seriously documented. 

b. The supervisory reform : a complex organization, numerous 
tasks, limited binding powers

Like several large countries (USA, UK, China, inter alia), the EU 
as a whole has created a macro-prudential oversight body, the ESRB. 
This body, which has no binding powers or legal personality, 
depends entirely on the EBC for its technical and administrative 
support. 

According to reports published before it was set up, this body 
was expected to derive its influence from its reputation (High Level 
Group, 2009). However, given the dependency of the ERSB on the 
ECB and the ECBS (within the Steering Committee and the General 
Council, respectively), we consider that such a body will be mostly 
a place for exchange and consultation, especially between the ECB 
and the ECBS, on the one hand, and micro-prudential authorities, 
on the other hand. 

In contrast to the ESRB, the new micro-prudential authorities, 
already have a history because they took over prior supervisory 
committees that were set up almost ten years ago in the aftermath 
of Lamfalussy’s report. Several attempts have been made to 
strengthen these bodies, in order to allow them to cope with the 
enlargement of their mandate. They have been entrusted with 
powers a little more binding (such as the so-called approach 
“comply or explain”, which compels an institution to justify itself 
if it does not comply with a prescription). 

Before being upgraded into Authorities, it was considered that 
these sector-oriented committees were mainly acting as “informal 
mediators” (CEPS, 2009). Moreover, the increase in the number of 
bodies and committees (4 Lamfalussy’s committees and 3 Authori-
ties, henceforward), which create risks of overlapping, is to be 
mentioned (for instance, between European Banking Authority 
and ECB’s Banking Surveillance Committee). 

The recent upgrading of the supervisory committees into 
Authorities provides these bodies with extended capacities, owing 
to their legal personality and binding powers. However, two limits 
are to be noted. On the one hand, the decision-making process will 
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remain difficult because of the collegiate governance. On the other 
hand, binding procedures that could be undertaken against a 
financial institution or a national authority (the latter being repre-
sented within the new EU Authorities) are complex and, obviously, 
somewhat tricky. 

The specialization of these bodies according to each financial 
sector (banking, insurance, security markets) has been discussed. 
Indeed, one might wonder if choosing a single supervisor for all 
financial businesses would not have been a better solution. 
However, such a specialization can be seen as preferable, given the 
specific features of each business, namely concerning rules, 
national organization and even the very nature of risks (by 
contrast with insurance, banks have to address systemic risk). 

In order to cope with the supervision of cross-border banking 
groups, especially when crises occur, the EBA is supported by two 
tools, as mentioned, supervisory colleges and memoranda of 
understanding. Supervisory Colleges (there are about 120 SC in the 
whole EU) bring together, for each cross-border banking group, the 
authority of the home country (where the registered office of the 
group is established), which is the lead supervisor, and authorities of 
all the host countries (where subsidiaries or branches are situated). 
According to field testimonies, hostile situations can be observed 
in those colleges, between host and home supervisors. Moreover, 
several reports have pointed out the lack of effectiveness of super-
visory colleges to deal with crises of cross-border banking group 
such as Dexia or Fortis (Pisani-Ferry and Sapir, 2009). 

European memoranda of understanding (either multilateral or 
bilateral) are signed between authorities of banking supervision, 
central banks and finance ministries in order to offer guidelines for 
financial crises situations. It appears that such agreements were 
not helpful during the recent crisis (EU Commission, 2010d).

In addition, new Authorities are entrusted with the task of 
improving the legislative process, owing to their field experience, 
especially regarding the definition of implementation measures 
foreseen in the directives. They are also expected to promote a 
common supervisory culture and practice in order to ensure a 
consistent implementation of EU rules. A common basis of this 
kind for supervision is needed to avoid regulatory competition. 
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2.3. Towards a banking union for the euro area

a. The vicious circle of debt and the lack of integrated anti-
crisis mechanisms 

The so-called euro area crisis erupted in spring 2010, with Greek 
public debt problems. Since then, contagious effects towards other 
countries (Ireland, Portugal, Spain) have been observed. Two and 
half years later, the crisis is still not under control. A consensus is 
now emerging about the causes of such a lasting crisis. Indeed, 
public finance unbalances and acute banking problems are now 
creating a vicious circle (BIS, 2012; IMF, 2012; Merler and Pisani, 
2011, 2012). Such a situation results from the strong links existing 
between banks and States, for two reasons. 

On the one hand, the euro area lacks an integrated framework 
for addressing individual banking crises. In such a situation, each 
member state remains responsible for rescuing its own national 
banking sector. Given the size of the banking sector, rescue opera-
tions, when they occur, have important consequences on public 
budgets. Thus, the need for bank recapitalization leads to public 
unbalances. 

On the other hand, European banks hold portfolios comprising 
a high proportion of sovereign bonds as a percentage of their total 
assets. Indeed, public bonds held by European banks amount to 
41.5% of the risk-weighted assets (RWA, according to Basel 
Committee methodology) in Germany, December 2010, and to 
20% and more in France, Italy and Greece (Merler and Pisani, 
2012). The breakdown of these public bond portfolios shows a 
strong concentration upon domestic public debt. As a matter of 
fact, domestic public bonds amount to more than 70% of the total 
public bond portfolios held by German banks, September 2011. 
The percentage rises to more than 80% in Spain, Ireland, Italy and 
Portugal. Since then, whenever doubts are raised about the 
solvency of member states, fears lead immediately to impairments 
of bank public bond portfolios and to bank downgrading by rating 
agencies. 

Moreover, we have to recall that the euro area lacked a public 
finance solidarity mechanism, at least until 2010. Such a lack 
created a factor of uncertainty for market operators. Indeed, it was 
to be feared that a national public finance crisis would lead to the 
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failure of a euro member state. Such worries were expressed, as 
early as 2009, through the sharp rise in the spreads between public 
bond interest rates among euro area countries. 

b. A global response to the crisis of the EMU

During the European Council (EC), June 2012, EC President 
Van Rompuy presented a report entitled “Towards a genuine 
EMU”, following discussions with the Eurogroup, the ECB and the 
EU Commission, and comprising proposals (European council, 
2012a). 

These proposals consist of a building block approach to make 
the EMU stronger over the next decade. The latter comprises four 
blocks: an integrated financial framework (the so-called “Banking 
Union); an integrated budgetary framework; an integrated 
economic policy framework (to promote sustainable growth); 
ensuring democratic legitimacy and accountability (such a goal 
would be reached through: a better involvement of the European 
parliament, EP, in EU procedures; and a better cooperation 
between national parliaments and EP). 

Conclusions of the EC meeting invite the President of the EC to 
develop, in close collaboration with the same institutions, a 
specific and time-bound road map for the achievement of a 
genuine Economic and Monetary Union before the end of 2012. 
The Euro area statement, June 2012, and the Commission propo-
sals under Article 127 (on the prudential tasks the ECB can be 
entrusted with), September 2012, are to be taken in account for 
that purpose. 

c. What kind of “Banking Union”? 

Among the four block approach of the European Council (EC) 
report, the integrated financial framework still has to be precisely 
defined before the end of 2012, according to recent Commission 
proposals, September 12, EC Interim Report, October 12, and 
meetings. The financial block, or the so-called Banking Union, can 
be examined through four items (EU Commission, 2012c). 

Integrated supervision. This level would be entrusted to the EBC, 
according to Article 127(6) of the Treaty (TFUE). This article fore-
sees that specific tasks may be conferred upon the ECB by the 
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European Council, concerning policies relating to the prudential 
supervision of credit institutions. The scope of institutions 
concerned by such a function will surely raise tense debates in the 
next months. This scope would surely comprise, among the 6.000 
existing banks, systemic banks, international banks and banks 
receiving public support. It could also comprise all the other Euro-
pean banks, according to the last proposals from the EU 
Commission, September 12. 

A part of the supervisory tasks, such as the protection of the 
consumer, would remain decentralized at the level of national 
supervisors. According to the recent EU Commission proposals, 
the organization of the ECB should be redefined in order to ensure 
that monetary policy, under the control of the Council of Gover-
nors, and prudential policy, entrusted to a Supervisory board, are 
strictly separated.  

A European deposit insurance scheme. This mechanism would be 
integrated at the euro area level. It would include banks overseen 
by the European supervision. 

A European resolution scheme. Such a scheme would be funded by 
contributions of banks and would also be integrated at the euro 
area level for banks concerned by the integrated supervision. Both 
the deposit insurance scheme and the resolution scheme could be 
set up under the control of a common resolution authority. 

The European stability mechanism (ESM) as a backstop. In order to 
give sufficient credibility to these two mechanisms (deposit insu-
rance and resolution schemes), the ESM could act as a fiscal 
backstop. (European Council, 2012–1). The ESM could also inter-
vene on public debt markets and in order to recapitalize banks. 
Regarding this, the Euro area statement, 29 June, only gives general 
principles, which should be formalized in a memorandum of 
understanding. 

Thus, EC proposals for the euro area are based upon two inter-
connecting ideas. On the one hand, it is necessary to break the 
vicious circle between banks and states. The direct recapitalizing by 
the EMS would be the proper response to such a situation. On the 
other hand, such a solution requires that a preliminary step would 
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be achieved, consisting of an integrated supervision and common 
deposit insurance and resolution schemes. 

d. Discussion 

Global remarks about European Council proposals “Towards 
a genuine EMU”. The EC fourfold building block approach can be 
seen as a medium term political package aimed at strengthening 
the EMU.This programme announces a step forward in order to 
address two of the chief weaknesses of the EMU when it was 
launched—namely, the lack of budget coordination and the lack of 
centralized banking supervision. However this plan has two 
shortcomings. 

First, the target of the so-called “Democratic legitimacy and 
accountability” block appears to be very limited. Certainly, the 
intention to include the European Parliament and national Parlia-
ments “at the level at which the decisions are taken” is to be 
welcomed. However, it is to be deeply regretted that this block does 
not offer the slightest idea of any other institutional reform. As a 
matter of fact, the European institutional framework, whether at 
the global or euro area level, has become extremely complex. Such 
a situation cannot but hamper the effectiveness of the European 
process and its understanding by citizens. Clarity should be seen as 
a necessary component of democracy and accountability. 

Second, it should be noted that the project for a Banking Union 
does not take into account the question of reforming banking 
structures. Such a reform could contribute, together with the new 
banking standards and the resolution plans, to making the system 
sounder. Indeed, this topic is analyzed in the recent Liikanen 
report, October 2012, mandated by the EU Commission, February 
2012 (HLEG, 2012). However, proposals made in the document 
about banking structures are somewhat timorous and indefinite, 
even concerning the core measure on trading activities. 

Remarks about the Banking Union. As mentioned above, these 
proposals will remain under discussion until the end of 2012. 
Nevertheless, a few questions can be raised and remarks made 
regarding the project of a banking union. As a preliminary remark, 
we are bound to observe that such a project is, de facto, an 
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acknowledgement of the limits of the recent reforms both of the 
supervision (2010) and deposit insurance. 

What should be the scope covered by the banking union? This ques-
tion is one of paramount importance given the fact that, as we saw 
before, the different blocks of the project of the Banking Union 
would be applied to the same coverage of institutions. 

According to the Commission recent proposals, all the euro area 
banks should be subject to the integrated supervision from the 
ECB. Such coverage would be enforced according to three steps: 
first, it would concern all banks receiving public support (1 January 
2013); second, the most significant systemically important banks 
(1 July 2013); third, all the banks from the euro area (1 January 
2014). To argue about such a wide coverage, the Commission 
points out that last bank failures were observed in non-systemic 
banks. Nonetheless, these failures have created “significant nega-
tive impacts on the financial stability of Member States” (EU 
Commission, 2012c). 

Yet German leaders expressed a clear opposition to such an 
extension of the ECB supervisory tasks. In their view, the ECB is 
not provided with sufficient means in order to ensure such control. 
They also consider that a proportion of about 90% of the banking 
assets in the euro area is held by about 200 banks. 

Another concentration indicator can be found for the whole EU 
in ECB data as of December 2011. The latter show that 37 banks 
(out of 4.713) hold total assets amounting to € 26.780 billion (out 
of € 44.820 billion), which represent 60% of the total banking 
assets. 

We may consider that the supervisory reform should only 
concern about 100 banks comprising banks with public support, 
systemic banks and cross-border banks. 

Centralized supervision would offer one important advantage 
which would be to ensure an harmonized implementation of 
banking rules, especially of the new Basel III framework (which is 
transposed in EU by the CRD IV directive and the CRR regulation). 
Indeed, the current approach would leave some important powers 
to national supervisors (like the decisions about the enforcement 
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of the countercyclical buffers) and therefore could lead to a kind of 
regulatory competition through the euro area. 

What form of task-sharing will exist between the ECB and the 
current supervisory system? The current supervisory system 
comprises national supervisors and the new supervisory architec-
ture, examined above (see 2.1). The latter consists of a macro 
prudential level, chiefly entrusted to the ECB, and a micro-pruden-
tial level entrusted to the 3 sector-oriented authorities bringing 
together national supervisors. These two levels work together 
through the European System of Financial Supervisors. 

Questions must be raised about the relations between the EBA 
and the ECB to achieve the new prudential tasks entrusted to the 
ECB. According to the Commission proposals, voting arrange-
ments within the EBA should be adapted, in order to avoid giving 
an automatic majority to euro area representatives. 

As for the task-sharing, in our opinion, the ECB should manage 
only prudential supervision over a small number of banks, i.e. all 
the banks belonging to the 3 categories mentioned above. The 
remaining supervisory tasks (protection of the consumer, control 
of the enforcement of the EU rules…) should be ensured by the 
existing authorities (national supervisors and European Banking 
Authority).

We are bound to observe that this new forthcoming reform, 
with its different levels (supervision, deposit and resolution 
schemes, ESM) is likely to make the current system even more 
complex. This forthcoming multi-level supervisory process should 
be simplified and clarified in order to become: technically clear 
and understandable by citizens; efficient and not excessive (centra-
lized supervision of all banks is not relevant); and able to take 
quick decisions. 

3. Conclusion

Aimed at addressing the first global financial crisis with a global 
regulatory reform, the G20 agenda outlines a new prudential archi-
tecture, which is global and integrated. Such a goal is ambitious. 
Henceforth, international coordination is operative and functio-
ning, but questions remain. Is there the same strong will in all 
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countries to ensure a complete achievement of the G20 
programme? What could be the perverse effects of the new rules? 

Regarding the new banking rules on capital and liquidity, it is to 
be feared that such a reform would lead to a decrease in the 
funding of the economy, especially of SMEs which create jobs. 
These new rules will probably give a strong impulse towards the 
reduction of banking functions in the financial sector and an 
increased role for other actors. What is at stake is the entire resha-
ping of the financial sector. Will the global regulators be able to 
define a consistent framework in order to control all financial 
actors and to ensure its complete implementation? Such is the 
chief post-crisis challenge in order to avoid, on the one hand, regu-
latory circumventing through the shadow banking system, which 
would only repeat recent misconduct, and, on the other, regula-
tory competition between the chief areas. 

As for the EU, which very swiftly carried out an important recas-
ting of its legal frame, the continent will henceforth have to face 
three challenges. The first is outside the EU and results from the 
risk of regulatory competition from large countries, chiefly the 
USA. The second is inside the EU and is the result of the complex 
organization of the legal and supervisory system. We are bound to 
wonder if the challenge of creating a set of harmonized rules and 
practices in all the countries can be met without improving such 
an institutional framework. 

The third challenge is related to the redefinition of the 
Economic and Monetary Union around four blocks. A chief 
element of the latter covers all of the sensitive issues in the debate 
over Banking Union, the precise shape of which still has to be 
defined. Leaders should soon be able to move on to a new stage in 
the integration of anti-crisis measures. 

Yet important features remain unclear and still under discus-
sion. The definition of a new, clear and efficient frame will be a 
decisive test of the ability of EU decision-makers to overcome the 
current political and financial crises. These are technical issues, but 
what is at stake is a central political question: will the EU leaders 
ensure the “sustainability” of the European process? 

Two tasks lie ahead, the redefinition of world standards and the 
European financial reform. These post-crisis programmes are 
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aimed at bringing the liberalized financial system into line with 
social and economic needs. It seems that EU citizens have a 
compelling duty to watch developments in these two areas very 
carefully. 
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Appendix A

Appendix B

Table. Capital requirements, as a percentage of risk-weighted assets 

Basel III Basel II

Min Conservation 
buffer1 

Countercyclical 
buffer 

SIFI 
surcharge2 

Total3 Min 

Common equity 4.5 2.5 0–2.5 1–2.5 7–12 2 

Tier 14 6 8.5-13.5 4 

Total (Tier1 + Tier 2) 8 10.5-15.5 8 

1. Buffer that restricts distributions if the capital ratio falls below 7%. 
2. SIFIs will be placed in buckets according to their systemic importance, whereas non-SIFIs will receive a zero sur-
charge. An empty bucket will be added on top of the highest populated bucket to provide incentives for banks to 
avoid becoming more systemically important. If the empty bucket becomes populated in the future, a new empty 
bucket will be added with a higher additional loss absorbency level applied. 
3. A SIFI operating at the peak of the financial cycle could be required to hold up to 12% of common equity against 
risk-weighted assets under Basel III. Under the Basel II definition of common equity, the ratio of common equity to 
risk-weighted assets would be roughly 15% for the same bank. 
4. Common equity plus additional Tier 1 capital. 
Source: BIS, 82nd Annual Report 2011/2012, 2012. Table VI.B

Table. Aggregate capital ratios and capital shortfalls

Fully implemented 
requirement, in percent 

Actual capital
 ratios, in percent 

Capital shortfalls, in € billions 

Minimum Minimum 
plus capital 

conservation 
buffer 

Current Basel III Minimum Minimum 
plus capital 

conservation 
buffer* 

Group1

CET1 4.5 7.0 10.2 7.1 38.8 485.6 

Tier 1 6.0  8.5   11.5 7.4 66.6 221.4

Total 8.0 10.5 14.2 8.6 119.3 223.2 

Group2

CET1 4.5 7.0 10.1 8.3 8.6 32.4

Tier 1 6.0  8.5 10.9 8.6 7.3 16.6

Total 8.0 10.5 14.3 10.6 5.5 11.6

The shortfall is calculated as the sum across individual bank where a shortfall is observed. The calculation includes all 
changes to risk-weighted assets (eg definition of capital, counterparty credit risk, trading book and securitisation in 
the banking book). The Tier 1 and total capital shortfalls are incremental assuming the higher tier capital require-
ments are fully met. See below for details.
*The shortfalls including the capital conservation buffer also include the capital surcharges for 28 initial G-SIBs as 
applicable.
Source: BCBS, 2012, Results of the Basel III monitoring exercise as of 30 June 2011.
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Appendix C

Figure. Estimated overall capital shortfalls, participating Group 1 
and Group 2 banks

    In € billions

Source : BCBS, 2012, Results of the Basel III monitoring exercise as of 30 June 2011.
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