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1
Introduction

Raphaël Douady, Clément Goulet, 
and Pierre-Charles Pradier

It is almost ten years ago now that, in the wake of the financial crisis of 
2007–2008, the European Parliement, European Commission and European 
Central Bank undertook a dramatic overhaul of European Union (EU) 
financial regulation. During these years, the EU experienced, along with the 
regulatory drive, a protracted recession and an apparent powerlessness of eco-
nomic policies. Both the new legislature and the Commission asked for a 
pause so that the effects of the new rules could be understood rather better. 
As the new Commissioner in charge of Financial Stability, Financial Services 
and Capital Markets Union, Lord Hill declared to the Financial Times on 
1 October 2015: “when you’ve done 40 major pieces of legislation in five 
years (…) common sense tells you that you are unlikely to have been able to 
work out all the consequences and interconnections. It is sensible to look at 
it.” Two months later, the European Parliament responded with a resolution 
(2015/2106(INI)) brought by Burkhard Balz “stress[ing] that the impact of 
individual legislative measures differs from their cumulative impact; call[ing] 
on the Commission services (…) to conduct a  comprehensive quantitative 
and qualitative assessment every five years of the cumulative impact of EU 
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financial services regulation (…); stress[ing] the importance of performing 
detailed impact assessments and cost-benefit analyses for any future legisla-
tion in order to demonstrate the added value of legislation, in particular as 
regards economic growth and job creation.” The last sentence appears espe-
cially symptomatic of the shift from an all-out regulatory assault on the finan-
cial sector during a crisis to a recession-weary longing for growth.

The concept of this book coalesced a few weeks before these influential 
political authorities made their voices heard. In January 2015, LabEx REFI 
and the European Parliament organized a European Finance Forum in 
Strasbourg, bringing together more than 1,000 students from higher edu-
cation institutions across Europe to discuss three topics: European financial 
regulation, European budgetary supervision and financing growth. The links 
between these themes now appear obvious: while financial institutions funded 
a growth cycle for most of the 2000s, this came to an end amid bank failures 
and market breakdowns, with governments sometimes too fragile to rescue 
their financial sector. Since then a protracted crisis has resulted in economic 
stagnation and the massive strengthening of financial regulation, with many 
diverse voices claiming that over-regulation is the cause of stagnation. So far, 
no book has illustrated the big picture: the relationship between microeco-
nomic incentives and macroeconomic growth, between financial regulation, 
macroeconomic policies and the future of the EU… Until now the path 
toward a better future together has appeared blurred.

The present book builds on the three workshops that were organized at the 
European Parliament in Strasbourg. Part 1 covers the supervision of member 
states’ budgets. Since the Maastricht Treaty in 1992, European institutions 
have strengthened common budgetary rules to break the “deadly embrace” 
(Farhi and Tirole, 2016) of sovereign and financial sector balance sheets, and 
to build a steady growth path. Jose Martin Flores recalls this history of historic 
compromises, from the 1997 Stability and Growth Pact, amended in 2005 
to the 2011 reforms. Pierre Aldama then elaborates the theory of fiscal sus-
tainability, showing that fiscal rules can achieve debt sustainability together 
with price stability and remain compatible with the countercyclical motives 
of fiscal policy. While fiscal consolidation in good times can allow running 
deficits when needed, recent history has confirmed a serious procyclical bias 
that has jeopardized both fiscal sustainability objectives and economic growth 
and stability. Unfortunately, according to macroeconomic research, the recent 
reforms (six-pack, two-pack and Fiscal Compact) do not seem likely to reduce 
the procyclical bias of fiscal policy. In order to push the analysis  further, 
Jérôme Creel and Francesco Molteni break down governments’ expenses since 
2000. They show that countries in the euro area reduced public investment 

 R. Douady et al.
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following the tightening of European fiscal rules and the effort to conduct 
fiscal consolidation. The decline in public investment matches the public 
part of Juncker’s Investment Plan. The chapter gives also definite reasons to 
believe that an investment stimulus implemented at European level could be 
more effective than one at country level, while a larger issuance of safe assets 
would help improve banking stability and the passing of stress tests. Finally, 
Christian de Boissieu shows how the banking sector has been strengthened 
by improvements in situational factors (recapitalization of banks, rupture of 
the so-called deadly embrace) and more consistently by the progress of the 
banking union: single rulebook, single supervisory mechanism for systemi-
cally significant institutions, single resolution mechanism. This chapter also 
draws on the LabEx RéFi (Giraud and Kockerols 2015) study that shows how 
the banking union made the Eurozone more resilient.

In contrast with the macroeconomic perspective, Part 2 aims to understand 
how the new regulatory framework has impacted the economic models of 
financial institutions and entities. Discussion of systemic risk might impact 
on the macroeconomic dimension, though, as bank, insurance and asset man-
agement regulation has shown in the recent years. As a prelude, Mathilde 
Poulain assesses the risks and mitigation of regulatory capture in the contem-
porary EU. She concludes that materialist capture is starting to be overseen, 
while non-materialist capture remains ungoverned, as the difficulty in defining 
the latter may explain the poor arrangements to control it. Nasser Saber then 
addresses the topic of derivatives regulation with a transatlantic perspective. 
Rather than focusing on the last crisis and the product details, he embraces a 
wide historical panorama to show how derivatives have become necessary to 
the working of the financial system, and cannot be ruled out without severe 
consequences. Hence the debate on derivative regulation cannot oppose radi-
cal stances but provides informed and pragmatic views that have an incre-
mental impact. The same level of subtle, informed and pragmatic comments 
are delivered for different regulatory areas: insurance by Arnaud Chneiweiss 
and Pierre-Charles Pradier, banking business models by Eric Lamarque, 
banks’ market risk measurements by Jean-Paul Laurent and rating agencies 
by Philippe Raimbourg and Federica Salvadè. All these contributions share a 
common structure: an overview of the regulatory evolution, assessment and 
recommendations. The conclusion of this section is that regulation since the 
late 2000s has imposed not only costs on financial institutions and their cus-
tomers but also a kind of regulatory uncertainty, which might cause uncer-
tainty aversion.

The final section, Part 3, is forward-looking, as the European agenda is full 
of promising challenges: better securitization and new instruments (under 

1 Introduction 3
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MIFID II), fine tuning of supervision under delegated acts and regulatory 
technical standards for AIFMD, CRR-CRD IV and Solvency II will supply 
long-term funding in lieu of non-conventional monetary policies. At a mac-
roeconomic level, member state policies will be coordinated by the European 
Fund for Strategic Investments and the European Investment Bank. The 
funding channels that inflated a bubble having been closed down by the regu-
latory overhaul, it is time to describe the new architecture of a safer and more 
efficient European financial system. However, Pierre-Charles Pradier and 
Hamza el Khalloufi offer a critical view of the current state of implementa-
tion of banking regulation: the monetary bazooka surely destroyed the rise in 
borrowing costs that Basel III was expected to provoke, but even now, when 
the demand from businesses is picking up after years of slump, banks are not 
lending enough to fuel economic growth in the EU. The Basel III regula-
tory package came with so many strings attached that it might be difficult 
to find the binding constraint, but the authors argue that the regulatory ava-
lanche triggered uncertainty aversion with the banks, which are now expect-
ing strong positive incentives to get back in the game. Fortunately, Daphné 
Héant, Sophie Vermeille and Yann Coatanlem offer another transatlantic per-
spective on securitization, which matches the EU Parliament agenda, as a 
draft directive on this topic was put forward by the Commission in September 
2015. The point of the authors is not to sell a miracle drug, but to insist on 
the benefit of an incremental and piecemeal development of financial mar-
kets: in this context, securitization might supply middle-market companies 
with additional funding (collateralized loan obligations amounted to more 
than $140bn in 2014 in the USA), while asset-backed vehicles might unload 
the banks’ balance sheet to enable a more dynamical funding of small and 
medium-sized enterprises (SMEs), in conjunction with the EU SME support 
factor initiative. The authors show that securitization will not find a healthy 
business model without a dramatic reform of bankruptcy law in the EU, since 
investors today face the deterring uncertainty that surrounds bankruptcy 
procedures, which are common among firms on the technological frontier. 
Finally, Douady and Antoine Kornprobst recall that funding innovation is 
not a matter of sending helicopter money into the ether, since institutions 
are crucial to providing a life-supporting ecosystem. Together they analyse 
the French and European research and innovation system, which enjoys a 
convenient state of preparedness: the funnels are well designed; all we need 
are funds and consumer demand.

So far, no book has given the big picture, the relationship between micro-
economic incentives and macroeconomic growth, between financial regula-
tion, macroeconomic policies and the future of the EU. We hope you will 
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enjoy reading about this big picture as much as we enjoyed writing about it. 
Unfortunately, writing the book was perhaps the easiest task, as recent devel-
opments have shown: the recent British referendum adds yet more uncer-
tainty, with the prospect of competition between jurisdictions and regulatory 
arbitrage. This is just one more challenge to overcome, one more reason to roll 
up our sleeves and build a better future.

References

Farhi, E., & Tirole, J. (2016). Deadly embrace: Sovereign and financial balance sheets 
doom loops. NBER working paper No. w21843. Available at SSRN: http://ssrn.
com/abstract=2713547

Giraud, G., & Kockerols, T. (2015). Making the European banking union macro- 
economically resilient. Cost of non-Europe report. European parliamentary research 
service. PE 558.771. Downloaded from:  http://www.europarl.europa.eu/think-
tank/fr/
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2
Political Economy of the European 
Monetary Institutions and Reform 

Proposals

Jose-Maria Martin-Flores

2.1  Introduction

When the European Monetary Union (EMU) was created, member states 
agreed on a set of rules that were governed by the Stability and Growth Pact 
(SGP). The deviation of member states from the provisions of this Pact, which 
was aggravated by the last economic and financial crisis, led to a new set of 
fiscal rules that were agreed by member states in order to restore equilibrium 
and improve economic governance.

Euro area member states also agreed on a series of reforms aimed at setting 
fiscal backstops and financial facilities during the crisis. The banking crisis 
became a fiscal crisis with unforeseen consequences and devastating effects on 
the real economy. But the commitment of and compromise between member 
states with regard to the survival of the euro temporarily reduced the distress 
on some countries’ public debt, avoiding the collapse of the system.

The European Central Bank (ECB) also played a relevant role during the 
peak of the Sovereign Debt Crisis, when the famous “whatever it takes” of its 
President, Mario Draghi,1 contributed to the relaxation of the bond spreads 

1 Mario Draghi, President of the European Central Bank, at the Global Investment Conference in 
London on 26 July 2012. The full quotation was: “Within our mandate, the ECB is ready to do whatever 
it takes to preserve the euro. And believe me, it will be enough.”

J.-M. Martin-Flores (*) 
LabEx RéFi, ESCP-Europe, Paris, France
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of euro area peripheral countries. After this statement, the ECB initiated a 
programme of Outright Monetary Transactions in secondary sovereign bond 
markets that led to a reduction of the risk premium paid euro area distressed 
countries avoiding the need for further fiscal assistance, mainly for Italy and 
Spain.

However, the strong institutional commitment shown in the critical 
moments has not yet culminated with a full fiscal integration. The strong 
opposition to a “mutualization” of budgets and debts from some member 
states is still one of the main obstacles in the way of Europe’s move towards a 
Fiscal Union. From a political economy perspective, when it comes to fiscal 
insurance and transfers between member states, the commons problem arises: 
the idea of having politicians who spend money without the burden of the 
cost of raising it is refused, which stops further commitments in fiscal matters. 
The fear of an increasing demand for transfers over time leads to a permanent 
deadlock.

Regarding banking union (another important pillar of the economic 
union), we also observe light and shade. On the positive side, two of the three 
pillars of the new European Union (EU) banking framework have already 
been built up as a result of a joint willingness to have a more integrated eco-
nomic union. A Single Supervisory Mechanism within the ECB  in charge 
of the supervision of the largest euro area banking institutions and a Single 
Resolution Mechanism (including a resolution fund fed by banks) has been 
set up. However, the third pillar which implies the creation of a common 
deposit guarantee scheme is the object of intense debates, and agreement 
seems unlikely. Without common deposit insurance, the banking union 
is flawed. When the subject is insurance and transfers between member 
states, the situation enters into an impasse that impedes further economic 
integration.

We intend to provide throughout this chapter an overview of the differ-
ent fiscal reforms and monetary policies undertaken over the period since 
the creation of EMU. This overview of the economic reforms regarding 
fiscal policy is followed by a review of some of the proposals for fiscal 
and monetary reform made by different economists since the beginning 
of the financial and economic crisis. The objective of this chapter is to 
better understand which economic reforms have led to the current state 
of the Economic Union as well as the debates about fiscal and monetary 
policies.

 J.-M. Martin-Flores
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2.2  EMU Institutional System and Fiscal Policy: 
Theory and Historical Overview 
of the Reforms

2.2.1  Fiscal Policy in the EMU: Theory

Among the objectives of the fiscal policy, we should differentiate between 
short-term and long-term objectives:

• In the short term, public spending and debt work as automatic stabilizers 
to smooth asymmetric shocks and serve as a support for monetary institu-
tions in the conduct of monetary policy. Cyclical fluctuations in economic 
activity exert a significant influence on government budget balance. During 
recessions tax receipts weaken and social transfers increase. Such changes in 
the budget balance in turn have a stabilizing influence on economic activ-
ity. Positive balances accumulated in the past may help to smooth asym-
metric shocks through higher spending during recessions, fulfilling the role 
of budgetary automatic stabilizers. The dampening effect of the automatic 
stabilizers on output fluctuations mainly depends on the degree of open-
ness of the economy and on the structure of tax and public expenditure 
systems. The more open countries therefore need, ceteris paribus, compara-
tively larger budgetary fluctuations in order to achieve the same degree of 
output smoothing as obtained in more closed economies, which have auto-
matic stabilizers of smaller size (Buti and Sapir 1998).

• In the medium and long term, the goal is to ensure sustainable public 
finances and a fair impact of spending and taxation between generations. 
Sustainable public finances mean that public spending and debt are kept at 
manageable levels. In the EMU, the Maastricht Treaty and the SGP pro-
vide the thresholds for debt and deficit manageability. They set the limits to 
avoid fiscal imbalances that may lead to negative spillovers to other mem-
ber states, and intertemporal imbalances.2

The public sector solvency condition can be satisfied in two ways: bud-
get discipline that ensures that future budget surpluses match public debt 
commitments, or weak fiscal discipline accompanied by an expansionary 

2 An inter-temporal imbalance occurs when the present value of an exogenously given path of government 
spending exceeds the present value of government revenue.

2 Political Economy of the European Monetary Institutions... 11
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monetary policy that allows the public sector to meet its debt obligations 
(Von Hagen and Wyplosz 2010). However, the latter is the typical channel 
through which fiscal indiscipline can be a source of inflation (Canzoneri et al. 
2001; Woodford 2001). In order to avoid inflation episodes triggered by fiscal 
imbalances, the EMU equipped itself with two tools: the SGP that establishes 
the thresholds for budget deficits and public debt; and the no-bail-out clause 
included in the treaty of the ECB that avoids this institution being forced to 
print more money to assist EMU member states to meet their obligations.

The economic reasoning behind these two mechanisms is rooted in moral 
hazard: governments’ myopia and the commons problem.

The first argument is driven by the short-termism of governments regarding 
public spending and the temptation to increase public support when there are 
upcoming elections. They decide to increase public spending or delay fiscal 
consolidation to attract more votes and increase the chance of re-election, as 
voters will tend to reward governments that use public resources to their ben-
efit. Therefore, under this view, the economy shows a deficit bias and a debt 
accumulation that would be higher than the level chosen in the absence of 
political incentives (Alesina and Tabellini 1990). A similar reasoning applies 
to the inflationary monetary policy. If a high degree of discretion is granted to 
policymakers in the conduct of monetary policy, they will tend to adopt time- 
inconsistent strategies. This means that they will announce an ex ante infla-
tion target and will then adopt inflationary measures after economic agents 
have made their decisions based on the announcement (Kydland and Prescott 
1977). The reason why policymakers may be tempted to follow such a strat-
egy is the use of an expansionary (inflation bias) monetary policy to meet the 
obligations derived from a weak fiscal discipline.

Concerning the second argument to explain weak fiscal discipline, we 
make use of the theory of the common pool (or the commons problem). 
Public money is considered a common good, managed by policymakers with 
distributive policies. One important implication of those policies is the fact 
that those benefiting the most from public funds are only a small portion of 
the more dispersed taxpayers that finance them. As a result, politicians repre-
senting the interests of social groups would tend to overestimate the benefits 
of targeted policies and disregard the costs that are spread over the rest of the 
taxpayers. Therefore, there is a divergence between taxpayer preferences (as 
only the needs of a small group are met) and the composition of public spend-
ing, leading to a principal–agent problem. The greater is the problem with 
regard to the common pool (common budget), the greater is the potential for 
excessive spending, taxation and public debt (Von Hagen 2002).
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Other consequences deriving from large budget imbalances (apart from 
the negative spillovers and increasing inflation) serve as an argument for fis-
cal discipline. High levels of public debt and spending drive interest rates on 
sovereign bonds upwards. A monetary union may even exacerbate the cost 
of a deficit bias for other countries, since contagion effects would drive other 
countries’ interest rates up as well (snowball effect). In such situation the 
deficit country may not be paying such high interest rates while other coun-
tries may be paying much higher interest rates than they should. High public 
indebtedness may trigger undesired effects regarding the allocation of pub-
lic and private consumption over time. As interest rates in higher indebted 
countries rise, lending from the productive sector may be shifted to state debt 
instead of financing the productive economy (the crowding-out effect).

Another negative consequence is the risk of bankruptcy of one of the states 
and the increasing pressure that it may create on the monetary authority. In 
such a situation of distress, the central bank may feel obliged to monetize 
government debt to avoid insolvency.

2.2.2  The “Original” Stability and Growth Pact

Solid budgetary discipline is considered to be an essential condition for the 
success of the EMU, as shown in section 2.2.1. The requirement of achieving 
a sound budgetary position and maintaining budgetary prudence is at the 
core of the Maastricht Treaty.

Fiscal policy has remained a national competence. However, Article 121 
of the Treaty of Functioning of the European Union (TFEU) provides the 
basic framework for the coordination of economic policies between EU mem-
ber states.3 The rules, policies and procedures for effective coordination were 
spelled out in detail in another piece of legislation: the SGP. This document 
was signed in 1997 as a response to the demand of member states to lay down 
in a single document all the provisions regarding fiscal policy. The goal of this 
document was to strengthen the monitoring and coordination of fiscal and 
economic policies to enforce the deficit and debt limits established by the 
Maastricht Treaty. The numerical fiscal rules limited governments’ deficit to 3 
% of GDP (gross domestic product) and public debt level to 60 % of GDP.

The SGP consists of two Council Regulations: Regulation 1466/97 EC 
whose legal basis is the above-mentioned Article 121 of the TFEU and 
includes provisions to prevent member states to deviate from fiscal targets via 

3 “Member States shall regard their economic policies as a matter of common concern and shall coordi-
nate them within the Council, in accordance with the provisions of Article 98” (European Union 2012).
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information exchanges and peer pressure (preventive arm). The second arm, 
Regulation 1467/97 EC, has its legal basis in Article 126 of the TFEU and 
the protocol on excessive deficit procedure.4 It contains provisions to increase 
the pressure on member states deviating from the targets so that they return 
to discipline (corrective arm). The imposition of sanctions is foreseen by this 
regulation as well as the steps for implementation of the Excessive Deficit 
Procedure (EDP).

The starting point of the SGP is that member states must set medium-term 
budgetary targets which are close to balance or in surplus, thus allowing them 
to respect the 3 % ceiling even during economic downturns. According to 
these provisions, when an excessive deficit occurs (deficit to GDP exceeds 3 %)  
an EDP is activated. This procedure aims at reducing the deficit initiated 
by increasing the pressure on the deviating member state to take effective 
measures to correct the situation. If there are no corrective measures, specific 
sanctions may be applied to the deviating member state. The member state 
should bring back its deficit below the reference value (3 %) two years after 
the occurrence of an excessive deficit and one year after its identification, 
unless special circumstances are given.

Nonetheless, the SGP foresees that in exceptional situations the 3 % thresh-
old can be exceeded without causing excessive deficit. The three conditions to 
be met in such situation are: exceptionality, the origin of the excess has to 
be outside the normal range of situation (i.e. presence of a severe economic 
downturn);5 temporariness, the deficit is allowed to remain above 3 % of 
GDP only for a limited period of time; and closeness, the deficit must remain 
close to the reference value.

2.2.3  The Fiscal Reforms Accomplished as a Consequence 
of the Crisis

As reported by Briotti (2004), EMU member states followed a process of 
consolidation and convergence in the run-up to the creation of the EMU 
in 1999. Budget deficits tend to converge towards the 3 % criterion estab-
lished by the Maastricht Treaty. Therefore, the creation of the EMU created 
a dynamic effect on EMU government budgets. The incorporation to the 
EMU boosted fiscal consolidation in countries such as Belgium, Greece, Italy 

4 Article 126 includes “Member States shall avoid excessive government deficits” (European Union 2012).
5 A severe economic downturn is defined as follows: annual fall of real GDP of at least 2 % or annual fall 
of GDP lower than 2 % accompanied by an abrupt downturn or accumulated loss of output relative to 
past trend.
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and Portugal that were running large deficits prior to 1997. However, after 
the “club” was created, we observe divergent paths in the years after 1999. 
Annett (2006) states that countries adapted to the requirements of the EMU 
on the surface, but in the years after the implementation of the EMU some of 
the growth assumptions turned out to be overoptimistic and some accounts 
were misreported. During the years after 1999, some EMU member states 
showed diverging paths: France and Germany broke off the excessive deficit 
procedures, Greece accumulated excessive deficits that have been present for a 
long period and Portugal deviated from the target in 2004. These imbalances 
prompted the calls for a reform of the SGP in 2005 (Annett et al. 2005), which 
led to extensive research conducted by the European Commission evaluating 
national and fiscal frameworks and the level of enforcement of numerical 
fiscal rules. The two regulations making up the preventive and the corrective 
arms of the SGP were revised in 2005 after the conflict between the European 
Commission and the ECOFIN Council in 2003,6 which resulted in a judge-
ment of the European Court of Justice in 2004.7 The result was a reform 
of the SGP,8 and Regulations 1055/2005 (preventive arm) and 1056/2005 
(corrective arm) introduced more flexibility and member states ownership 
into the SGP. However, the Pact continued to be breached as governments 
responded to the 2007–2009 financial crisis by incurring significant deficits 
to combat the recapitalization of the banking system.

The negative consequences of the economic downturn were poor growth 
and mismanagement of public finances in some euro area member states, 
which led to fiscally weakened economies in the aftermath of the crisis. Fiscal 
imbalances linked to a fiscal expansion and support of the banking sector 
led to a sovereign debt crisis that added more pressure to euro area member 
states’ public finances management and pushed some euro area countries (i.e. 
Portugal, Ireland and Greece) to request financial assistance from European 
institutions and other international bodies (Fig. 2.1).

Until the economic crisis in 2008, the reformed version of the SGP gov-
erned the fiscal rules in the euro area. However, the crisis proved that this 
set of rules was not enough to prevent the economic crisis in the euro area. 
Its lax enforcement was rooted in the lack of sanctions imposed on diverg-

6 On 25 November 2003, ECOFIN decided not to follow the recommendations of the European 
Commission on the EDP against Germany and France.
7 European Commission against the Council (C-27/04).
8 The comments on the reform can be found in the Communication from the Commission to the Council 
and the European Parliament, Strengthening economic governance and clarifying the implementation of 
the Stability and Growth Pact Brussels available at: http://www.europarl.europa.eu/meetdocs/2004_2009/
documents/com/com_com(2004)0581_/com_com(2004)0581_en.pdf.
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ing countries and the inability of the EU institutional framework to enforce 
the provisions of the Pact (Ngai 2012). That is why, in 2010, the European 
Commission put forward a set of reforms to strengthen the existing fiscal 
tools and improve coordination between member states. In addition, further 
provisions regarding the “European Semester” were made, which led to its 
implementation in January 2011.

These proposals, which were aimed at strengthening the SGP, preventing 
and correcting fiscal imbalances accumulated before and during the crisis, 
establishing national fiscal frameworks and strengthening enforcement, gave 
rise to a set of agreements and directives that have been implemented in order 
to guarantee the sustainability of public finances in the future. They basically 
reshaped the architecture of the euro area.

We present below an overview of the newly established and ongoing reforms to 
describe their main features and the mechanisms used to tackle imbalances. The 
new mechanisms aim at addressing the problems raised by the crisis, enforcing 
compliance with the European goals and fostering economic policy coordination.

2.2.3.1  The Reform of the SGP

In 2011, Regulations 1055/2005 EC and 1056/2005 EC were amended to 
strengthen the surveillance and coordination of national budgets and clarify 
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and make EDPs go faster.9 These amendments included two main aspects: the 
so-called 1/20th rule that requires member states whose public debt is above 
the 60 % threshold limit to reduce it at a yearly rate of 1/20th of the differ-
ence between the actual ratio and the public debt threshold;10 and a reform of 
how the medium-term budgetary objectives (MTOs) are set. Under the new 
amendments, member states were required to provide an MTO and the path 
to be followed in order to achieve it, including detailed policy measures to be 
taken and a detailed quantitative assessment. The MTOs are revised by the 
Council and subject to monitoring. Member states are required to meet its 
medium-term budgetary objective, with an annual improvement of 0.5 % of 
GDP as a benchmark, with more effort in good times and more limited effort 
in bad times.

Further to these amendments and as a result of the works performed by the 
Task Force chaired by the president of the European Council, Herman Van 
Rompuy, six new legislative proposals known as the “six pack” were released 
with effect from 2012.11 These new proposals aimed at enhancing both 
budgetary and economic monitoring were organized under the European 
Semester. They were packaged in five regulations and one directive applicable 
to all EU member states.12 At the moment the six pack was introduced, 23 
out of 27 member states were immersed in Excessive Deficit Procedures that 
should now follow the new legislation.

The deficit threshold remained at 3 % of GDP. However, the new agree-
ment included some specific sanctions for member states in an EDP that 
failed to comply with the recommendations of the Council. This sanction is 
activated unless a qualified majority of the member states vote against it in the 
Council. The new legislative package foresees a new surveillance and enforce-
ment mechanism to identify and correct macroeconomic imbalances earlier 
than the former version of the SGP.  This new mechanism is the so-called 

9 The amending regulations are the Council Regulations 1173/2011, 1175/2011 and 1177/2011.
10 For instance, a country whose public debt represents 80 % of its GDP will have to reduce it annually 
at a rate of 1 % ((80-60)/20=1pp.).
11 http://europa.eu/rapid/press-release_MEMO-11-898_en.htm.
12 Regulation 1173/201 of 16 November 2011 on the effective enforcement of budgetary surveillance in 
the euro area;
Regulation 1175/2011 of 16 November 2011 amending Regulation 1466/97 on the strengthening of the 
surveillance of budgetary positions and the surveillance and coordination of economic policies; Regulation 
1174/2011 on enforcement measures to correct excessive macroeconomic imbalances in the euro area;
Regulation 1176/2011 on the prevention and correction of macroeconomic imbalances;
Regulation 1177/2011 of 8 November 2011 amending Regulation 1467/97 on speeding up and clarify-
ing the implementation of the excessive deficit procedure;
Directive 2011/85/EU of 8 Nov 2011 on requirements for budgetary framework of the Member State.
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Excessive Imbalance Procedure (EIP). It incorporates a preventive arm that 
allows the European Commission and the Council to issue recommendations 
if a risk of deviation from the fiscal target is detected. Under the preven-
tive arm, the European Commission and the Council guide member states 
towards their MTO to ensure fiscal sustainability. The new rules also define an 
expenditure benchmark that places a ceiling on public expenditure based on 
the MTO. Moreover, both institutions are provided with a corrective arm that 
allows them to open an EIP when they detect a serious deterioration of the fis-
cal position. Under this procedure member states will be requested to submit 
an action plan to correct the imbalances. In order to ensure the enforcement 
of the provisions of the SGP, a two-step approach is established. This consists 
of an interest bearing deposit that a deviating member state will have to cre-
ate after one failure to comply with the corrective actions proposed. After a 
second failure to comply, the deposit becomes a fine of up to 0.1 % of GDP.

Regarding public debt, the benchmark remains at 60 % of GDP. However, 
the main novelty of this reform is that a member state that does not respect the 
60 % threshold can be put into an EDP even if its deficit is below 3 % of GDP.

In May 2013 two new regulations were issued to introduce new moni-
toring tools and reinforce economic coordination. These new regulations are 
only applicable to the euro area member states and are known as the “Two- 
Pack.” The first regulation improves and harmonizes the budgetary proce-
dures, and imposes additional surveillance and reporting obligations in the 
case of an excessive deficit.13 A common budgetary timetable is set with the 
following steps: (1) member states submit draft budgets before 15 October 
each year, (2) the European Commission examines them before the end of 
November, (3) the Commission’s assessment is discussed in the Euro-Group 
and if required, it might be presented to the national parliament, and (4) 
budgets are approved by the end of December. Independent budget coun-
cils are created as a result of this regulation to verify compliance with the 
numerical fiscal rules. The second regulation focuses on special monitoring 
of troubled countries,14 to ensure that they return to the financial markets,15 
and their public accounts are sound and sustainable. It aims at preventing 
spillovers in the EMU. This regulation mainly targets countries that required 
financial assistance or are experiencing financial stability difficulties that are 
subject to enhanced surveillance. For these countries the regulation foresees a 

13 Regulation (EU) No 473/2013.
14 Regulation (EU) No 472/2013.
15 In the situations in which countries are not able to finance themselves in the market and special finan-
cial assistance is needed.
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 macroeconomic adjusted programme that takes into account the specificities 
of the member state and suspends temporarily the application of other pro-
cesses of budgetary surveillance, including the SGP.

2.2.3.2  The European Semester

The complex set of rules, agreements, a Treaty, plans and processes are coordi-
nated via the European Semester, which was set up by the Van Rompuy Task 
Force. During the European Semester the European Commission and the 
Council analyse the fiscal policies and reforms of each member state before they 
are implemented, provide recommendations and monitor their execution. The 
European Semester integrates the surveillance of budgets and other macroeco-
nomic and structural developments in a cycle of closer ex ante policy coordina-
tion. It brings together the following aspects: (1) the formulation and surveillance 
of the implementation of the Broad Economic Policy Guidelines (BEPG) of 
member states and the EU, (2) the member states’ Stability and Convergence 
Programmes (SCPs),16 and National Reform Programmes (NRPs),17 and (3) the 
surveillance to prevent and correct macroeconomic imbalances.

The process of the European semester starts with an Annual Growth Survey 
(AGS) elaborated by the European Commission that identifies mutual eco-
nomic challenges and determines the strategic policy stance around five prior-
ity axes: (1) sound and sustainable public finances, requiring fiscal adjustment 
based on a growth-friendly consolidation strategy, (2) stabilizing the financial 
system and restoring lending to the economy, especially to SMEs, (3) promot-
ing economic growth and competitiveness, including competition-enhancing 
reforms in product markets, and the reduction of regulatory and administra-
tive burden on companies, (4) addressing high and rising unemployment and 
promoting and inclusive labour market and adequate social protection and 
(5) promoting effective public administration.

Following the AGS, the European Council establishes the economic policy 
priorities based on the outcomes of the AGS.  Member states then submit 
their medium-term economic and budgetary strategies on the basis of the 
European Council priorities. The European Commission assesses them and 
makes country-specific recommendations that are voted for in the Council. 
The final step of the process is the monitoring and assessment of the imple-
mentation of the policies agreed.

16 SCPs are budget plans based on the MTO for each euro area member state.
17 NRPs include similar provisions to SCPs but they are applied by non-euro area EU member states.
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2.2.3.3  The Euro Plus Pact

In March 2011, euro area members adopted, under the Open Method of 
Coordination, a new reform known as the Euro Plus Pact. Although this 
reform was open to all EU member states, only 23 participated to it. This 
reform addresses the flaws detected in the fiscal enforcement mechanisms. 
The goals of the Euro Plus Pact are: (1) fostering competitiveness of the 
European economy with a strong focus on employment and (2) contribut-
ing to the sustainability of public finances and financial sector stability. This 
Pact further strengthens the economic pillar of the EMU and enhances the 
quality of economic policy coordination by securing more concrete commit-
ments from the member states, since the measures announced in the national 
reform programs are often vague and non-committal. The Pact stipulates a set 
of quantitative targets in the fields of employment, public finances, taxation 
and financial stability that should foster the competitiveness of EU member 
states by preventing the accumulation of external imbalances (Gabrisch and 
Staehr 2014). Moreover, it stipulates a range of policy measures to achieve its 
goals. In the field of competitiveness, policy measures are geared to labour 
cost reduction and productivity increases. Regarding employment, the Pact 
foresees measures to increase flexibility, security and youth employment. 
Regarding public finances, the Euro Plus Pact is in line with the measures 
included in the SGP and the six pack and establishes sustainability indicators 
of debt and deficit, taking into consideration the specific characteristics of 
each member state in terms of ageing population, employment participation, 
health care system and so on. Taxation is a subordinated part of the Pact; 
however, while acknowledging that it is a national competence, the Pact pays 
attention to greater coordination in direct tax matters and cooperation in tax 
fraud and evasion.

In order to demonstrate the commitment towards these indicators, mem-
ber states spell out a set of concrete actions to be implemented within a year 
that will remain the responsibility of each country.

2.2.3.4  The Fiscal Compact

On 2 March 2012, euro area countries agreed on a new treaty on stability, 
coordination and governance in the EMU. This new agreement is known as 
the Fiscal Compact or the Fiscal Stability Treaty. This treaty was signed by all 
EU member states but the UK and Czech Republic. It did not require the sig-
nature of every country to enter into force. However, non-signatory countries 
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lose the right to receive funding if assistance is needed from the European 
Stability Mechanism (ESM).

This treaty requires member states to pass national legislation (preferably 
by modifying the Constitution) that forces them to run budget surpluses or 
balanced budgets.18 The European Court of Justice fines a country up to 0.1 
% of GDP if this is not done at least one year after the ratification of the 
treaty. The SGP was limited to the coordination of fiscal policies and the 
issuance of warnings and recommendations, while its execution remained a 
member state task. But this treaty puts all member states under the same 
practices and rules. It strengthens the budgetary targets set by the preventive 
arm through the MTOs. The purpose was to preserve debt and budget limits 
into their respective boundaries, including legally enforceable penalties for 
non-compliant member states.

The Fiscal Compact goes further than the SGP by requiring that the MTOs 
are above –0.5 % of GDP unless the ratio of government debt is below 60 % 
of GDP and the risks in terms of long-term sustainability of public finance 
are low. This MTO rule ensures the sustainability of public finance while 
allowing room for budgetary manoeuvre, in particular for automatic stabiliz-
ers or public investment. The Fiscal Compact also includes the 1/20th rule 
described above (Timbeau et al. 2015).19

2.2.3.5  Financial Facilities to Allow Member States to Benefit 
from Financial Assistance in Case of Distress

Sovereign bond yields increased to unsustainable levels in 2010 and they con-
tinued an increasing path until mid-2012. In order to reassure financial mar-
kets, European leaders wanted to show a strong determination to maintain 
sound public finances and a deep commitment towards the euro. As a result, all 
euro area countries agreed on the creation of the European Financial Stability 
Facility (EFSF),20 and the European Commission created the European 
Financial Stability Mechanism (EFSM). These were two vehicles whose main 
aim was to provide financial assistance to euro area countries in distress. The 

18 The debt breaks were already introduced in Germany in its constitutional reform of 2009. The country 
introduced a debt to GDP ceiling of 60 % in its Constitution.
19 The six-pack reform also includes some fiscal rules, though they neither differ from those in the SGP 
nor the Fiscal Compact. The most important reform with the six pack is certainly the macroeconomic 
imbalance procedure (MIP). MIP goes well beyond a discussion on fiscal rules, as it embeds a long list of 
nominal, real and social indicators which shall help monitor the macroeconomy of all EU member states.
20 The financial assistance provided to Greece, Portugal and Ireland was channelled through this 
mechanism.
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EFSF had €440 billion at its disposal for financial support to euro zone coun-
tries to be used if the funds of the EFSM were not enough. This entity has 
its debt guaranteed by euro area member states and was financed by member 
states’ contributions. The EFSM raises its funds on the financial markets, hav-
ing the EU budget funds as collateral. This emergency funding programme 
has participated in the Irish, Portuguese and Greek bailouts, making €60 bil-
lion available for financial support (Horváth and Huizinga 2015). This fund-
ing, together with the amount provided by the IMF, set aside €750 billion 
for support to troubled member states. Both the EFSF and the EFSM were 
replaced in October 2012 by the ESM, although they will continue its opera-
tions until the end of the assistance facility programme granted to Greece.

The creation of these institutions was a major step in the survival of the 
euro as a currency and implied an unprecedented change in fiscal policy coor-
dination (Micossi et al. 2011). The no-bailout clause included in Article 125 
of the TFEU forbade any European institution or member state from extend-
ing a credit line or a loan to pay back its debts, even in the case of serious risk 
of default. However, as the high likelihood of contagion from a default on any 
euro area member state’s debt became a real threat, member states decided to 
bypass the EU law and agreed on granting a financial facility to Greece (Closa 
and Maatsch 2014). Instead of going through a change in EU treaties, a new 
regulation was passed, Regulation 407/2010, establishing an intergovernmen-
tal agreement that allowed the creation of the EFSF. The EFSF was created 
out of the EU legal framework as a private company located in Luxembourg 
and owned by member states.

In the same line, the creation of the ESM implied a revision of the EU 
treaties. The ESM was not based on Article 122 of the TFEU,21 but on an 
amendment of Article 136 that was introduced to give legal legitimacy to this 
new mechanism (Christova 2011):

“The Member States whose currency is the euro may establish a stability mecha-
nism to be activated if indispensable to safeguard the stability of the euro area as 
a whole. The granting of any required financial assistance under the mechanism 
will be made subject to strict conditionality”.

The ESM was granted with a fiscal capacity of €500 billion. The crucial aspect 
of its creation is that it must avoid fiscal transfers between member states. Its 
role shall rather be to intervene only if indispensable to preserve the stability 
of the euro area (Micossi et al. 2011).

21 This article allows the Council, after a proposal of the Commission, to decide in the spirit of solidarity 
between member states measures appropriate to the economic situation.
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2.3  The ECB and Monetary Policy 
Since the Creation of the EMU

2.3.1  Mandate and Structure

The Maastricht Treaty introduced the euro as a currency for the participating 
countries and gave power over monetary policy to an independent authority, 
the ECB, which together with the National Central Banks (NCBs) of each 
euro area member state constitutes the European System of Central Banks 
(ESCB).

This institutional architecture was based on two main principles: one was 
that the political independence of the ECB should be maintained and the 
second that the primary goal of the ECB was to pursue price stability within 
the euro area,22 with other aspects such as the promotion of employment and 
growth or even the stability of the exchange rate being secondary objectives 
once the primary goal was secured. Price stability is defined as a year-on-year 
increase of the Harmonized Consumer Price Index below 2 %. However, the 
definition of the inflation target as well as the formulation of the monetary 
policy objectives and instruments belongs to the Government Council of the 
ECB (Micossi 2015). Comparatively, this is a more restricted mandate than 
the one attributed to other central banks such as the Federal Reserve in the 
USA and the Bank of England. The objectives attributed to the former are 
maximum employment, stable prices and moderate long-term interest rates, 
with no hierarchy or weights assigned, and the objective of the latter is to 
maintain price stability and, subject to that, support the economic policy of 
the country, including the objectives of growth and employment.

The independence of the ESCB is guaranteed by Article 130 of the TFEU 
and Article 7 of the statute of the ECB, which states that neither the ECB nor 
any of the national central banks shall take instructions from an European or 
national government body. Moreover, Article 125 of the TFEU and Article 
21 of the ECB statute state that overdrafts or any other facility in favour of 
a European or national public body are prohibited. This constitutes a no- 
bailout clause, meaning that the ECB has no obligation to take over liabilities 
of another government body or institution. Independence and the no-bailout 
clause are two essential elements of the ESCB construction. Economic theory 
has pointed at the inflation bias (Kydland and Prescott 1977) as one of the 
main issues when monetary policy is left to political discretion. Governments 

22 Article 127.1 of the Treaty of Functioning of the European Union.
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tend to increase inflation to benefit from temporary output increases by adopt-
ing time-inconsistent and inflationary policies. Delegation of this policy to an 
independent central bank neutralizes any possibility of inflationary policy.

Without jeopardizing its independence, the ECB must pursue a policy of 
transparency. Transparency requires some degree of disclosure of policy objec-
tives, economic information and statistics, prompt announcement of its deci-
sions and a description of how these decisions are implemented. Likewise, 
the ECB remains accountable to the European Parliament, to which it has to 
justify and accept responsibility for the decisions taken.

Regarding the implementation of the monetary policy, the ESCB follows 
a two-pillar strategy (Micossi 2015): The first pillar is related to the analy-
sis of economic dynamics and shocks. This is aimed at assessing the short- to 
medium-term determinants of price developments, taking into account that 
price developments over this horizon are influenced by the interaction of sup-
ply and demand. On this pillar, the ECB determines the appropriate inter-
est rate to achieve price stability over the established horizon. It also includes 
financial stability as one of the aspects to be taken into account, as financial sec-
tor imbalances can be the trigger of both output and price developments. The 
second pillar relates to the analysis of monetary trends. This focuses on a long-
term horizon, exploiting the long-run relationship between output and prices.

2.3.2  Phases of the ECB Monetary Policy

Even if the mandate and objectives have remained the same since the creation 
of EMU, we can differentiate six different phases in the conduct of the mon-
etary policy.

The first phase consisted in coping with the transition to monetary union 
and ran from mid-1998 until mid-1999. This period is characterized by low 
inflation in the euro area (below 1 %), a drop in oil prices, deregulation of 
the service sector and the aftermath of the Asian and Russian crises that began 
in 1997 and 1998 respectively. During this period the ECB set the reference 
interest rate at 3 %, then reduced it to 2.5 % until the end of 1999.

The second phase lasted from mid-1999 until the end of 2000 and was char-
acterized by a period of rising interest rates to contain inflationary  pressures. 
This rising inflation was driven by rapid economic growth, credit expansion 
and depreciation of the euro.

The third phase (early 2001 to mid-2003) consisted of a downward adjust-
ment of key interest rates, mainly caused by the downward pressures on 
 output and global economic uncertainty triggered by the dotcom crisis and 
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the 9/11 terrorist attacks. This strategy sought growth fostering against the 
private sector declines and a shift in investments towards safer assets.

The fourth phase lasted from mid-2003 to the end of 2005 and was char-
acterized by no change in the reference interest rate until 6 December 2005, 
when the interest rate rose 25 basis points to 2.25 %.

The fifth phase of the ECB monetary policy was marked by a withdrawal 
of monetary accommodation, and an expansion of money and credit to the 
private sector. There were also substantial increases in oil and commodities 
prices. The end of this phase was the start of the financial crisis in mid-2008. 
Interest rates were raised throughout this period by 200 basis points,23 and 
remained high by the end of this phase. In order to counteract the first effects 
of the financial crisis in 2008, the ECB increased liquidity provisions through 
unlimited overnight liquidity, fine-tuning operations and swap lines.24

The last phase is mostly marked by the response of the ECB to the financial 
crisis. The main feature of this period has been a decreasing path of the key 
interest rate, reaching five basis points in September 2014. Over this period, 
the ECB took several measures to preserve market liquidity, avoid a financial 
collapse and contribute to stable inflation and output growth. The first mea-
sure that the ECB took was to target the banking sector in order to foster the 
flow of credit and ensure the transmission of monetary policy through the 
interest rate channel. These measures consisted in fixed-rate full allotment 
tender provisions of liquidity to banks, the expansion of the assets that were 
eligible as a collateral, longer-term liquidity provisions (LTROs), enhanced 
liquidity provisions in foreign currency, changes in the banks’ reserve ratio, 
purchases of covered bonds, the Securities Purchase Market Programme 
(SMP) in May 2010 and the Emergency Lending Assistance (ELA). Despite 
the initial collapse, these measures managed to restore the interbank lending 
mechanism, foster confidence between financial institutions and allow the 
most distressed countries, Greece, Portugal and Ireland, to keep rolling over 
their debts until the arrival of the sovereign debt crisis in 2010, when they had 
to request financial assistance from international bodies.

Therefore, during this last phase the ECB assumed the role of lender of 
last resort. The ECB has continued to provide financial assistance to euro 
area governments indirectly (by buying distressed bonds in secondary markets 
rendering more liquid) and the banking system through rediscount facili-

23 From 2.25 % in December 2005 to 4.25 % in July 2008.
24 “The swap rate is the fixed rate that banks are willing to pay in exchange for receiving the average over-
night rate for the duration of the swap agreement. It reflects the same negligible credit and liquidity risk 
premia as the overnight rate. The overnight index swap rate is therefore relatively immune to changes in 
liquidity or credit risk while the EURIBOR is not” (European Central Bank 2010).
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ties, lower credit quality for eligible collateral and secondary market purchases 
of sovereign and corporate bonds through Outright Monetary Transactions 
(Acharya et  al. 2016).25 The last relevant measure of the ECB has been to 
set up a quantitative easing programme known as Public Sector Purchase 
Programme (PSPP), which started on 9 March 2015. The aim of this is to 
provide liquidity to the economy through a wide purchase of financial assets 
that are composed of sovereign bonds and securities from national and EU 
institutions. In order to foster further this liquidity injection, the deposit 
reserves at the ECB were reduced to negative levels.

2.3.3  Extension of the ECB’s Tasks

One of the greatest changes in the structure of the ECB took place in 2013. 
Aiming at ensuring a common framework in banking supervision, the tasks of 
the ECB were further extended, incorporating a new branch to this construc-
tion, the Single Supervisory Mechanism (SSM). However, this new function 
remains separate from the monetary policy function.

To ensure a common framework, the European Council proposed to set up 
one single supervisor in charge of the supervision of euro area banks.26 The 
objective is to make sure that all euro area members can have full confidence 
in the quality and impartiality of banking supervision.

Even if the responsibility and decision-making power for the overall func-
tioning of the system are held by the ECB, the efficient day-to-day work of 
the SSM depends on the national supervisory agencies, whose expertise and 
proximity to the supervised entities are essential in ensuring that no aspect is 
overlooked (Verhelst 2013).

The supervision of the ECB is limited to credit institutions (CIs). As defined 
by Article 4 of the directive 48/2006,27 credit institutions are “an undertaking 
whose business is to receive deposits or other repayable funds from the public 
and to grant credits for its own account.” Banks that are active in other finan-
cial business (such as insurance or asset management) are only subject to ECB 
supervision with regard to their banking business, their other business being 
supervised by the competent national authorities.

25 The ECB started this programme in the summer of 2012 as a response to the increasing spreads of the 
sovereign bonds of the most distressed euro area member states.
26 The Council Regulation (EU) No. 1024/2013 foresees that non-euro members could voluntarily join 
the SSM as well.
27 The reader should take into consideration that Directive 48/2006/EU has been replaced by Directive 
36/2013/EU. However, for the purpose of our analysis the definition of credit institution remains valid.
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According to Regulation 1024/2013, the SSM has the following tasks:

• SSM is responsible for authorization and micro and macro-prudential 
supervision of credit institutions, financial holding companies and mixed 
financial holding companies in participating Member States. Participating 
Member States are all euro area countries, and non-euro area countries that 
decide to opt-in.

• For subsidiaries and branches of non-euro area banks, the SSM assumes the 
role of host supervisor in relation to relevant prudential supervisory tasks. 
Verification of the licensing of new branches set up by a supervised or non- 
supervised bank is within the scope as well.

• Supervision of banks with regards to markets in financial instruments and 
anti-money laundering and terrorism financing.

• The European Banking Authority (EBA) remains responsible for the EU 
Single Rulebook and conducting EU-wide stress tests. National Competent 
Authorities (NCAs) remains in charge of conduct of business, financial 
crime and payment systems supervision, and transposition of EU Directives 
into national law.28

• ECB is able to use macro-prudential instruments, either at the request of 
national agencies or by adopting stricter measures than the ones at national 
level (some functions may overlap with the European Systemic Risk Board 
(ESRB)).

• The ECB directly supervises ‘significant’ CIs.29 For ‘less significant’ CIs the 
ECB exercises oversight and issue regulations, guidelines or general instruc-
tions to NCAs, but delegates day-to-day responsibilities to NCAs.

• For a group headquartered outside the SSM, the ECB might seek to estab-
lish close cooperation agreements with the home supervisor.30

• The ECB receives supervisory data on all banks in the SSM.

When the ECB was created, its independence was one of the critical points. 
In the case of the SSM, this is also an essential aspect to be considered. In 
order to ensure its independence, the costs associated to this function are 
not borne by the member states but by the supervised institutions that are 
paying fees to the ECB. Without hampering independence, the SSM is also 

28 We also refer to National Competent Authorities as National Agencies.
29 Representing roughly 80 % of the assets of the euro area banking sector. The list of institutions can be 
found in the decision of the ECB dated 4 February 2014 (http://www.ecb.europa.eu/pub/pdf/other/
en_dec_2014_03_fen.pdf?21d953cb19106056a509a22888c646a8).
30 An example would be the supervision of the subsidiary of the Swiss bank UBS in Luxembourg that falls 
under the scope of the SSM.
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 accountable to the European Parliament and the Council. Scheduled report-
ing is fixed in order to keep these two institutions updated on the tasks carried 
out by the SSM. National Parliaments can also submit observations to this 
reporting to which the SSM must reply.

The execution of the supervisory task implies some interactions with other 
institutions. The European Banking Authority (EBA) is part of this supervi-
sory process and has as its main tasks ensuring that banks respect the existing 
legal framework, settling disagreements between national agencies and pre-
paring and preventing crisis situations through stress tests and contingency 
plans. National supervisory agencies are subject to the ECB’s broad oversight.

2.4  Review of the Different Proposals for a New 
Economic Governance in the EMU

The objective of this section is to discuss the main ideas and mechanisms for 
a new European economic governance in the aftermath of the crisis. Since its 
creation, the EMU has had a peculiar feature; monetary policy has been del-
egated to a common authority, the ECB, while fiscal policy remains under the 
responsibility of each member state. This implies that the EMU has a com-
mon currency, the euro, but it does not have a federal budget or a common 
fiscal mechanism to act as a stabilizer (Schiliro 2013). In this respect, there 
have been a series of proposals that aim at providing the EMU institutions 
with some fiscal power. Even if these proposals would not mean a fully fledged 
fiscal union, they foresee the creation of common fiscal backstops.

The first set of proposals analysed in this section deal with different mecha-
nisms of tax revenue sharing and further labour market coordination, notably 
regarding unemployment subsidies and minimum wages.

Von Hagen and Wyplosz (2010) assess two different mechanisms of fiscal 
transfers among euro area member states as an alternative to external borrow-
ing: tax revenue sharing and an euro area unemployment insurance.

Insurance through tax revenue sharing would imply the creation of a euro 
area tax fund that would be fed with transfers from each government. This 
fund would subsequently allocate these funds to other members based on a 
fixed per capita basis. The contribution of each country to the fund would vary 
depending on the evolution of the tax base over time. Under this mechanism, 
countries with lower tax bases would pay less than they receive. The reference 
tax base should ideally be the VAT base. There are two reasons for choosing 
VAT rather than direct taxes; VAT is more homogeneous across the EU and 
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VAT collection tracks better demand shocks as it is a tax on consumption. 
This system would allow member states to commit to countercyclical policies 
addressing asymmetric shocks, avoiding increasing deficits as the lack of tax 
collection would be compensated with higher transfers from the common 
fund. Nonetheless, this system has a moral hazard problem. Under such a 
system governments would not adjust their spending accordingly, as they can 
rely on additional transfers from the common fund. Moreover, they may tend 
to cheat and abuse as a way to circumvent the restrictions set by the EMU 
framework. Although this is not a problem for the euro area as a whole, it may 
lead to internal imbalances. However, the authors highlight that “it could be 
left up to the national electorates to make sure that their governments use the 
resources they have available properly.”

An euro area unemployment insurance would imply direct payments to 
individuals rather than payments to each government. This system would be 
fed with contributions made by households in economies enjoying positive 
economic shocks. Funds would be distributed among individuals in countries 
suffering negative shocks. However, an additional contribution from govern-
ments would be added. As this mechanism would tend to replace the existing 
unemployment insurance schemes, no further burden would be added to the 
current taxes on labour. Again, moral hazard problems exist as such a system 
creates incentives for member states to raise unemployment figures in order 
to receive permanent transfers. Two alternatives would address this problem: 
First, a limitation on the duration of the subsidies coming from the com-
mon scheme and secondly, establishing a system of coinsurance in which each 
country would pay part of the subsidy while the rest would be provided by 
the common scheme.

Given the potential moral hazard implications of both systems, both at 
country and aggregate level, the authors proposed some mitigation measures. 
Regarding individual country level, in order to avoid that countries misstate 
their GDP figures to reduce their contributions to a common system, they 
propose to delegate the computation of the key figures to a politically inde-
pendent agency or incorporate penalties that reduce the future transfers to be 
received. Concerning the aggregate level, countries may be tempted to abuse 
common schemes to circumvent the requirements of the EMU framework, or 
problems linked to the governance of the common insurance mechanism may 
arise. Regarding the former, governments running deficits above 3 % asking 
for payments from the common budget will be asked to run surpluses in 
future periods to pay back the amounts borrowed to finance these additional 
deficits. Concerning the latter, the problem could be mitigated by delegating 
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the governance of the system to either the European Commission or the ECB 
as they are more independent bodies.

Another proposal for an euro area-wide unemployment insurance that has 
acquired some relevance in the policy debate is the one proposed by Dullien 
(2013). It consists of an EMU insurance scheme that would be financed by 
contributions paid by insured workers. Under such a scheme, eligible unem-
ployed would receive benefits individually. These benefits would be adjusted 
relative to each country’s wage level and could be topped up by national 
unemployment systems. The objective of this system would be to extend 
the benefits to all unemployed in all member states and not only to those 
countries suffering rising unemployment. Moreover, this system would have 
macroeconomic effects not only across member states but also across time. 
Revenue collected in one year would not need to be expended in that year as 
the insurance scheme could be running surpluses. Although the main fear is 
that this system causes permanent transfers, Dullien shows through a simula-
tion exercise that such a scheme could be set up without causing large perma-
nent transfers and would have a stabilization effect in all countries.

Aiming at increasing the coordination between member states in labour 
markets, Timbeau (2014) proposes a EU minimum wage policy. In a con-
text in which labour costs dropped or grew moderately in the most fragile 
euro area countries as a way to increase external competitiveness, this pro-
posal aims at setting a coordinated EU minimum wage to put an end to 
downward wage adjustments when a member state seeks to gain competi-
tiveness through internal devaluations.31 The idea is to set a minimum wage 
that takes into account the relative current account positions of each member 
state. This system would allow member states to equilibrate external imbal-
ances while preventing member states facing imbalances from falling into the 
vicious circle of internal wages deflation. The EU-set minimum wage would 
not replace national minimum wages but would imply a minimum threshold 
under which nominal wages could not decrease.

On the subject of public accounts management and fiscal governance, there 
is a subset of proposals that aim at increasing fiscal coordination between euro 
area member states.

De Grauwe (2013) proposes a model of fiscal union that would help the 
euro area overcome the flaws of its design. He proposes a pooling of govern-
ment debts as a way to protect the euro area from asymmetric shocks. Pooling 
debts should relax the panic in sovereign debt markets and make debt burdens 
more manageable for countries in distress. However, he acknowledges that 

31 This vicious circle gains special importance when unemployment levels remain at high levels.
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such a system would imply moral hazard issues. As countries would become 
jointly liable, they might have a tendency to be more lax regarding public 
debt sustainability. Another obstacle is the fact that less indebted countries 
would pay higher interest than they would pay without pooling. De Grauwe 
proposes some measures to overcome both issues. Even if debts were to be 
pooled, a significant part should remain the responsibility of each member 
state. Moreover, an internal transfer mechanism should ensure that those 
countries with a lower creditworthiness would compensate those with higher 
ratings.

In line with the above proposal, Delpla and von Weizsacker (2010) and 
Delpla and Von Weizsäcker (2011) suggest that euro area members’ debt could 
be “mutualized.” They propose that a central treasury could issue European 
blue bonds that would pool up to 60 % of debt to GDP for each member 
state under joint and several liability senior debt. Under this system, blue 
bonds could obtain a higher credit rating and pay lower interest as a conse-
quence of the joint liability. This mechanism would end moral hazard issues, 
as any debt above 60 % of GDP (red bonds) would be the sole responsibility 
of the issuing member state.

Steinberg (2015) proposes the creation of a new euro area central fiscal 
capacity that enables transfers between regions. He proposes the creation of a 
central fiscal authority (i.e. euro area treasury), headed by an euro area finance 
minister, that influences national budgets, monitors national accounts, issues 
debt and collects taxes. This institution would still delegate to national gov-
ernments the decisions regarding tax and public spending but the central 
authority would determine the fiscal position of each member state. Likewise, 
member states would share the responsibility of debt issued by the common 
treasury.

There are three potential ways that Steinberg identifies for financing this 
central capacity: (1) the collection of euro area taxes (i.e. environmental taxes 
or financial transactions taxes), (2) direct contributions from member states 
with a system preventing countries always being net contributors or net recep-
tors, and (3) the issuance of common bonds in a similar fashion as that pro-
posed by De Grauwe (2013).

Other reform proposals target the institutional complexity of the EU and 
propose more simple frameworks.

Alcidi and Gros (2015) highlight that the current design of the EMU is 
an obstacle to a common and efficient response to asymmetric shocks. The 
only institution that has been equipped with tools to overcome a macro-
economic shock is the ECB, but this institution cannot act as a firewall in 
any situation because it is not in its mandate. They also point out that the 
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 institutional architecture designed to overcome the crisis may not be the best 
way to enhance policy coordination.32 The need for policy coordination, if 
necessary imposing limitations to the degree of freedom that member states 
have regarding fiscal issues, would be a good response to avoid negative spill-
overs between euro area members. Therefore, their proposal is a new design of 
policy coordination that centralizes the fiscal and budgetary tasks, leaving less 
freedom at national level.

Andrle et al. (2015) presents some options for simplifying EU fiscal gover-
nance while enhancing its effectiveness. Their proposals are based on two axes: 
consolidating the preventive and corrective arms and shifting to a single fiscal 
anchor with a single operational rule.

Their approach consists of a consolidation of the preventive and correc-
tive arms. Even though it would imply some ambitious legislative changes, 
it would notably simplify the procedure. Their reform proposal consists of 
replacing both arms with a two-step approach based on common rules.33 
Minor deviations from the reference debt figures would imply slight correc-
tive actions and significant non-compliant cases would be subject to correc-
tive actions and sanctions.

Regarding their proposal about shifting to a single fiscal anchor, they pro-
pose the elimination of deficit and debt targets, leaving a single debt to GDP 
objective. They suggest a two-pillar approach with a single anchor and a single 
operational rule. The rationale for setting a single anchor is that the ultimate 
objective of fiscal sustainability is debt sustainability. A stock variable such as 
debt to GDP is a more natural anchor than a flow variable such as deficit to 
GDP. The operational rule proposed should support a countercyclical fiscal 
policy that is transparent and easy to communicate to the public. They pro-
pose three possible operational rules. First, nominal budget balance rules with 
a focus on the variable that primarily influences the debt to GDP ratio (i.e. 
deficit). The drawback of such a rule is that it is specified in nominal terms 
and does not have stabilization features, potentially leading to procyclical 
effects. Secondly, structural balance rules (i.e. macroeconomic indicators not 
related to the budget) supplemented with a debt break incorporated in the 
national legislation. This type of rule would allow the automatic stabilizers to 

32 “Within the European Semester, the European Commission has to assess whether policies planned by 
national governments are ‘appropriate’ and issue recommendations accordingly. This is mostly based on 
the potential of such policies to meet certain targets. However, there are circumstances in which the 
assessment required is more complex and it is neither explicit nor clear whether the principle guiding the 
evaluation is the ad hoc optimisation of the overall good/welfare of the union or rather the idea that 
coordination always leads to a better outcome” (Alcidi and Gros 2015).
33 As proposed by Eyraud and Wu (2015).
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operate, so it can be more countercyclical. However, the disadvantage of this 
approach is that it is difficult to communicate and imply complex computa-
tions such as the estimation of the output gap. The third option is the use of 
expenditure rules. This implies the use of public spending in growth terms or 
in relative terms (i.e. the growth of the ratio of public expenditures to GDP). 
The advantages of this rule are that it allows the automatic stabilizers to oper-
ate and is easy to communicate.

Their simulations show that the expenditure rule should work better. They 
propose to combine it with an explicit debt correction mechanism. Moreover, 
they suggest that for this fiscal framework to work properly, it should be more 
automatic in enforcement, with credible sanctions and better coordination.

Carnot (2014) proposes a “rule of thumb” as an alternative to the existing 
framework for evaluating fiscal policies in the euro area member states. This 
new rule would balance the requirements of the fiscal policy with economic 
stabilization as a better way of achieving fiscal stabilization. The idea of this 
“rule” is to set long-term fiscal objectives while taking into account the pos-
sible tradeoffs with output stabilization in the short run. In practical terms, 
the proposal consists in setting a long-run objective (i.e. public debt equal 
to 60 % of GDP as required by the SGP) that serves as an anchor and then 
for each budgetary period; the rule suggests a fiscal impulse towards the debt 
objective while arbitraging symmetrically between this objective and a stable 
output. Under this system, debt stabilization would follow a smooth path 
without having a negative impact on growth. This rule would allow fiscal 
policy to be more countercyclical.

Regarding public debt sustainability, Blot et al. (2015) analyse the public 
debt targets and output dynamics imposed by compliance with those targets. 
They assess through a series of simulations the compliance path of 11 euro area 
member states towards the debt limits set by the SGP on the path  established 
by the Fiscal Compact (1/20th of the adjustment yearly).34 In their set of sim-
ulations they conclude that because of underoptimistic assumptions regard-
ing deficit reduction and growth, some member states would not be able to 
reach the 60 % public debt threshold by 2032 (end of the 20-year horizon 
established by the Fiscal Compact). If debt consolidation was achieved by all 
member states it would be at the expense of a poor functioning of fiscal multi-
pliers (thus, higher austerity). The consequence of this malfunctioning would 
be lower output growth, higher unemployment and higher volatility of euro 
area sovereign debt spreads, hampering the path towards the debt objective. 

34 These countries are Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, the Netherlands, 
Portugal and Spain.
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Therefore, they propose to eliminate front-loaded fiscal adjustment targets 
and instead delay fiscal austerity measures to avoid economic policy measures 
that are counterproductive in terms of return of public debt to its target.

The final set of proposals aims at changing the statute of the ECB to better 
serve the interests of the euro area.

A proposal that has been widely discussed is the possibility of giving a 
dual mandate to the ECB regarding monetary policy (Ragot 2013). This 
dual mandate would imply that ECB policy would have to pursue not only a 
price stability target but also an output target. However, economists such as 
Orphanides (2014) state that the primary objective of a central bank should 
be price stability without overburdening the institution with other objectives 
that dilute its efforts towards the primary objective. In his view, additional 
primary goals would reduce the contribution of the ECB to economic pros-
perity. Under New Keynesian theories, the existence of an output–inflation 
tradeoff relationship implies that in order to achieve higher levels of growth, 
policymakers have to allow for inflation to rise. Under such a framework, giv-
ing a double mandate to the ECB to pursue both maximum output growth 
and price stability can be seen as contradictory. Nonetheless, the theory states 
that in the long run this relationship ceases to exist, as employment and out-
put return to their natural rate (Friedman 1968; Phelps 1968). Therefore, this 
would imply that in the long run either a double mandate or a mandate that 
only includes inflation would lead to the same results, which are the argument 
of those who support the double mandate view.

However, defendants of the current mandate argue that a dual target for 
monetary policy may lead to time inconsistent measures, meaning that the 
central bank has an incentive to communicate an inflation target and change 
it once the expectations of economic agents have been set. Moreover, they 
claim that a dual mandate would reduce the transparency of the ECB. Dual 
mandates imply that specific targets for both policy objectives are not 
fixed because accomplishing one but not the other would lead to criticism. 
Therefore, the ECB would have an incentive to avoid setting a quantitative 
definition for each objective (Smaghi 2007).

Alternatively, Blot et al. (2014) state that the incorporation of the Single 
Supervisory Mechanism (SSM) within the ECB (in charge of the micropru-
dential supervision of banks) gives de facto a triple mandate to the institution. 
They distinguish then three mandates within the ECB: price stability given 
by the Treaty, output growth as the Treaty stipulates that without prejudice of 
price stability the European System of Central Banks shall support the general 
economic policies of the Union, and financial stability in the framework of 
the SSM. According to the authors, even if there is a hierarchy between each 
objective, in practical terms the ECB has been paying increasing attention to 
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the evolutions of both inflation and growth. Therefore, the authors suggest an 
amendment of the ECB’s mandate to include an output target like the one of 
the Federal Reserve.35

Another proposal that has been discussed is the one proposed by Burda 
(2013). He warns about the excessive “politicization” of the ECB’s tasks and 
proposes an alternative system that would replace the current NCBs with a 
system more similar to the one in the USA, with decentralized Federal Reserve 
Banks. He proposes dividing the euro area territory into five different “mon-
etary jurisdictions” that are not linked to the existing political division of 
states. Each jurisdiction would have a division of the ECB that represents large 
stretches of territory that reach beyond the borders. This main idea behind this 
system would be to secure a truly independent and neutral monetary policy.

2.5  Conclusions

Upon its creation, the euro area was equipped with a fiscal policy to ensure public 
finances’ sustainability. However, the enforcement of these fiscal rules has been 
flawed and the situation was aggravated by the economic and financial crisis.

The euro area went through a reform of the fiscal rules before the 2008 
crisis that did not put an end to excessive deficits and debt levels required 
by the SGP. Since then, there has been a set of important reforms to correct 
imbalances, but the enforcement leaves a high level of freedom to member 
states. Likewise, the last reforms may not be enough to end the procyclicality 
of national fiscal policies, which is one of the key matters to be addressed.

Policy proposals aim at simplifying the mechanism of control and enforcement 
of the fiscal rules as well as reducing discretion in the hands of member states.

The completion of an economic union requires more than temporary solu-
tions and more integrating commitments in terms of fiscal policy. Last-minute 
solutions have been successful to solve critical problems and situations, not 
only in Greece but also in Portugal and Spain. However, the euro area lacks a 
clear project of economic union. In the light of the proposals analysed, a fis-
cal union shall incorporate transfers and a system of common debt issuance.

The ECB has been able to act to stop the meltdown at the decisive moment, 
but this just gives some additional time to the euro area member states to 
accomplish necessary reforms. Without further integration the euro area 
remains an imperfect (and potentially unsustainable) fixed exchange rate sys-
tem, but not a common economic and political project.

35 This new objective would add to the price stability objective and the financial stability objective of the 
SSM.
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3.1  Introduction

Over the last three decades, under what is usually called the “Great 
Moderation,” both macroeconomists and policymakers involved in fiscal 
policy mainly focused on long-run issues. The consensus was that discretion-
ary fiscal policy was mostly inefficient relative to monetary policy, to say the 
least. As a consequence, government should adopt rules ensuring the long- 
run sustainability of public finance, and let an independent central bank take 
charge of controlling inflation and stabilizing gross domestic product (GDP) 
growth and unemployment. This consensus was recently challenged following 
the experience of 2008’s subprime crisis and the following “Great Recession.” 
To some extent, fiscal policy has been restored as a powerful macroeconomic 
stabilization instrument during deep recessions, especially when monetary 
policy can no longer decrease the nominal short-run interest rate. But it also 
stressed the need of fiscal rules ensuring the long-run sustainability of public 
debt.

Nevertheless, the need for fiscal rules ensuring fiscal sustainability should 
not be seen as necessarily contradicting the short-run stabilization motives 
of fiscal policy. One of the lessons of European sovereign debt crisis may be 
that, in face of strong and negative demand shocks, a government must have 



enough “fiscal space” to use fiscal policy aggressively when needed (Blanchard 
et al. 2010).

What are the fiscal sustainability requirements? Despite being an (almost) 
infinitely lived-agent, government faces an intertemporal budget constraint 
like any other economic agent: it is expected to pay back its debts with future 
(present-value) primary surpluses; if not, it will at some point default—
directly or indirectly—and lose access to financial markets as long as its bor-
rower’s credibility is not restored. Fiscal rules and monitoring of fiscal policy 
precisely aim at preventing government from engaging upon an unsustain-
able path; that is, violating its intertemporal budget constraint and eventually 
defaulting on its debt.

When this occurs, violations of the government intertemporal budget con-
straint may take different forms, depending on institutional framework: direct 
default on public debt repayments, monetization by the Central Bank and/or 
through an increase in present and (un)expected future inflation, which are 
actually indirect forms of default, through an inflation tax. At some point, 
from a theoretical point of view, violations of a government’s sustainability 
constraint may result in some “unpleasant monetarist arithmetic,” to use the 
words of Sargent and Wallace (1981). Thus monetary–fiscal interactions’ 
effects on inflation, and more broadly speaking on macroeconomic stability, 
provide another set of theoretical arguments in favour of fiscal policy rules. 
Moreover, fiscal rules and fiscal surveillance are of great importance within a 
monetary union without federal budget. Uncoordinated national fiscal poli-
cies may have a significant impact on monetary policy’s ability to control 
inflation; but it also makes room for countercyclical fiscal policy, since com-
mon monetary policy cannot react to country-specific or asymmetric shocks.

The issue of public debt sustainability and fiscal policy rules has been at 
the centre of European macroeconomic debate since the Maastricht Treaty 
(1992), the Stability and Growth Pact (SGP) (1997) and the creation of the 
European Monetary Union (EMU) (1999). The European fiscal framework 
has been intensively criticized since the beginning of the 1990s. Its detractors 
regularly denounce the economic growth and employment costs of alleged 
procyclical European fiscal rules, while its promoters argue that sound public 
finances and financial stability are the sine qua non for strong and sustainable 
economic growth and therefore full employment. Based on theoretical and 
empirical research on fiscal policy, fiscal sustainability and monetary–fiscal 
interactions, we propose a critical appraisal of the European fiscal framework.

This chapter is organized as following. In Sect. 3.2, we explain why and how 
fiscal policy needs to be constrained, in particular within a monetary union. 
Fiscal rules are usually designed and justified to ensure fiscal sustainability and 
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to prevent sovereign default. We present different fiscal sustainability con-
cepts—intertemporal budget constraint, convergence to stable debt-to-GDP 
ratios, maximum level of public debt and deficit and “fiscal limits”—in recent 
research on fiscal policy and their implications in terms of fiscal rules and 
surveillance. Second, monetary–fiscal interactions are essential to understand 
the need for fiscal policy rules, and even more within a monetary union. Fiscal 
policy may have a significant effect on the long-run nominal interest rate but 
also on present and future inflation, jeopardizing the central bank’s ability to 
control inflation, and this would justify additional constraints on fiscal policy 
in order to prevent negative spillover effects between monetary union mem-
bers and to prevent monetary policy from losing control of inflation. We also 
show that fiscal sustainability requirements and countercyclical fiscal policy 
should not be seen as necessarily antagonistic. In Sect. 3.3 we discuss the 
European Fiscal Framework based on empirical and theoretical research pre-
sented earlier. We argue that this framework might be both too tight and too 
loose: too tight because European fiscal rules are a priori much stricter than 
what would be required according to fiscal sustainability analysis; too loose 
because they induce a procyclical bias that, in addition to economic growth 
and employment costs, may be counterproductive in ensuring fiscal sustain-
ability. We finally open the debate about the causes of the European sovereign 
debt crisis, which was at first interpreted as the result of irresponsible fiscal 
policies and therefore called for a tightening of fiscal rules. A new consensus 
narrative recently emerged which significantly changes the diagnosis as well 
as the economic policy responses it calls for. Section 3.4 draws some general 
conclusions about fiscal policy in a monetary union and more specific conclu-
sions about the EMU and the European fiscal framework.

3.2  Why (and How) Does Fiscal Policy Need 
to Be Constrained?

Fiscal sustainability is usually defined for the government as the commitment 
to pay back its debt with future primary budget surpluses—budget surpluses 
excluding interest on public debt. Despite being quite intuitive, this asser-
tion is actually very vague because government is (theoretically) infinitely 
lived. Consequently, it could roll over its debt forever and remain solvent 
as long as it runs enough future primary surpluses such that it pays back on 
average a small part of the interest charge: such a fiscal policy would strictly 
satisfy the government intertemporal budget constraint, despite government 
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always being indebted. Considering this particular example, “fiscal sustain-
ability” requirements—based on the government intertemporal budget con-
straint—seem very weak. Basically, research on fiscal policy tries to answer the 
following questions. What is “fiscal sustainability”? What are the minimum 
requirements the government intertemporal budget constraint (henceforth 
GIBC) imposes on fiscal policy—that is on taxes and non-interest spending, 
or primary budget surpluses? Is the GIBC sufficient to ensure fiscal sustain-
ability or should we make additional assumptions—for instance on the maxi-
mum primary budget surplus a government can economically and politically 
run—to reach a robust fiscal sustainability criterion?

3.2.1  Public Debt Sustainability and Fiscal Policy Rules

Let us start from the GIBC (or present-value budget constraint). Consider a 
simplified representation of fiscal policy in which government non-interest 
spending is denoted by gt and revenues by τt both expressed in percentage of 
GDP. The stock of public debt at the end of year t is represented by bt, in per-
centage of GDP. Define the primary budget surplus–GDP ratio as st ≡ τt − gt. 
Then public debt–GDP ratio evolves according the following public debt 
accumulation equation1:

 
b i g b s r g b st t t t t+ + += + − −( ) − = + −( ) −1 1 11 1π

 

where i is the average nominal interest rate on public debt, g is the aver-
age growth rate of real GDP and π is the inflation rate. For simplicity, we use 
Fisher’s relation and define the real interest rate as r = i − π. It is worth noting 
that this accounting equation only describes the year-over-year accumulation 
of public debt; it does not per se yield any sustainability condition. Public 
debt–GDP ratio accumulation is mainly driven by primary surpluses (or defi-
cits) and by public debt snowball effect (r − g)bt: if r > g public debt–GDP 
tends to increase by itself.

Studying sustainability of public debt and deficits requires examining the 
intertemporal budget constraint of government. From the public debt accu-
mulation equation, one can deduce by successive iterations:

1 For simplicity, this presentation neglects stock-flow adjustments (SFA), defined as the difference between 
total variation of public debt and overall public deficit. SFA are mostly a statistical and national account-
ing issue rather than a theoretical one. We also consider that interest rate, inflation rate and growth rate 
of real GDP are equal to their average values. This is a strong assumption to study public debt sustain-
ability sometimes labeled as “ad hoc sustainability”, see Bohn (2008); but we chose the most simple 
framework for clarity purposes. 
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This intertemporal accounting equation states that initial stock of public 
debt (on the left-hand side) is equal to the sum of future expected present- 
value primary surpluses–GDP ratio and the expected long-run level of future 
present-value public debt–GDP ratio (on the right-hand side). From a purely 
accounting point of view, government can either repay initial public debt bt 
with present-value primary surpluses or rolling over debt—but how much 
and how long can a government roll over debt? Thus, fiscal sustainability anal-
ysis usually imposes a solvency criterion, called the No-Ponzi Game (NPG) 
condition.2 The NPG condition states that a solvent government cannot roll 
over debt plus interests forever but needs to cover at least a small amount 
of its debt-service with primary surpluses. This is equivalent to say that the 
average rate of growth of public debt must be strictly lower than the average 
interest rate (Hamilton and Flavin 1986; Bohn 2007). As a consequence, 
NPG condition implies long-run present-value public debt–GDP ratio must 
be equal to zero. Hence, a sustainable fiscal policy must satisfy the following 
“Transversality Condition” (henceforth TC):
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Then it is straightforward to derive GIBC:
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What are the implications in terms of fiscal rules—that is, constraints on 
fiscal instruments (primary surpluses, revenues or non-interest spending)—
such that GIBC holds? Analogous to monetary feedback policy rules, such as 
the Taylor Rule that relates the short-term interest rate to the current (or past) 
inflation rate and output gap, Model-Based Sustainability analysis proposes to 
study fiscal sustainability using fiscal feedback policy rules. Following Bohn 

2 Named after Charles Ponzi’s fraudulent investment operation.
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(1998, 2008) and Mendoza and Ostry (2008) such empirical fiscal rules are 
generally specified as follows:

 
s b x gt t x t g t t+ + + += + + + +1 1 1 1α γ β β 

 

These feedback rules basically assume that fiscal policy’s instrument—in 
general, primary surplus–GDP ratio—reacts to:

 – Initial level of public debt–GDP bt, to account for fiscal sustainability 
motives;

 – Contemporaneous output gap xt + 1, defined as the gap between actual 
and potential (or trend) real GDP,3 to account for “automatic stabilizers” 
and countercyclical fiscal policy;

 – Temporary fluctuations in public expenditures gt + 1, defined as the differ-
ence between actual and trend expenditures, to account for temporary 
primary surpluses or deficits;

 – The constant term α would be different from zero and negative, account-
ing for the fact fiscal policy is not required to run primary surpluses all 
the time, if the fiscal policy rule is satisfying a debt-stabilizing criterion 
(see below).

Based on a dynamic stochastic general equilibrium model (DSGE), Bohn 
(1998) shows a necessary and sufficient condition on these fiscal policy rules 
to satisfy GIBC and TC on public debt is such that primary surplus–GDP 
must increase after an increase in public debt–GDP:

 γ > 0  

Thus, GIBC imposes very weak requirements per se (Bohn 2007). 
Theoretically, as long as government can roll over its debts on financial mar-
kets, it could accumulate an ever-increasing amount of public debt–GDP, 
provided that this ratio grows at a rate lower than the real interest rate adjusted 
for real GDP growth rate. As a consequence, GIBC does not imply per se any 

3 Potential real GDP is the level of real GDP that can be produced at a constant rate of inflation. It mainly 
depends on capital stock and utilization rate of capital, potential labour force, NAIRU (Non-Accelerating 
Inflation Rate of Unemployment) and factors’ productivity.

Potential real GDP is generally estimated using structural models. As an alternative to structural 
methods, trend real GDP is an econometric approach consisting into the decomposition of real GDP 
between a trend component and a cyclical component, interpreted as the “output gap”.

Although, each measure has advantages and shortcomings, structural methods are generally preferred 
to purely econometric methods because of the “end-point bias” (indeed econometric methods generally 
tend to underestimate the output gap at end of sample) but also because of “spurious business cycles.”
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upper bound on public debt–GDP ratio, raising questions whether GIBC 
and TC are really sufficient to ensure “fiscal sustainability.” Yet additional con-
siderations on fiscal policy would be required to justify bounded debt–GDP 
ratios, which would be a stronger definition of fiscal sustainability. A prudent 
answer could be that they are the minimum requirements for sustainability, but 
still they do not exclude sovereign default, if government was not able to roll 
over debt on financial markets.

There are two main arguments to justify an upper bound on public debt–
GDP ratio. One approach is structural, using simulated or estimated DSGE 
models, and relies on the assumption of an upper limit on primary surplus–
GDP ratio (Bi 2012; Bi and Traum 2012; Bi and Leeper 2013). The upper 
boundary for primary surplus–GDP ratio is justified by two main reasons:

 1) The existence of a “Laffer curve” owing to distortionary taxation: there 
should be an optimal tax rate which maximizes tax revenue (Trabandt and 
Uhlig 2011);

 2) The fact government may not be capable of decreasing public spending–
GDP ratio beyond some level for political reasons.

Given that st ≤ smax and using GIBC, one can define a maximum public 
debt–GDP ratio, called the “fiscal limit,” at which government may default 
with a positive probability. The following equation combines the GIBC and 
the assumption made about st to yield an analytic expression for the “fiscal 
limit” bt

max :
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t t T t t T
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max max= ( )
=
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where Λt T t+ ,
max  represents the growth-adjusted stochastic discount factor, 

which also depends on the Laffer optimal tax rate, derived from general equi-
librium models.

The fiscal limit is the maximum level of public debt–GDP ratio that could 
be backed by expected future present-value primary surpluses; beyond this 
level, fiscal policy would be necessarily playing a Ponzi Game against its credi-
tors, implying a positive probability of default. A complete presentation of 
this concept accounts for uncertainty and effects of aggregate productivity 
shocks, or fiscal policy regime shifts on the future maximum primary sur-
pluses (Bi 2012; Bi and Leeper 2013). Accounting for uncertainty implies the 
fiscal limit would not be deterministic but rather stochastic. Consequently, in 
a stochastic economy, sovereign default could occur at very various levels of 
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public debt–GDP, even relatively low levels if the economy faces very adverse 
macroeconomic shocks and/or if a government is engaged on an unsustain-
able path, running persistent primary deficits.

Another approach accounts for the “fiscal fatigue” phenomenon (Ghosh 
et al. 2013). Using panel data on 23 advanced economies and covering the 
years 1970–2007, Ghosh et al. found a non-linear relationship between pri-
mary balance and public debt such that, at high debt levels, fiscal policy is 
no longer able to increase sufficiently its primary balance to stabilize public 
debt. Facing risk-neutral international investors, government hits the fiscal 
limit when primary surplus–GDP can no longer offset public debt’s snowball 
effect (r − g)bt for high levels of public debt. The concept of fiscal limit leads 
to a definition of “fiscal space,” which is the difference between the actual 
level of public debt and its estimated maximum sustainable level. Fiscal space 
offers an alternative and complementary measure for fiscal sustainability as 
the financial leeway of a government that allows it to face very adverse mac-
roeconomic shocks.

Daniel and Shiamptanis (2013) show that, in the presence of “fiscal lim-
its,” a relevant fiscal sustainability criterion would be a debt-stabilizing rule 
around prudent public debt–GDP ratio—with sufficient fiscal space to face 
with adverse macroeconomic shocks. Such a debt-stabilizing rule requires 
that, on average, primary surpluses are greater than the growth-adjusted real 
interest rate; that is:

 γ > −r g  

Under a debt-stabilizing fiscal policy rule, it is straightforward to show that:

 
α γ= −( ) −( )r g b*

 

with b* being the targeted level of debt–GDP (or steady-state) which also 
defines the debt-stabilizing primary surplus–GDP:

 
s r g b* *= −( )  

As long the debt-stabilizing condition holds, α would be negative, as is usu-
ally found in the data. Thus, one can provide a comprehensive interpretation 
of linear–fiscal policy rules in terms of deviations from steady-state values:
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Linear–fiscal policy rules do not imply that government must always run 
primary surpluses but only when its debt–GDP ratio is above its reference 
long-run value b*.

Considering these long-run ratios, fiscal policy rules show themselves being 
useful theoretical and empirical tools both for fiscal sustainability analysis and 
the design of numerical reference values for fiscal variables—what we gener-
ally label “fiscal rules.” Suppose policymakers take economic environment 
r − g as given (which may be at some points a very restrictive assumption) 
and set reference values for b*, then they can deduce how much fiscal policy 
must react to public debt (γ) and what must be the long-run average debt- 
stabilizing primary surplus s*.

Fiscal sustainability analysis based on GIBC and fiscal policy rules yields 
important lessons on what constraints are needed for sustainability. First, a 
prudent fiscal policy should probably ensure convergence of public debt–GDP 
ratios towards prudent levels (Fall et al. 2015; Fournier and Fall 2015), with 
sufficient fiscal space in order to face adverse macroeconomic shocks, such as 
the 2008 financial crisis and the following Great Recession. Unfortunately, 
this does not definitively prevent government from hitting its fiscal limit 
when facing extremely adverse macroeconomic shocks, even if is committed 
to a strongly sustainable fiscal policy rule (i.e. the debt-stabilizing rule). Fiscal 
discipline cannot reduce fiscal risk to zero, and this fact may support the view 
that a central bank should act as a lender of last resort. Second, fiscal sustain-
ability is a long-run requirement and fiscal numerical rules should account 
for the effects of automatic stabilizers or temporary public expenditures (or 
spending reversals); in practice, it supports fiscal numerical rules specified in 
terms of structural (or cyclically adjusted) balance.

3.2.2  Fiscal Discipline Within a Monetary Union

Since the very beginning of EMU, while the Maastricht Treaty was being 
negotiated, negative externalities coming from unsustainable fiscal policy at 
national level received a lot of attention (Wyplosz 1991; Buiter et al. 1993). 
Expansionary fiscal policy generally boosts demand and increases the real 
interest rate and the inflation rate. Outside a monetary union (MU), in a 
flexible exchange rate regime, these effects would be partially or totally offset 
through adjustment in the nominal exchange rate, as it often the case. On the 
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contrary, within a monetary union adjustment occurs entirely through prices 
and real interest rate. Thus “excessive deficits” of one MU member may affect 
the real interest rate of all member countries and the inflation rate, in propor-
tion to its relative size.

Concerns about undesirable effects of “excessive deficits” mostly focused 
on the monetary and financial instability that they could imply (Buiter et al. 
1993). The motivation for preventing “excessive deficits” and unsustainable 
national fiscal policies, fiscal rules embedded in the Maastricht Treaty, was to 
ensure (nominal) convergence among members of EMU. What is the ratio-
nale behind fiscal rules as requirements for price-level stability?

There are two main approaches of monetary–fiscal interactions to the expla-
nation of why fiscal policy should be constrained in order to control inflation 
stability: Sargent and Wallace’s (1981) “unpleasant monetarist arithmetic” 
and the Fiscal Theory of Price Level (Leeper 1991; Sims 1994; Woodford 
1995, 2001; Cochrane 2001, 2005). Both approaches focus on GIBC and 
link the need for fiscal rules that ensure the sustainability of public debt to 
achieve inflation stability.

In their seminal paper, Sargent and Wallace show that strategic interactions 
between fiscal and monetary authorities can jeopardize a central bank’s abil-
ity to stabilize inflation, even in a purely monetarist economy. What matters 
is which authority moves first, the monetary or the fiscal authority. If fiscal 
policy decides to run excessive deficits, implying “fiscal dominance,” then it 
will accumulate public debt until it reaches its maximum sustainable level, 
given the demand for public bonds. Thus, even when the central bank follows 
a strict monetarist rule, controlling money supply growth and inflation in the 
short run, it will be forced to monetize public debt and increase the money 
supply when public debt hits its maximum level. So here is the main result of 
Sargent and Wallace: “tighter money now can eventually mean higher infla-
tion tomorrow” if fiscal policy is dominant and even if monetary policy is 
tight today. Even more, under fiscal dominance, tighter money today implies 
an even higher inflation rate tomorrow, compared to what it would have been 
if monetary policy had been easier today.

It is important that Sargent and Wallace’s model does not depart from 
the quantity theory of money, since higher inflation arises from the fact 
that the monetary authority is forced to monetize public debt, which is to 
increase money supply. Sargent and Wallace show that the GIBC can affect 
the inflation rate significantly when fiscal policy dominates monetary policy. 
Consequently, achieving inflation stability requires credible and binding policy 
rules for each authority: the central bank must credibly commit to inflation 
stability and the government must commit to a sustainable fiscal policy. This 
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supports the introduction of a no bailout clause between monetary and fiscal 
authorities; still, the credibility—and desirability—of such a clause remains 
questionable in the light of the recent sovereign debt crisis in Europe.

The Fiscal Theory of Price Level (FTPL) is somehow more radical than 
Sargent and Wallace’s “unpleasant monetarist arithmetic.” It basically states 
that “monetary policy alone does not provide the nominal anchor for an 
economy” and it is “a particular pairing of monetary policy and fiscal policy” 
(Canzoneri et  al. 2010), which provides the nominal anchor and stabilizes 
inflation. According to the FTPL, even in the absence of seignorage revenue, 
binding rules on excessive deficits and public debt are necessary to achieve 
price stability. The FTPL starts from the assumption that government issues 
nominal debt rather than real debt and then rewrites the intertemporal bud-
get constraint with nominal debt:
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where Bt is the nominal public debt (not scaled by GDP), Pt is the price 
level and St the real primary surplus of government. Fiscal theory considers 
the government’s IBC as an ex post equilibrium condition rather than an ex 
ante budget constraint on fiscal policy. Then, if government does not adjust 
its fiscal policy to make this constraint hold ex ante, then price level will have 
to adjust ex-post to make it hold in equilibrium. Within FTPL’s framework, 
two polar cases for fiscal policy arise. First, fiscal policy is Ricardian and future 
primary surplus adjusts such that GIBC holds ex ante; monetary authority 
can have full control over the price level through a standard interest rate rule. 
Second, fiscal policy is not Ricardian and does not satisfy its GIBC ex ante; 
GIBC is no longer a constraint for fiscal policy but a valuation equation for 
real public debt such that price-level Pt adjusts in order to equalize ex post the 
real value of public debt to the sum of future primary surpluses. In this case, 
monetary policy loses control of the price level.

Leeper’s (1991) typology of monetary and fiscal interactions is a more 
restrictive definition of the FTPL. He studies different sets of monetary and 
fiscal policies achieving both stable inflation dynamics and stable nominal 
public debt dynamics, which requirements are stronger than the GIBC. He 
assumes monetary policy follows a Taylor Rule and fiscal policy follows a tax 
rule such that tax rate reacts to debt level. He characterizes monetary and fis-
cal policies as “active” and “passive”:
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 – Monetary policy is labelled “active” if it satisfies Taylor’s principle;4 if 
not, it is “passive” and it reacts less aggressively to inflation.

 – Fiscal policy is “passive” if the tax rate reacts to public debt more than 
the average interest rate, such it stabilizes debt; if not, it is “active” and 
does adjust taxes to debt (Fig. 3.1).

Consequently, Leeper describes four combinations possible for monetary 
and fiscal policies. Two combinations of monetary and fiscal policies—AM/
PF or Regime M and PM/AF or Regime F—lead to a unique macroeconomic 
equilibrium, implying stable inflation and public debt dynamics along the 
balanced growth path. One combination—PM/PF—leads to indeterminacy 
and multiple equilibria: in this case, the economy is subject to self-fulfilling 
dynamics. The last case—AM/AF—leads to explosive dynamics of both infla-
tion and public debt.

FTPL’s detractors such as Buiter (2002) strongly criticized this interpreta-
tion of GIBC as an equilibrium condition. In his view, GIBC is a real con-
straint on government behaviour and GIBC must hold for any price level. 
As a result, macroeconomic equilibria described by the FTPL are “invalid” 
in Buiter’s view. On the contrary, Woodford (2001) considers that govern-
ment knows it can affect equilibrium price level and interest rates, which is 
not possible for other economic agents. Another question is the empirical 
validity of the FTPL: is there evidence of “fiscal inflation” episodes? Empirical 
literature has not reached any consensus yet. Canzoneri et al. (2001) show 
that fiscal sustainability imposes very weak restrictions, such that observed 
data on public debt and primary surplus would be consistent with GIBC 
and, as a result, making it difficult to distinguish between Ricardian and non- 
Ricardian fiscal policies. They show that US post-Second World War data 

4 Taylor’s principle implies that the central bank raises the short term interest rate by more than 1 percent-
age point in response to a 1 percentage point increase in the inflation rate.

Passive Monetary policy Active Monetary policy

Indeterminacy of in�lation and 

debt dynamics

Regime M: in�lation is 

determined by monetary 

policy

Multiple equilibria Unique equilibrium
Regime F: in�lation is 

determined by �iscal policy

Explosive dynamics of 

in�lation and public debt

Unique equilibrium No equilibrium

Passive Fiscal
policy

Active Fiscal
policy

Fig. 3.1 Leeper’s classification of monetary-fiscal interactions
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may be well explained by the Ricardian regime. Creel and Le Bihan (2006) 
extend Canzoneri et al.’s method using cyclically adjusted balance data and 
find no evidence supporting the FTPL, using an international dataset that 
includes the USA, Germany, Italy, France and the UK.

Yet, using regime-switching techniques to estimate feedback policy rules 
for monetary and fiscal authorities, Favero and Monacelli (2005), Davig and 
Leeper (2007, 2011), Afonso and Toffano (2013) and Cevik et  al. (2014) 
provide evidences of recurring changes in monetary and fiscal policy rules. 
Both monetary and fiscal policies periodically switch from active to passive 
(or passive to active), which would suggest that FTPL may be effectively at 
work (Davig and Leeper 2007, 2011).

One unexpected result of FTPL is that fiscal policy can eventually have 
large and significant effects on the economy. In a Regime F, debt-financed 
expansionary fiscal policy actually boosts aggregate demand through a positive 
wealth effect because Ricardian equivalence no longer holds and households 
expect that current deficits will not be financed through future taxes. As a 
result, government spending and tax multipliers are significantly higher when 
monetary policy is passive and fiscal policy active (Davig and Leeper 2011). 
When monetary policy becomes passive as it is constrained by the Zero Lower 
Bound (ZLB) on nominal interest rate, then fiscal multipliers would likely 
be much higher and inflation would be determined by fiscal policy. To sum 
up, the FTPL provides strong arguments to implement an active fiscal policy 
when monetary policy is constrained, as well as emphasizing the importance 
of public debt sustainability (or unsustainability) in the control of inflation.

Within a monetary union (a fortiori without coordinated fiscal policies), 
the FTPL as well as Sargent and Wallace’s unpleasant monetarist arithmetic 
support the implementation of strong, binding, fiscal policy rules ensuring 
sustainability of public debt in the long run to avoid inflationary pressures. Yet 
both sustainability analysis and the FTPL show fiscal sustainability require-
ments do not fundamentally contradict the stabilization purpose of fiscal 
policy, and make room for business cycle stabilization motives (deficit spend-
ing in recessions) and temporary public spending measures (public spending 
reversals, one-off and exceptional measures).

In a large monetary union, all member countries do not necessarily face the 
same shocks: there are symmetric shocks affecting all countries in the same 
way and country-specific (or asymmetric) shocks affecting them differently. In 
an influential paper, Galí and Monacelli (2008) show that an optimal mone-
tary–fiscal policy mix in a currency union would require that monetary policy 
stabilizes the economy by reacting to symmetric shocks, while national fiscal 
policies react to country-specific shocks at the national level. Thus research 
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supports flexible fiscal policy rules both allowing for stabilization and ensur-
ing the long-run sustainability of public debt at the national level.

3.3  European Fiscal Rules: Too Tight? Too 
Loose? Or Both?

The Maastricht Treaty on the European Union (1992) and the following SGP 
(1997) implemented numerical fiscal policy rules at European Union (EU) 
level, divided into a preventive arm and a corrective arm. The preventive arm 
specified a Medium-Term Objective (MTO) of close-to-balance or in surplus 
fiscal stance; the corrective arm, called the Excessive Deficit Procedure (EDP), 
specified procedures to correct deviations from the Treaty’s reference values of 
60 % of gross public debt-to-GDP and 3 % of deficit-to-GDP.5 These rules 
were explicitly designed to ensure macroeconomic convergence and stability 
among EU member states, and in particular conditioning future participa-
tion to the EMU. Policymakers considered that sustainable fiscal policies were 
required to prevent both spillover effects among member states and inflation-
ary effects of fiscal policy while monetary policy could successfully ensure 
price stability and promote economic growth.

Fiscal rules embedded in the Maastricht Treaty and the SGP have been 
intensively discussed over the last two decades. Are these rules sufficient to 
ensure fiscal sustainability and flexible enough to allow countercyclical fiscal 
policies? Some argued these rules, both the preventive and the corrective arm, 
were far too tight in regard to fiscal sustainability requirements. While at the 
beginning of the 2000s some argued there was no clear evidence that national 
fiscal policies had lost their ability to follow countercyclical stabilization 
objectives, recent research suggests the opposite: that national fiscal policies 
became more procyclical after the implementation of the SGP. More recently, 
the financial and economic crisis of 2008 and the following European sov-
ereign debt crisis in 2010 raised concerns about the ability of European fis-
cal rules to prevent excessive deficits and debts within the EMU. Thus, we 
will present these debates on the European fiscal framework. Was the SGP 
too tight (with respect to the countercyclical objective of fiscal policy) or too 
loose (with respect to fiscal sustainability requirements)? Was the European 
sovereign debt crisis the result of excessive public deficits from euro area (EA) 
member states or rather the result of fundamental failures in the architecture 

5 These reference values are defined such that a 3 % deficit-to-GDP is compatible with a stable debt-to-
GDP level of 60 %, assuming an average real GDP growth of 3 % and an average inflation rate of 2 %.
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of the EMU? Did it call for a tightening of European fiscal policy rules and 
fiscal monitoring? Does Europe need stronger fiscal rules or more flexibility 
and country-specific requirements regarding fiscal sustainability?

3.3.1  Are European Fiscal Rules Ensuring 
the Sustainability of Public Finance?

During the 1990s and the move toward the creation of the EMU, most EU 
member states and future EA members focused on the Maastricht reference 
values more than on the medium-term objective of a close-to-balance or sur-
plus budget position; see Collignon (2012). As a matter of fact, the corrective 
arm (the EDP) obviously dominated the preventive arm. What could be the 
rationale behind this?

Actually, the medium-term objective defined in the Maastricht Treaty (bal-
anced budget or in surplus) does not find any economic justification from 
a standard sustainability analysis: a balanced-budget rule would imply an 
ever-decreasing debt-to-GDP ratio—which is a far too strong requirement 
for fiscal sustainability. From a more general point of view, balanced-budget 
rules would even increase aggregate economic instability (Schmitt-Grohe and 
Uribe 1997), being at odds with the Maastricht Treaty and the SGP!

Reference values of 3 % deficit-to-GDP and 60 % of debt-to-GDP are 
more sensible from a sustainability analysis’ point of view since they are equiv-
alent to a debt-stabilizing fiscal policy rule. Indeed, given a nominal growth 
rate of 5 % and a maximum value of 60 % gross debt–GDP ratio, we find that 
fiscal policy would stabilize debt by setting the deficit to 3 % of GDP. Yet the 
Maastricht Treaty’s reference values rely heavily on assumptions made on real 
GDP growth rate and inflation rate, respectively 3 % and 2 %. As pointed out 
by Buiter et al. (1993), countries with higher real growth rate and inflation 
could support a higher deficit-to-GDP ratio. As a matter of fact, EA member 
states diverged in terms of real GDP growth and inflation rates, reinforc-
ing the criticism of a nominal deficit reference value as a guideline for fiscal 
surveillance.

Regarding fiscal sustainability analysis, a nominal (with interest) deficit 
guideline would not seem the most appropriate way to monitor sound fis-
cal policy, in addition to Buiter, Corsetti and Roubini’s criticisms. While a 
permanent deficit could still be consistent with (strong) fiscal sustainability, 
in other words stable debt-to-GDP ratio, fiscal policy should run primary 
surplus on average, over the business cycle—at least when r > g. What is more, 
the recent European sovereign debt crisis implied a strong divergence of real 
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long-run interest rates among EA member states. This has asymmetric conse-
quences on EA member states. It implies that stressed countries (higher real 
interest rates, lower real growth rate) are facing stronger sustainability require-
ments, implying a lower debt-stabilizing (with interest) deficit with respect 
to the 3 % deficit rule. Unstressed countries (lower real interest rates, higher 
real growth rates) are facing looser sustainability requirements, such that they 
could actually afford deficits close to 3 % of GDP (or maybe larger) without 
jeopardizing the long-run sustainability of public finances. As a result, the 
European deficit rule of 3 % appears to be sometimes too tight and sometimes 
too loose in a heterogeneous monetary and economic union. The bottom line 
is that one size does not fit all.

Are European fiscal policy rules sufficient to ensure fiscal sustainability? 
From a theoretical perspective, these rules are conceptually based upon a 
debt-stabilizing condition, which is most probably the relevant sustainabil-
ity concept in an economy with fiscal limits. Still, if the real growth rate of 
GDP is to exceed the long real interest rate on a government’s bonds (i.e. 
r < g) a stable debt–GDP ratio is not necessarily a proof of responsible fiscal 
behaviour. The relevant condition would rather be the NPG condition (i.e. a 
positive response of primary surplus to the initial level of public debt), which 
is not guaranteed to hold under a nominal deficit rule in this case. In addi-
tion, as explained earlier, a nominal deficit rule does not necessarily fit all 
member states, and it would be more efficient to impose a positive average 
(structural) primary surplus, which is the relevant fiscal indicator for sustain-
ability analysis.

In the early 2000s, Afonso (2005) described what he called the “Unpleasant 
European Case.” Despite their stabilizing of debt–GDP ratios by the end of 
the 2000s, he found many European countries were likely to be at risk regard-
ing the sustainability of public finance. Yet Afonso’s dataset stopped in 2003, 
which did not provide enough data to evaluate the European fiscal frame-
work. In contrast with Afonso’s results, more recent papers (Collignon 2012; 
Daniel and Shiamptanis 2013) found evidence that European fiscal policies 
became more responsible during the 2000s, after the implementation of the 
SGP. These empirical results suggest the European fiscal framework was suf-
ficient to promote responsible fiscal policies in terms of primary surplus, and 
despite excessive deficit procedures engaged against EA member states during 
the first decade of EMU.

Following 2008, the European sovereign debt crisis has been immedi-
ately—maybe too rapidly—interpreted as the result of irresponsible (or at 
least imprudent) fiscal policies in the early 2000s; current account imbal-
ances within the EA were also considered but with less emphasis in the public 
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debate. The strengthening induced by the Six-Pack reform (2011), Two-Pack 
reform and the Fiscal Compact (2013) directly comes from this narrative of 
the crisis. We will develop these questions in Sect. 3.3.3.

During the 2000s, European policymakers tried to deal with the flaws of 
European fiscal framework by adding “exceptional measures” to the SGP, 
taking into account structural rather than nominal deficits and improving 
the preventive arm. Recent reforms (2005 and 2011 Six Pack Reform) of 
the SGP introduced several amendments. They reinforced the preventive 
arm of the SGP by defining MTOs in term of structural deficit rather than 
nominal. They also explicitly defined the required adjustment path toward 
them as a benchmark improvement of 0.5 % per year (or an average of 
0.25 % per year during two consecutive years) of structural balance. 2011’s 
reform toughened the structural adjustment (higher than 0.5 % per year) 
for member states with debt–GDP ratios above 60 %. Both reforms also 
specified when EA member states could deviate from their MTOs: “for 
major structural reforms with verifiable impact on long-run sustainability 
such as pension reforms” (2005’s reform), “unusual events outside the con-
trol of the country with a major impact on the financial position of general 
government” and “in case of severe economic downturn in the euro area 
or the union as a whole” (European Commission 2013). Still, the correc-
tive arm (the EDP) and especially the threshold of 3 % deficit–GDP ratio 
were not reconsidered. We think this results largely from ignoring the fact 
that EA member states diverge in terms of real growth, inflation and long-
run interest rates. As long as European policymakers stick to the idea that 
EA member states will “naturally” converge in nominal and real terms, the 
deficit rule of 3 % might not be efficient at stabilizing both public debt and 
the economy.

Finally, one of the biggest flaws of the European fiscal framework was 
probably the exclusive focus on public debt and deficits while ignoring 
private debt and current deficits. As a result, ignoring private capital flows 
and private debt biases the analysis and narrative of the European sover-
eign debt crisis as being mainly the result of irresponsible fiscal policies; we 
will see further on that the European sovereign debt crisis might rather be 
analysed primarily as a classic sudden stop crisis. Still, the 2011 Six-Pack 
reform acknowledged the importance of external imbalances (Bénassy-
Quéré and Ragot 2015), and the risk of a banking crisis and its conse-
quences on public finances (Bénassy-Quéré and Roussellet 2014). Thus, it 
improved the European economic surveillance framework by introducing 
the Macroeconomic Imbalance Procedure (MIP), which follows the SGP 
pattern with a preventive and a corrective arm.
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3.3.2  Procyclical Bias in European Fiscal Policy Rules

Beside fiscal sustainability issues, an important question was about the alleged 
“procyclical bias” of the European fiscal policy rules. From a theoretical point 
of view, both neoclassical (tax-smoothing models) and Keynesian economics 
(countercyclical fiscal policy) support deficit spending during recessions. This 
point was already made by Buiter et al. (1993): the SGP was really ambigu-
ous about whether countercyclical deficits in excess of 3 % were acceptable. 
Actually, these excessive deficits were supposed to be exceptional and tempo-
rary, which support the view that the SGP induced de facto a procyclical bias 
in European fiscal policy.

In the early 2000s, Gali and Perotti (2003) produced empirical evidence 
against the conventional view that “the Maastricht Treaty and then Stability 
and Growth Pact have impaired the ability of EU governments to conduct a 
stabilizing fiscal policy and to provide an adequate level of public infrastruc-
ture.” Using annual data from the Organization for Economic Cooperation 
and Development (OECD) Economic Outlook, ranging from 1980 to 2002, 
they estimated a linear fiscal policy rule linking the structural primary deficit–
GDP ratio to output gap, initial debt–GDP ratio and past primary deficit–
GDP. They found fiscal policy in EMU “has become more counter-cyclical 
over time, following what appears to be a trend that affects other industrialized 
countries.” Regarding the decline in public investment, they found “indus-
trialized regions not subject to the SGP have experienced an even greater 
decline.” Still, they noted that deep, severe recessions have been rare in the 
post-Maastricht period, implying the SGP fiscal rules were not really binding. 
They concluded that the impact of the SGP could be different in the future.

Yet recent empirical research has challenged this result. Beetsma and 
Giuliodori (2010) distinguish two stages in fiscal policy: the planning stage 
and the implementation stage, using real-time data. They use panel data run-
ning from 1995 to 2006, for EU-14 plus the USA, Canada, Japan, Norway 
and Australia. Their results are twofold. First, they found planned fiscal pol-
icy was acyclical in EU countries but countercyclical in non-EU countries. 
Second, they provide evidence that EU countries react procyclically to unex-
pected changes in the output gap while non-EU countries react acyclically 
during the implementation stage. Collignon (2012) also provides empirical 
evidences that fiscal policy became more procyclical in the EU countries than 
in the non-EU countries.

These results are also confirmed by an International Monetary Fund (IMF) 
working paper (Eyraud and Wu 2015). Interestingly, this paper shows that, 
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if European fiscal policy had been more countercyclical in the first decade of 
the EMU (1998–2008), it would have entered the crisis in a far stronger fiscal 
position (see figure 5, p. 13, op. cit.). It well illustrates the complementarity 
between the requirements of long-run sustainability of public debt and the 
need for a countercyclical fiscal policy. The lack of flexibility and the quasi- 
exclusive focus on fiscal sustainability within the European fiscal framework,6 
which likely induce the procyclical bias observed in the data, would eventu-
ally threaten the long-run sustainability of public debt.

What are the consequences of the procyclical bias of the European fiscal 
framework in terms of economic activity and employment? Creel et al. (2013) 
developed a medium-scale DSGE model with price rigidity and forward- 
looking agents to compare three different rules: the Maastricht Treaty (3 % 
of deficit–GDP), the Fiscal Compact framework and a public investment 
rule. Their simulations show that the Fiscal Compact is likely to be more 
deflationary and recessionary than both the status quo and the public invest-
ment rule. The public investment rule displays the lowest output cost. Creel 
et al. conclude by saying: “such a drastic consolidation strategy (i.e. the Fiscal 
Compact) embedded into EU constitutional laws threaten future macroeco-
nomic performances of Eurozone countries.”

One cannot oppose these two issues: fiscal sustainability requirements and 
countercyclical fiscal policy. Both theoretical research and empirical evidence 
rather suggest that fiscal sustainability is a long-run requirement and can sup-
port deficit-financed fiscal stimulus during recessions, on the condition that 
fiscal policy must tighten during expansions. Recent experience of non-EA 
countries with respect to EA countries shows that the first could both stabi-
lize their debt–GDP ratio and reduce the output gap quicker than the latter 
while undergoing less austerity or, at least, not too soon following the Great 
Recession and with an accommodative (or passive) monetary policy.

The debate on “austerity” and procyclical fiscal consolidation focuses on 
the size of fiscal multipliers.7 The consensus before the Great Recession was 
that fiscal multipliers were low, probably close to 0.5 or even lower. Yet both 
empirical and theoretical researches have challenged the common wisdom of 
low fiscal multipliers. Empirical research has shown the size of fiscal multi-
pliers can vary a lot according to the state of the economy, and reach values 
well above 1 or even 2 in some cases. For instance, fiscal multipliers appear to 
be larger during recessions than expansions (Auerbach and Gorodnichenko 

6 Until the Six-Pack Reform and the implementation of the MIP, the European Semester was exclusively 
focused on public debt and deficits, neglecting current account deficits.
7 Fiscal multipliers (public spending and tax multipliers) are generally defined as the extra euro(s) of real 
GDP generated by a 1 euro increase in public spending (or by a 1 euro decrease in taxes).
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2012a, b). Riera-Crichton et al. (2015) show that fiscal policy has asymmetric 
effects depending on the state of the economy (expansion versus recession) and 
on the stance of fiscal policy (procyclical versus countercyclical) using a panel 
dataset of OECD countries. Two main results emerge from their analysis. 
First, estimated countercyclical fiscal multipliers are very large (the long-run 
multiplier is 2.3 in normal recessions and 3.1 in extreme recessions). Second, 
while the austerity motto “short-run pain, long-run gain” may be correct in 
normal recessions, it is no longer the case in extreme recessions, as they con-
clude: “applied to the current debate on austerity in the Eurozone, this would 
imply that debt to GDP ratios would increase in response to cuts in fiscal 
spending.” Regarding the debate on austerity in Europe, Blanchard and Leigh 
(2013) produce empirical evidence that professional forecasters (including the 
IMF) have underestimated the size of fiscal multipliers in the years following 
the Great Recession and the sovereign debt crisis: while these multipliers were 
probably about 0.5 before the crisis, their results for European countries, in 
2010–2011, indicate they were significantly above 1 in the early stage of the 
sovereign debt crisis.

Theoretical research also provides new explanations for larger fiscal mul-
tipliers. New Keynesian DSGE models with imperfect competition and 
staggered price-setting did not produce fiscal multipliers above 1 for one 
fundamental reason: in these models, the Ricardian equivalence holds,8 and 
therefore fiscal spending shocks induce negative wealth effects for consumers, 
thus having a crowding-out effect on private consumption (being at odds 
with most empirical findings). This puzzle has been solved in many different 
ways. Relaxing some fundamental hypothesis of DSGE models dramatically 
changes the value of fiscal multipliers and produce a crowding-in effect in 
private consumption. For instance, taking into account Limited Asset Market 
Participation makes the Ricardian equivalence fall as a fraction of consumers 
are credit constrained and cannot smooth consumption over time (Bilbiie 
et  al. 2008). Another way to solve the puzzle is to assume that consumers 
have non-separable preferences between consumption and labour such that 
hours worked and private consumption both increase after a positive govern-
ment spending shock (Bilbiie 2011; Monacelli and Perotti 2008). Still one 
of the most important theoretical propositions is the analysis of fiscal policy 
when monetary policy is at the ZLB. Building on the old (Keynesian) wis-
dom that fiscal policy is more “effective” when monetary is accommodative, 

8 In the baseline DSGE model, fiscal policy is passive, that is, stabilizing public debt, and monetary policy 
is active, that is, strongly reacting to inflation, following Leeper’s terminology. Therefore, what matters is 
the level of public spending, not the way public spending is financed, through tax or debt. To express it 
differently, the timing of taxation does not matter.
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many  theoretical papers have shown fiscal multipliers are far above 1 when 
the nominal interest rate is at the ZLB (Christiano et al. 2011; Corsetti et al. 
2010; Denes et  al. 2013; Eggertsson and Krugman 2012). And as already 
mentioned, an alternative monetary/fiscal policy mix can also make the 
Ricardian equivalence property fall and imply bigger fiscal multipliers (Davig 
and Leeper 2011). Yet the “sovereign risk channel” (i.e. the effect on private 
sector funding costs of sovereign default risk) can substantially reduce the size 
(and even invert the sign) of fiscal multipliers, suggesting that fiscal stimulus 
could eventually be self-defeating in countries in which sovereign financial 
distress tends to increase private sector funding costs (Corsetti et al. 2013).

3.3.3  Was the European Debt Crisis the Result 
of Irresponsible Fiscal Policies?

The European sovereign debt crisis revived the debate about fiscal policy rules 
in the EU and the EMU. It opposes two antagonist views of fiscal policy. The 
first is the orthodox view promoting balanced-budget rules and decreasing 
debt–GDP ratios, and is based on the Expansionary Fiscal Contraction (EFC) 
hypothesis, following the seminal paper by Giavazzi and Pagano (1990) and 
the work of Alberto Alesina and Silvia Ardagna (Alesina et al. 2015; Alesina 
and Ardagna 2010). This approach follows from the political economy of 
public debt and relies heavily on the so-called “confidence effect” of fiscal con-
solidations. Taking the contrary view, the second one puts emphasis on new 
empirical evidences of state-dependent and time-varying fiscal multipliers as 
well as new theoretical results on fiscal multipliers in new Keynesian DSGE 
models (Auerbach and Gorodnichenko 2012b; Blanchard and Leigh 2013; 
Corsetti et  al. 2010; Riera-Crichton et  al. 2015). It also contradicts EFC 
supporters on empirical grounds, arguing for an upward bias in Alesina and 
Ardagna’s estimates of expansionary effect of fiscal consolidation (Guajardo 
et al. 2014; Jorda and Taylor 2015).

Yet, despite serious criticisms of it, the EFC hypothesis obviously won the 
political battle in Europe at the very beginning of the European sovereign 
debt crisis. The early narrative of this crisis found the European irresponsible 
(or imprudent) fiscal policy was the main culprit, rather than excessive cur-
rent account deficits and excessive private borrowing in the periphery coun-
tries. As mentioned earlier, it explains the strong tightening of the European 
fiscal rules after the six-pack, two-pack and Fiscal Compact reforms, and the 
relative disconnection between the SGP and the MIP; see (Bénassy-Quéré 
and Ragot 2015).
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On the contrary, five years after the beginning of the European sovereign 
debt crisis, another consensus narrative emerged among macroeconomists. 
Lane (2012) had already suggested the so-called European sovereign debt crisis 
was not (primarily) caused by excessive deficits in the early 2000s,9 but rather 
by original flaws in the EMU architecture (absence of banking union, federal 
buffer mechanisms), leading to large current account imbalances and excessive 
private borrowing within the EMU. More recently, a panel of economists from 
the CEPR (Centre for Economic Policy and Research) proposed a new consen-
sus narrative of the European crisis (The Eurozone Crisis 2015), claiming it was 
a sudden-stop crisis, not a sovereign debt crisis as claimed by the EFC hypoth-
esis supporters. According to this narrative, financial fragility, excessive private 
borrowing in non-productive sectors and current account imbalances were the 
source of the crisis, when the sudden stop occurred following 2008–2009’s 
global crisis; and the sovereign debt crisis is rather a consequence than a cause 
of the financial crisis. This narrative also stresses the “causes of the causes” 
of the Eurozone crisis: “policy failures that allowed the imbalances to get so 
large,” “lack of institutions to absorb shocks at the Eurozone level” and “crisis 
mismanagement” (Baldwin and Giavazzi 2015). To some extent, this narrative 
supports the view that the European fiscal framework (the Maastricht Treaty 
and in particular the “no bail-out” clause, the SGP) were probably not credible 
enough to prevent both excessive current account deficits and public deficits. 
In particular, they did not prepare the EU and the EMU to deal with a sud-
den-stop crisis, which was likely to cause a banking crisis and a sovereign debt 
crisis, for the simple reason that the European fiscal framework was implicitly 
built on the belief such a systemic crisis could not happen.

3.4  Conclusions

Fiscal rules are necessary to ensure public sustainability, around prudent 
debt–GDP ratios and to ensure monetary policy can reach its price-stability 
objective. According to macroeconomic theory on fiscal sustainability and 
monetary–fiscal interaction, these rules do not contradict countercyclical 
motives of fiscal policy. What is more, the recent economic and financial cri-
sis has shown how important countercyclical fiscal policy is when the economy 
is hit by severe negative demand shocks. Future policymakers should keep 

9 Yet he acknowledges that “the failure of national governments to tighten fiscal policy substantially dur-
ing the 2003-2007 was a missed opportunity, especially during a period in which the private sector was 
taking on more risk,” in line with the claim that fiscal policy has been insufficiently countercyclical since 
the implementation of the SGP.
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in mind that fiscal consolidation in good times can allow them to run large 
deficits when needed, with a sufficient safety margin against any “fiscal limit” 
on the public-debt-to-GDP ratio.

Yet the European fiscal framework has been shown to be sometimes too 
tight and sometimes too loose to ensure fiscal sustainability. In our opinion, 
the biggest flaw remains its serious procyclical bias, which jeopardizes both 
fiscal sustainability objectives and economic growth and stability; the recent 
reforms (Six-Pack, Two-Pack and Fiscal Compact) are not likely to reduce the 
procyclical bias of fiscal policy according to macroeconomic research.

A broader approach of economic surveillance now includes current account 
imbalances and private debt through the MIP, which is (in our view) the most 
important improvement in the European economic surveillance procedure. 
Further reforms should aim at simplifying European fiscal rules, reducing the 
procyclical bias (in particular in the implementation stage of fiscal policy) and 
giving a more important role to the analysis of current account imbalances.
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An intense debate has been raging about the recent reforms in the euro area 
to enhance fiscal surveillance and to ensure the sustainability of budget defi-
cits of its members, their consequences on governments’ fiscal positions and 
the macroeconomic outcomes (in chronological order the six-pack, the Fiscal 
Compact and the two-pack). This chapter focuses on the spending side of 
governments’ budgets and studies how expenditures evolved in the wake of 
the global financial crisis and in response to new regulations in the euro area. 
Following earlier reflections by Balassone and Franco (2000) and Mehrotra 
and Välilä (2006), we wonder whether abiding by the fiscal rules has changed 
the composition of public spending at the expense of public investment. Then 
we review the arguments on the possible impact of public investment (or 
capital) on economic growth (or gross domestic product, GDP), including a 
discussion about the so-called Juncker’s Investment Plan, before making a few 
recommendations for increasing “safe assets.”
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4.1  European Total Expenditures, by Country 
and Function

We conduct a granular analysis on disaggregated components of public spend-
ing in order to evaluate how members adjusted their policy to meet stricter 
fiscal criteria. Since the latter are always assessed in proportion to GDP, we 
adopt the same principle and show the evolution of different components of 
national public spending in GDP shares. It is noteworthy that these shares 
grow, all else being equal, with drops in GDP; hence, in an era of sluggish 
growth, stable or diminishing GDP shares of public spending are remarkable: 
they characterize rather sharp changes in public spending.

We rely on data published by the Organization for Economic Cooperation 
and Development (OECD) in its Economic Outlook (Number 97) annually 
on a consolidated basis. Total expenditure is decomposed in seven components 
according to their economic type:1 government final non-wage consumption 
expenditure (CGNW), government final wage consumption expenditure 
(CWG), government fixed capital formation (IGAA), capital transfers paid 
and other capital payments (TKPG), subsidies to firms (TSUB), social security 
benefits (SSPG), gross government interest payments (GGINT). CWG is the 
amount of public wages and salaries and CGNW encompasses the intermedi-
ate goods purchased by the government. Their sum is the government con-
sumption as defined by National Income and Product Accounts (NIPA) data 
largely employed in the empirical literature. Social security benefits include 
welfare spending (such as unemployment benefits) and pensions. Capital 
transfers paid and other capital payments register among other banking res-
cue plans. Although fiscal adjustments also take place through the revenue 
side of governments’ budgets (Alesina and Perotti 1995; Alesina and Ardagna 
2010, 2013; Alesina et al. 2015; Blot et al. 2015), OECD Economic Outlook 
Number 97 (2015) shows that between 2012 and 2014 following the intro-
duction of new fiscal rules in the euro area the bulk of fiscal consolidation 
for European countries hinged upon the expenditure side. Understanding 
how public outlays were modified in response to new fiscal rules has impor-
tant implications also for the assessment of the impact of fiscal consolidation 
on the weak economic recovery in the euro area, since different spending 
items have different multipliers (Pappa 2009; Valla et al. 2014). By looking 
at the evolution of disaggregated expenditures, this chapter does not try to 
disentangle discretionary interventions from changes due to the presence of 

1 The World Bank provides an alternative classification of public expenditure by function (e.g. military 
spending, health, education). Here we use the acronyms employed by the OECD.
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automatic stabilizers. Coricelli and Fiorito (2013) and Coricelli et al. (2017)  
using the same OECD data propose a classification of discretionary and non-
discretionary public spending on the basis of the statistical properties of disag-
gregated expenditures.

Figure 4.1 shows the evolution of the ratio of total public spending 
over GDP from 1990 to 2014. The left panel reports the series for France, 
Ireland, Italy and Spain. Even though their ratios differ in terms of size they 
are characterized by a similar pattern and their trend can be distinguished 
in four phases. (1) Between 1980 and 1992 the public expenditure in per-
cent of GDP increased in all countries, especially in France and Italy where 
it was more than 50 %. (2) Following the introduction of the Maastricht 
Treaty in 1992, the ratio declined until the global financial crisis. (3) 
During the crisis fiscal stimuli and the contraction of economic activity 
led to a surge in the ratio of public expenditure to GDP. (4) The introduc-
tion and tightening of European fiscal rules curbed the evolution of public 
consumption with a progressive fiscal consolidation. The case of Ireland is 
peculiar because the bail out of the banking system boosted public outlays 
to 62.8 % of GDP in 2010 and the fiscal consolidation brought down this 
ratio to 36.7 % in 2014. The right panel shows the same ratio for Austria, 
Belgium, the Netherlands and Finland. For the first three countries pub-
lic spending already declined during the 1980s and the Maastricht Treaty 
sharpened this trend. Similarly to Ireland, government spending spiked in 
Finland in 1993 in the aftermath of the financial crisis of Nordic countries, 
because of public intervention to rescue the banking sector and the contrac-
tion of GDP.
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Fig. 4.1 Public spending (in percent of GDP) (Note: The green vertical line indi-
cates the entry into force of the Maastricht Treaty, the black vertical line the 
global financial crisis and the red vertical line the new fiscal rules (six-pack and 
Fiscal Compact))
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For most of the countries considered here, the growth of public expendi-
ture reduced in combination with the introduction of new fiscal rules: the six 
pack which entered into force on 13 December 2011 and the Fiscal Compact 
(Treaty on Stability, Coordination and Governance) signed on 2 March 2012 
and entered into force on 1 January 2013. Finland and Austria are two excep-
tions, since total expenditure steeply increased over the period 2012–2014. 
However, they also register lower levels of public debt and deficits and have 
more room for manoeuvre than highly indebted countries for which new 
fiscal rules are more binding. For these countries (Belgium, France, Italy, 
Ireland, Spain) the analysis is deepened by focusing on disaggregated spending 
items. France, Ireland and Spain are also currently under the corrective arm 
of the Stability and Growth Pact (SGP), forcing members to correct exces-
sive deficits by implementing the Excessive Deficit Procedure(EDP). Austria, 
Belgium, Finland, Italy and the Netherlands are instead currently under the 
overview of closed EDPs. Figures 4.2, 4.3, 4.4, 4.5, and 4.6 show the share of 
disaggregated outlays to total public expenditure.

Some interesting findings stand out. For all countries social security ben-
efits are the main component of government spending, greater than CGNW 
and CWG, which are the second and third largest components respectively 
(left panel). Furthermore, its share increased in all countries following the 
introduction of new fiscal rules, except Ireland where it shows evidence of 
substantial swings and a decrease since 2012. The GGINT declined in those 
countries characterized by high precrisis levels of debt (Belgium, France and 
Italy) probably owing to a confidence channel and a reduction of govern-
ment bond yields. By contrast, in Ireland and Spain where public debt rose 
sharply during the crisis, the share of interest payments kept growing after the 
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Fig. 4.2 Disaggregated public expenditures (in percent of total spending) in 
Belgium (Note: The black vertical line indicates the global financial crisis and the 
red vertical line the new fiscal rules (six-pack and Fiscal Compact))
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Fig. 4.3 Disaggregated public expenditures (in percent of total spending) in 
France (Note: The black vertical line indicates the global financial crisis and the red 
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Fig. 4.4 Disaggregated public expenditures (in percent of total spending) in Italy 
(Note: The black vertical line indicates the global financial crisis and the red verti-
cal line the new fiscal rules (six-pack and Fiscal Compact))
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Fig. 4.5 Disaggregated public expenditures (in percent of total spending) in 
Ireland (Note: The black vertical line indicates the global financial crisis and the 
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4 The Composition Effect of New Fiscal Rules in the Euro Area 73



entry into force of new regulation. For these countries capital transfers paid 
and other capital payments spiked in the aftermath of the crisis. Finally an 
 interesting result concerns public investment, which accounts for less than 10 
% of total spending in all countries, its share steeply declining in the after-
math of the crisis and new fiscal rules (see also Berg et al. 2015).

Although the “investment clause” included in the SGP allows under certain 
conditions for deviating “temporarily from their medium-term budget objec-
tive or from the agreed fiscal adjustment path towards it, in order to accom-
modate investment”(European Commission 2015a), it seems that countries 
tend to adjust the public spending to meet fiscal criteria through a reduction 
in investment. Political economy arguments can provide an explanation for 
the observed contraction in public investment, since it is less costly for a 
government to cut it than other spending items such as public wages and 
pensions. In addition, public investment can be modified more easily since 
it does not involve the adoption of structural fiscal reforms that imply a long 
legislative process.

4.2  A Brief Literature Review of the Economic 
Impact of Public Investment

The decline in public investment may have contrasting effects on the econ-
omy: overall, it may decrease economic growth rate, whereas, more specifically, 
it may help restart private investment through the so-called “crowding-out” 
effect. In theory, public investment may have contradictory effects on pri-
vate investment. On one side, it may compete with private funds for limited 
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Spain (Note: The black vertical line indicates the global financial crisis and the red 
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resources, thus crowding out private investment. This is an effect that we 
expect to be strong in “normal” times, when the economy is at (or close to) 
potential, but also in the short run when financing opportunities are scarce. 
On the other, it may crowd in investment. This may happen in the short run, 
because through Keynesian business cycle stabilization it improves the state 
of the economy and therefore expectations; but it can also happen in the 
long run, if public and private capitals are complementary in the production 
function, so that private investment productivity is enhanced by appropriate 
stocks of public capital.

The empirical literature devoted to the relationship between fiscal policy 
and economic growth certainly started with contributions by Ratner (1983) 
and Aschauer (1989a, b, c). The former concluded that US output elasticity 
with respect to public capital was positive but smaller than private capital 
(close to 6 %, whereas the output elasticity with respect to private capital 
was 22 %), whereas the latter pointed out a large elasticity of total factor 
productivity to public capital (around 0.4), and a crowding-out effect which 
was counterbalanced by the positive impact of public capital on the return to 
private capital. While his two former empirical contributions focused on US 
data, Aschauer (1989c) extended his analysis to G7 countries and highlights 
the positive impact of public investment on labour productivity.

A recent survey on the impact of public investment on the macroeconomy 
is provided by Pereira and Andraz (2013). Broadly speaking, the literature 
on public capital and growth can be divided into four main categories. First, 
papers based on the production function approach, which treat public capital 
as an input of the aggregate production function, and estimate its effects on 
output, as in Ratner and Aschauer. Second, papers based on the cost func-
tion approach, which are admittedly less demanding than the previous ones 
regarding the restrictions (for example on the degree of substitutability among 
factors) that they impose. Third, papers based on cross-section growth regres-
sions à la Barro (1991), which include public capital among other explanatory 
variables. Fourth is the group of contributions that use Vector Auto Regressive 
(VAR) models or Vector Error Correction Models (VECM) including public 
capital; the advantage of this latter approach is that, by explicitly taking into 
account the dynamic links among variables, it allows to disentangle possible 
reverse causation (i.e. from output to capital/investment) and to differentiate 
the short run and long run relationships between public investment and GDP 
or public investment and private investment.

Romp and de Haan (2007) survey the literature on public capital and 
growth, explaining in detail each of the methodologies enumerated above, and 
reach a number of general conclusions. First, the majority of works  surveyed, 
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especially the most recent ones, conclude for a positive effect of public capital 
(or investment) on growth or on output. These effects are nevertheless consid-
erably smaller than originally suggested by Aschauer. Such a positive but mild 
effect also emerges from the meta-analysis carried out by Bom and Lightart 
(2014) on a sample of 68 papers published between 1983 and 2008. Second, 
a number of papers (e.g. Batina 1998) suggest that reverse causation, from 
output to capital, is also significant and positive. Finally, and quite unsurpris-
ingly, Romp and de Haan notice that the effects of public capital on growth 
differ across countries, regions and sectors.

Among the papers using a VAR approach, Pereira (2000) estimates an 
annual model in first differences for the USA. He identifies the model assum-
ing Cholesky decomposition identification where innovations in public invest-
ment lead the other variables. He then finds permanent (long run) output 
level effects of a temporary increase in the growth rate of public investment or, 
which amounts to the same, a permanent increase in the level of investment. 
Afonso and St Aubyn (2009) estimate VARs for 17 developed countries and 
show that crowding-in effects go in both directions, from public to private 
investment and the other way round. The former effect varies across countries 
whereas the latter is more homogeneous across countries.

A regular feature of papers using the VAR approach is the use of yearly data. 
However, time series on a national basis and on a relatively short timespan 
may not show much variance. To overcome this issue, a few contributions 
have made use of quarterly data. Voss (2002) studies the impact of public 
investment on private investment in the USA and Canada, and (weakly) con-
cludes for the crowding-out effect. Otto and Voss (1996) estimate a model 
in hours worked, GDP, public capital and private capital for the USA and 
Canada. They find weak evidence of a positive cointegration between private 
and public capital. They find a positive lagged effect on private capital (crowd-
ing in), but no significant effect on output. Mittnik and Neumann (2001) 
estimate a quarterly VAR model in levels with long-run cointegration restric-
tions (their results are not significantly different when they do not impose 
restrictions). Their model, estimated for six OECD countries, includes private 
investment and current government spending, and generally finds long-run, 
positive (but weak) effects of public investment on growth and on private 
investment (only for West Germany, does the long-run effect seem to be sig-
nificant). The UK is the only country for which the effect is not significant 
even in the short run. Perotti (2004) estimates a structural VAR in levels for 
five countries (Australia, Canada, West Germany, the UK and the USA). His 
conclusions are not only that investment seems to have limited effects on 
GDP, but also that these effects are smaller than those of current spending. 
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A possible explanation that Perotti offers for these puzzling findings is that 
the level of public capital is so large in the countries considered that public 
investment is not productive enough. The crowding out of private investment 
hence more than compensates the direct effect on aggregate demand. Creel 
et  al. (2009) offer a very different picture of the impact of public invest-
ment in the UK. In contrast with Perotti (2004), they also take into account 
the dynamics of public debt to GDP ratio in the empirical framework. They 
conclude that a positive and persistent effect of public investment on GDP 
robustly emerges. Further they find that this effect became more robust after 
the introduction of the golden rule of public finance in 1997, thus offer-
ing indirect empirical support to this institutional framework which allowed 
financing of public investment by debt issuance, in so far as current spending 
was financed by tax receipts over the business cycle.

Increasing the sample to a panel of countries may also increase variance and 
the power of the test, as argued in the literature (e.g. notably Temple 1999). 
According to Creel and Poilon (2008), the size of the different estimated pro-
duction elasticities on a European panel are more realistic (with coefficients 
between 0.10 and 0.14) than those obtained with time-series regressions.

Recently, a few studies have concluded that the reduction in investment 
can drag the economic growth with a fiscal multiplier bigger than one. IMF 
World Economic Outlook (2014) finds empirical evidence that increased 
public infrastructure investment raises output in both the short and long 
term, especially during periods of economic slack and for advanced countries 
for which investment is more efficient. Valla et al. (2014) find that fiscal mul-
tipliers on public investment spending are significantly above one. Theoretical 
contributions also show the higher multiplier of public investment, especially 
with loose monetary policy (Coenen et al. 2012, 2013; Drautzburg and Uhlig 
2013; Albertini et al. 2014). This can be particularly true in the current eco-
nomic context of the euro area where private sector investment is reducing 
and is less than 20 % of euro area GDP, and the short-term crowding-out 
effect between private and public investment is smaller (Valla et al. 2014).

Regarding the crowding-in versus crowding-out effect, Creel et al. (2015) 
show with individual estimations on four countries (France, Germany, UK, 
USA) that causation, if any, runs from public to private investment. When 
trying to assess the sign of this causation, they conclude that for France there 
is reasonable evidence of textbook-like effects: increases of public investment 
generally trigger increases of private investment, unless the economy is over-
heating and/or public finances are in dire conditions. For the USA, the link 
is in general weaker, and tends to point to prevailing crowding-out effects, 
except for very low levels of public debt. The same can be said for Germany, 
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where the relationship is even weaker than for the USA. The UK stands out 
as the country for which the results are more inconclusive. They interpret this 
latter outcome as the possible consequence of the adoption and implementa-
tion of the Code for Fiscal Stability (the golden rule of public finance), and 
then its abandonment.

4.3  Deficit of Public Investment 
and the Juncker’s Investment Plan

In the first part of this chapter we have shown that countries in the euro area 
reduced public investment following the tightening of European fiscal rules 
and their effort to conduct fiscal consolidation. When we aggregate the data 
the picture becomes gloomier. For a set of 16 countries for which OECD data 
are available, investment dropped by €61.1 billion from 2009 to 2015,2 hence 
a drop of €10 billion per year on average. At first sight, it might not prove sub-
stantial, but it disregards the fact that not only has public investment declined 
since the onset of the global financial crisis but also so has private investment. 
According to iAGS (2015), investment volumes in the European Union (EU) 
in 2014 were €370 billion below their historical pre-crisis level.

The decline in public investment matches 20 % of the recent Juncker’s 
Investment Plan of overall (private and public) financing of €315 billion. In 
other words, one-fifth of the resources of the Plan, were it achieved, will only 
compensate the loss of capital formation owing to the reduction of invest-
ment activity by individual governments and will not therefore create a public 
investment stimulus; that is, a surge of public investment beyond what would 
have been achieved without the crisis. The “public investment retrenchment” 
is observed in many countries and is particularly strong in the periphery of 
the euro area. In Spain and Italy public investment contracted by €33.2 bil-
lion and €18.5 billion, respectively. It also declined in Greece (−€5.2 billion), 
France (−€3.8 billion), Netherlands (−€3.4 billion) and Ireland (−€2.5 bil-
lion), while it increased substantially in Germany (€5.5 billion).

The fall in public investment in euro area countries suggests that the 
Juncker’s Investment Plan could be extended. There are many reasons for 
that. First and foremost, the amount of fresh public money invested in the 
European Fund for Strategic Investments (EFSI) has been limited to € 21 
billion. This is not much, as regards the reported drop in public investment 

2 Austria, Belgium, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Luxembourg, the 
Netherlands, Portugal, Slovak Republic, Slovenia, Spain.

78 J. Creel and F. Molteni



between 2009 and 2015. Catching up the loss of public capital during the 
global financial crisis requires a bigger push to public investment. Second, 
the Investment Plan is not limited to infrastructure and innovation, but also 
encompasses financing of small and medium-sized enterprises (SMEs). There 
is a risk that funds associated with the Plan will be scattered. As of March 
2016, 200 projects had been approved, for a total expected investment of 
€85 billion, 85 % of which was still expected to come from the private sector. 
On average, each project would receive €50 million from the EFSI. Third, 
the Plan is the third increase in capital or lending capacity of the Bank of 
European Investment since 2008: needless to say, the two former increases 
(of larger amounts than the latest one) neither produced a distinctive increase 
in public investment nor an improvement in public infrastructure. In June 
2016, the European Council has agreed upon the extension of the Juncker 
Plan, both in length (until 2020 rather than 2017) and in volume (500 billion 
euros rather than 315 billion euros). The amount of fresh money (including 
an EU guarantee) will only grow by 12.5 billion euros though.

Although it may go against the principle of subsidiarity, there are also sev-
eral reasons to believe that an investment stimulus implemented at European 
level could be more effective than one at country level. First, the Investment 
Plan can more easily finance cross-border projects in key sectors such as 
energy, transport and digital infrastructure, which can increase the productiv-
ity of the whole EU with long-term effects on economic growth, thus rein-
forcing the process of European integration.3 Second, the adoption of stricter 
fiscal rules (e.g. the Fiscal Compact) to be incorporated in national laws limit 
the scope for budget deficits. An increase of 1 euro of investment must be 
compensated with a reduction of other expenditures or an increase in taxation 
by 1 euro during the same period. Drawing on a European stimulus would 
help circumvent domestic fiscal constraints. Otherwise economic agents in 
European economies will behave as “Ricardian” consumers, with the rise in 
public investment leading to a reduction in public or private consumption 
with small or no overall impact on economic activity. Finally, if the exten-
sion of investment plan is financed via the emission of bonds it could also 
enhance the functioning of the European financial system and the creation of 
the European capital market union, especially in the context of the zero lower 
bound and negative government bond yields.

The six-pack, Fiscal Compact and two-pack in the EU, together with the 
Debt Brake in Germany which imposes strict borrowing limits (Deutsche 
Bundesbank 2011), reduce the supply of government bonds that, per country, 

3 See the website of the European Investment Bank: http://www.eib.org/efsi/.
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have been the safest and most liquid assets in Europe, hence failing to meet the 
increased demand for these assets. The capacity to issue debt against European 
investment projects can reduce this mismatch. Several authors point out the 
lack of a (relatively) safe asset in Europe, recommending alternative solutions. 
Brunnermeier et al. (2011) propose the creation of a synthetic safe asset formed 
by the senior tranches of a set of national bonds in fixed proportion (Euro- 
Safe- Bonds) that could lower the exposure of banks to their own sovereign 
and breaking the “diabolic loop.” Garicano and Reichlin (2014) suggest that 
the Euro-Safe-Bonds could be an instrument used by the European Central 
Bank (ECB) for the outright quantitative easing (QE), preserving at the same 
time the market discipline. They argue that a government default would lead 
to fallout of the domestic banking sector. The ECB’s unconventional policies, 
such as Outright Monetary Transactions (OMTs) and more indirectly the 
three-year Long Term Refinancing Operations (LTROs), relieved the strain 
on governments in the periphery of the euro area owing to the market pres-
sure on the sovereign debt, but could foster their moral hazard. By loosening 
the link between sovereigns and banks, the Euro-Safe-Bonds would allow the 
market to monitor directly the governments instead of second guessing the 
bailout intentions of the ECB. Caballero and Fahri (2014) argue that reassess-
ment of the European periphery sovereign debt contributed to the contrac-
tion of the supply of safe assets against an increasing demand for these assets 
owing to the rise in international reserves and global saving gluts, supporting 
the creation of a safe asset in Europe.

Since the financial crisis, the demand for liquid asset that can serve as collat-
eral in the interbank market has increased, driven by market demand for more 
secured funding as well as new regulatory requirements, such as set out in the 
European Market Infrastructure Regulation (EMIR) (European Commission 
2015b). Government bonds, and in particular German, French and Italian 
bonds, are the prime collateral in the European repo market (Molteni 2015). 
However, the ECB monthly purchase of €80 billion of mainly eurozone 
government bonds, based on self-imposed rules that limit how much it can 
acquire from individual governments, is reducing the net supply of these assets 
(Gerba and Macchiarelli 2015).4 Analysts estimate that following those rules 
the supply of German bonds will be exhausted before the programme ends 
in March 2017, creating a policy dilemma for the ECB over which bonds 

4 The problem of scarcity of government bonds as collateral is more pronounced for Europe, where there 
is a smaller substitutability between public and private debt than in the USA (see Krishnamurthy and 
Vissing-Jorgensen 2012).
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to buy.5 Drawing on the decisions of the ECB, which were announced by 
Mario Draghi in mid-March 2016, the issuer and issuance limit on bonds 
from supranational institutions and national agencies has been raised from 
33 to 50 % of their new issuances, up to a limit of 10 % of the ECB monthly 
purchases, i.e. €8 billion. It gives some new margins for manoeuvre to these 
institutions, among them the European Investment Bank, to raise capital and 
finance new investment projects.

Finally, a larger supply of safe and liquid assets would help achieve the 
construction of the European Capital Markets Union (CMU). The so-called 
“European sovereign-debt crisis” has fostered habit formation by savers: cross- 
border financial flows have diminished. The high mobility of capital between 
EU member states, which had been achieved since 1990, has been substan-
tially weakened. The impetus for a CMU has come along this lower mobility 
in European capital. The objective is to push funding suppliers, especially 
institutional investors such as pensions and insurance sectors, to increase 
again the diversity of their European investments. For this to happen, they 
need some guarantees which usually take the form of substantial holdings in 
their asset portfolio of safe assets. A higher liquidity on sovereign bond mar-
kets would make a wider list of sovereign bonds safe again and would facili-
tate the high mobility of capital on which the EU has long developed upon. 
In addition, commercial banks, which remain key actors and participants in 
capital markets as issuers, investors and intermediaries, have to hold liquid 
assets in order to access the repo market and satisfy their funding needs. A 
larger issuance of safe assets would thus help improve banking stability and 
the passing of stress tests.
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5
The Banking Union Revisited

Christian de Boissieu

The main purpose of this chapter is to give an account of the implementa-
tion of banking union in Europe. The benefits one may expect from a bank-
ing union are reviewed. Its components are analysed and discussed with a 
special focus on the supervision and resolution of banks. The challenges are 
both functional and institutional. They involve micro- and macroprudential 
considerations. As regards the European Central Bank (ECB), will there be 
possible conflicts of objectives when it cumulates its monetary policy function 
with its new supervisory role? For banking supervision, how is it possible to 
combine the division of labour between the ECB and the national competent 
authorities (NCAs) with the necessary coordination between them?

The same kind of challenge applies to resolution and deposit insurance. 
The chapter also relates the launching of banking union to other structural 
issues, such as the separation of bank activities and the financing of the real 
economy (investment and growth) in the new regulatory framework. At the 
end it touches upon the Capital Markets Union (CMU) project.
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5.1  Background

Access to reliable, independent and comparable data is key to the banking 
union (hereafter BU), since transparency of bank data is a prerequisite for 
effective supervision and resolution by the competent authorities. Everyone 
acknowledges both the necessity and the difficulty of improving access to the 
relevant banking and financial data. It is worth noting that “market disci-
pline” is at the core of Pillar 3 of Basel II and Basel III, and it implies more 
and better information disclosure by banks to all stakeholders. Some analysts 
even refer to a “battle of data,” questioning the role of financial industry-led 
research which is not independent enough. This is a view which is strongly 
opposed by others, who stress the positive sum game between the regulators, 
the bankers, the stakeholders and the public at large regarding the collection 
and treatment of the relevant data. In their assessment of the first 18 months 
of BU, Dirk Schoenmaker and Nicolas Véron (2016) underline the persistent 
challenge of access to relevant and reliable data.

The obstacles to reliable and comparable data are manifold: excessive finan-
cial complexity (e.g. some exotic derivatives instruments), the difficult ex ante 
assessment of risks, persistent divergence across member states in the account-
ing and evaluation procedures despite their reliance on the same accounting 
rules (IFRS). As regards listed banks, IFRS are mandatory in the European 
Union (EU) but this harmonization does not apply to unlisted banks. There 
is still a high degree of heterogeneity in accounting and auditing rules and 
practices even within the euro area. Therefore it is not surprising that the 
ECB’s comprehensive assessment of banks in the euro area implemented from 
November 2013 to November 2014 has emphasized more transparency for 
the purpose of “enhancing the quality of information available on the condi-
tion of banks” (JC 2014).

The Joint Research Centre of the European Commission, in cooperation 
with DG MARKT, has built the model SYMBOL (Systemic Model of Bank 
Originated Losses), which assesses the financial position of individual banks 
and the macro implications under exogenous shocks (Pagano et  al. 2012). 
This model is still in progress since the collection of detailed and reliable data 
is indispensable. However, it is already a useful tool for assessing the prob-
ability of default of each bank. It takes into account contagion effects on the 
interbank market in order to analyse the micro/macro links, in particular the 
channels of transmission from individual bank risks (credit risks, market risks, 
operational risks, liquidity risks) to systemic risks and to simulate the impact 
of various shocks. In this respect such a modelization could be very useful in 
the implementation of future bank stress tests.
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5.2  Benefits of Banking Union

R.Goyal et al. (2013) have presented a comprehensive survey of the economic 
foundations of BU. Without being exhaustive, it can be argued that BU in 
Europe is a means towards the following goals:

 1) To deepen the single market for financial services and make it more effec-
tive. We are still far from an effective single market for banking and finan-
cial services and a true level playing field. One of the goals of BU is to 
make the single market a reality, in particular through the “single rule-
book.” However there is a debate on the financial reregulation process and 
the effectiveness of the single market. In many respects we are still far from 
a real single rulebook. Some analysts have regretted that even CRD IV and 
CRR leave too much room to the competent national authorities to incor-
porate idiosyncratic measures in the transposition of the directive and in 
particular in its interpretation, in such a way that we could be very far 
from a real level playing field. For instance, according to CRD IV the 
national authorities keep some discretionary power for the weights attached 
to real estate or for the implementation (or not) of the countercyclical buf-
fer. This ongoing debate means that we will have to find the right balance 
between coordination and decentralization as regards the concrete imple-
mentation of Basel III. BU also implies such a search and clarification.

 2) To overcome the current fragmentation of financial markets in Europe. 
This is another way to look at the single market puzzle. The Eurozone crisis 
has generated diverging interest rates and increasing spreads over the whole 
yield curve. Banks in countries under pressure still pay a premium on their 
debt compared to banks in core countries. The crisis has also fuelled an 
augmented “home bias” for investors which is well documented, a partial 
repatriation of financial assets, some form of “renationalization” of private 
savings and the necessity to compensate private capital flows from the 
south (Greece, Portugal, Spain) to the north of Europe by some public 
transfers from the north to the south.

 3) To overcome the “impossible trinity.” D. Schoenmaker (2011), referring 
to the concept of “financial trilemma,” underlined the fact that we cannot 
have the three sides together: financial integration, financial stability and 
national policies for crisis prevention and management. If we want to 
maintain financial integration and to reach financial stability, we must pass 
to some supranational policies for the management of financial crises. This 
financial trilemma is as important for financial matters as the Mundell–
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Padoa–Schioppa impossibility triangle is for monetary policy in an open 
economy with perfect capital mobility.

 4) To get out of the vicious loop between banks and sovereigns. The Eurozone 
crisis has illustrated the manifold and bi-directional links between banks 
and sovereigns. In several cases the systemic banking crisis associated with 
private overindebtedness has led to state intervention as an investor of last 
resort in the banking sector and to an outburst in the public debt ratio 
(Ireland, Spain). Among other examples, the Cypriot crisis has illustrated 
the negative impact of non-performing sovereign debt on individual banks 
and on the banking system as a whole. In many cases spreads are the main 
channel of transmission from the sovereign to corporate debt (including 
bank debt). What to expect and what not to expect from the BU regarding 
the bank/sovereign loop? Banks will continue to buy sovereign debt, 
induced to do so by the scale of weights embedded in Basel III. But effec-
tive supervision at European level means that the supervisors are in a better 
position to contain on an ex ante basis the accumulation of bad debts on 
bank balance sheets. Moreover, a Spanish or an Irish scenario comparable 
to the one we had a few years ago would be much less likely in the future 
since the resolution of banks in BU relies on public funding as the last, not 
the first, solution. Compared to the pre-BU configuration, the probability 
for a bank crisis morphing into a sovereign debt crisis will significantly 
decrease, although it will not be zero.

 5) To internalize externalities. The presence of externalities—either positive 
or negative—leads to under- or overutilization of some instruments. Here 
we come back to the classical argument à la Tinbergen (1954): the pres-
ence of externalities pushes towards coordination or even centralization 
(which represents the highest degree of coordination) of policy instru-
ments. Cross-border banking and financial activities in the EU are still 
significant despite the recent fragmentation. The Cyprus crisis has shown 
that spillover effects fuelled by expectations and contagion could create a 
systemic problem from a configuration which was difficult to characterize 
as “systemic” on a purely ex ante basis. Potential negative externalities for 
the rest of Europe came from the initial and counterproductive decision of 
the Eurogroup to tax all deposits. The final decision to exonerate deposits 
up to €100,000 limited the externalities for depositors in the rest of the 
EU. The Cyprus case suggests that the transition from individual to sys-
temic risks is much more complex than usually appreciated. It deserves 
more scientific and policy attention. The magnitude of externalities across 
member states explains the creation of the three European regulatory and 
supervisory bodies (ESMA, EBA, EIOPA) according to the recommenda-

 C. de Boissieu



  89

tions of the de Larosière report made before the Eurozone crisis. This crisis 
means that we must go further regarding the internalization of financial 
externalities.

 6) To reduce the risk of capture of regulators by the financial industry. The argu-
ments are extensively discussed in the academic literature especially in light of 
the crisis and the growing focus on conflicts of interest. Supervision and reso-
lution taken at national level would entail a risk of regulatory forbearance. 
This argument validates more integration and centralization. The idea that a 
supervisory mechanism centralized at European level would be less exposed 
to lobbies and pressures is based on the notion of “distance” from vested 
interests which are supposed to be more powerful at the national level than at 
EU or euro area level. Here the word distance could have several meanings: 
for sure geographical, but also functional, political, institutional and so on.

The emphasis on the benefits to be had from BU does not mean that there 
are no costs. The operational costs are difficult to estimate. The ECB had to 
recruit extensively (about 1,000 additional staff) in order to fulfil its new role 
as the main supervisor of banks. But a part of this recruitment came from a 
substitution effect: some experts left their NCA in order to work with the 
ECB on prudential issues. Likewise, how to measure the loss of national sov-
ereignty through BU and the centralization of banking supervision and its 
costs for any member country? For the sake of transparency and accountabil-
ity it would be useful to develop an ex ante assessment of the discounted costs/
benefits of such a major economic and political change. The main challenge is 
to quantify so many qualitative changes and to value numerous externalities.

5.3  The Single Supervisory Mechanism

5.3.1  The Three Pillars and Their Sequencing

BU rests on three pillars: a Single Supervisory Mechanism (SSM), a Single 
Resolution Mechanism (SRM) and an integrated scheme of deposit insur-
ance. The fact that Basel II and III also rest on three pillars does not imply that 
three has become the golden figure of financial regulation. This convergence 
is purely coincidental.

The three pillars of BU form a consistent system. They cannot be decou-
pled from each other. But, on the other hand, since BU relies not on shock 
therapy but rather on gradualism, proper sequencing is both required and 
fundamental.
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It should take place in the following order: supervision, then resolution 
of banks and, at the end, deposit guarantee. Not in the steady state but dur-
ing the transition period, which is expected to last at least a couple of years, 
the EU will face a dilemma: how to implement a credible and effective BU 
when it will be piecemeal during the transition phase, given the lags in effect 
between the respective integration of supervision, resolution and deposit 
insurance? The solution could be the following: to extend the monetary 
policy debate to financial regulation. In order to be time-consistent, each 
stage of the BU must be set in such a way that it is perfectly consistent with 
and conducive to the later stages. From the functional viewpoint the three 
stages (one for each pillar) are not separable even if they are implemented 
successively. This is what may be called the non-separability principle (de 
Boissieu 2013).

5.3.2  The Central Role of the ECB

The SSM benefits from the global reputation and credibility of the ECB. The 
independence and “distance” of the ECB from national authorities are valu-
able features of the SSM. Moreover, the ECB has a comparative advantage in 
collecting microeconomic information about bank condition and risks, and 
this advantage has been increasing with the implementation of unconven-
tional monetary policy, which requires more transparency about bank bal-
ance sheets. The idea was to give the leadership to the ECB but to benefit 
from more coordination between the ECB, the European Banking Authority 
(EBA) and other existing institutions.

The ECB started its supervisory activity as of November 2014 by directly 
supervising the most “significant” banks of the Eurozone, 129 of them, which 
taken together represent a market share of 80–85 % of bank assets in the 
euro area (ECB 2016). Given the list of global systematically important banks 
(GSIBs) published each November by the FSB, which includes 30 banks at 
the world level (as of November 2015) of which eight have their seat in the 
euro area, it means that the ECB is supervising many non-GSIBs but “sig-
nificant” banks. For a bank to be qualified “significant” the relevant criteria 
are: the size (namely assets over €30 billion, assets over 20 % of a member 
 country’s gross domestic product) and the magnitude of cross-border opera-
tions. These criteria differ from the ones put forward by the FSB to designate 
the list of systemic banks at world level (BCBS 2013) but they also concur 
with some of them.
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5.3.3  The Necessity of Coordination

The coordination challenge is twofold: (1) cooperation between the ECB 
and the NCAs as regards the concrete functioning of the SSM, and (2) rela-
tionships between the ECB and other existing bodies in charge of prudential 
policy.

The first aspect raises a difficult but relevant issue. What will be for the 
SSM, both during the transition phase and in the steady-state regime, the 
balance between centralization forces giving a growing role to the ECB and 
decentralization forces maintaining a very significant role for NCAs because 
of their privileged access to local information, of the valuable argument of 
“proximity” (which is a multidimensional concept: geographic, cultural, polit-
ical)? The answer, which is quite impossible to provide on an ex ante basis, 
will lie in the combination of two necessities: the fruitful division of labour 
between the ECB and the NCAs (in many cases the national central banks or 
institutions which are closely related to them), and the necessary cooperation 
between them. The basic split between large banks directly supervised by the 
ECB and the small and medium-sized banks (“less significant” banks which 
number slightly less than 3,200 as of 2016) directly supervised by the national 
authorities is useful and apparently clear cut. But even the size criterion will 
pave the way for some overlapping and competition between the “centre” and 
the “periphery.” This wording is not intended to be pejorative, in view of the 
fact that the NCAs will continue to care for their “significant” banks whereas 
the ECB cannot neglect less significant banks in light of the Cyprus crisis 
and some other banking crises. Coordination does not mean the absence of 
hierarchy: the ECB is ultimately in charge and always able to look at some less 
significant banks. For the sake of consistency at Europe level, it exercises over-
sight of the NCAs. This fragile balance between cooperation and leadership 
is best illustrated by the concrete functioning of the Joint Supervisory Teams 
(JSTs), which gather both experts from the ECB and NCAs and undertake a 
review of significant banks. The chief of a JST is always from the ECB staff.

To be more concrete, let us consider two examples which raise the issue of 
the optimum degree of centralization (or decentralization) within the SSM.

With Basel II and Basel III, the supervisors have to assess the quality of 
internal models used by banks (in particular the A-IRB models for “advanced 
internal rating based”) to compute their risk-weighted assets (RWA). This 
referee function is crucial for comparing and rating bank internal models and 
therefore creating a level playing field. In the SSM, the ECB and the NCAs 
will have to cooperate to fulfil this function. De facto, the ECB will be more 
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involved in the rating of large banks’ internal models while the NCAs will 
focus more on small and medium-sized banks (by the way, those banks mostly 
rely on the standard model or on the Foundation-IRB). But the two levels of 
decision have to be fully consistent since any significant discrepancy between 
them could generate competitive distortions.

A second example relates to the implementation of Pillar 2 of Basel II 
and III; that is, the competence of supervisors to tighten up solvency ratios 
required from a bank above the regulatory thresholds given the specific risk 
profile of that bank. The concrete exercise of such a discretionary power in the 
SSM will also imply a high degree of consistency and coordination between 
the “centre” and the “periphery.”

The other aspect of the coordination puzzle concerns the relationships 
between the ECB and other existing institutions at the European level. A fre-
quent debate concerns the role and the very existence of the ESRB (European 
Systemic Risk Board), which as a group is too large (about 60 people around 
the table), has no executive power and has no impact on the decision- making 
process. It has not issued any recommendation to any authority (Cyprus, 
Slovenia, etc). On the contrary, some economists pointed out the usefulness 
of the ESRB when it made some strong recommendations concerning money 
market funds at the end of 2012 and when it published scoreboards concern-
ing systemic risks.

What will be the role of the EBA when a full BU is in place? No one 
really questioned the very existence of the EBA, but it will have to adjust to 
the new institutional framework. EBA could contribute to many aspects of 
the BU except that it cannot provide liquidity in case of a need for it. Some 
analysts point out to the fundamental limits of EBA because it is not a regula-
tor. What can be considered to be fairly certain is that EBA will continue to 
be deeply involved in bank stress tests in cooperation with the ECB and the 
NCAs. The participation of EBA in the assessment of banks by the ECB is 
a positive token of the prevailing spirit of cooperation (rather than competi-
tion) between the various stakeholders of the BU. We are here also confronted 
with the question of what is the best incentive structure to fulfil the objectives 
defined by the European and national policymakers.

5.3.4  Micro- and Macroprudential Measures

Banking supervision is mostly microprudential. It is a continuous policy 
applied to all relevant financial institutions. Today everyone underlines the 
unavoidable “granularity” of macroprudential measures, namely the necessity 
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to index them on the economic cycle in order to limit their procyclicality and 
if possible to make them contracyclical.

At present, this principle is widely accepted, whereas its concrete imple-
mentation is much more problematic. It suffices to refer to the status of the 
countercyclical buffer in Basel III, left to the discretionary appreciation of 
each national competent authority, or the ongoing debate since the London 
2009 G20 summit about bank dynamic (or ex ante) provisioning. The con-
cept of granularity is more complex, since it refers also to the optimal aggre-
gation level for macroprudential policy. Here the optimum is not necessarily 
the most aggregated level, and I would support the suggestion that prudential 
policy must also be “meso” oriented by looking at intermediate-level patterns 
(e.g. prices on local or regional real estate markets). This is a form of geo-
graphic selectivity and fine tuning.

As Charles Goodhart has pointed out many times, it is much easier to 
tighten up banking and financial regulation in a boom than it is to relax it in 
a bust. Some empirical evidence of this asymmetry comes from convergent 
International Monetary Fund studies on macroprudential policy. Moreover 
micro- and macroprudential policies could work in opposite directions. 
Whereas during the boom both micro- and macropolicies converge to tight-
ening (higher capital and liquidity requirements), they diverge during the 
bust with micropolicy pushing towards tougher measures and macropolicy 
trying to “lean against the wind” (i.e. to be contracyclical by lowering rel-
evant ratios). Here there is a clear conflict of objectives within the overall 
prudential policy and the need for more instruments to reach the various 
objectives attached to financial stability. This is another application of the 
Tinbergen Rule, but we also have to consider the Mundell Rule; that is, 
how to assign the different prudential measures to the various goals of finan-
cial stability. We need here more research and academic analysis. Could we 
assess and implement the optimal degree of granularity and selectiveness 
as regards geographic and temporal criteria? The split between micro- and 
macromeasures is necessary but not sufficient, and in many respects we have 
to go beyond.

5.3.5  Potential Conflicts within the ECB

Possible trade-offs between monetary policy and prudential policy are well 
known and documented. It is known that such a trade-off could occur when 
monetary policy has to be tightened. The higher interest rate warranted from 
the monetary policy viewpoint could enhance the fragility of some banks 
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whose financing costs are indexed on market rates. The impact could there-
fore challenge the supervisory function of the central bank.

There exists another potential conflict which is both functional and insti-
tutional. It relates to the links between the Governing Council and the 
Supervisory Board of the ECB. One option would have been the full separa-
tion between the two bodies, the Governing Council being no more than an 
observer at the Supervisory Board (and vice versa). There is some overlapping 
as regards the membership of the two Boards. A huge dose of pragmatism is 
required.

5.4  The Single Resolution Mechanism

From the viewpoint of the sequencing, the SRM is the second pillar of 
the BU. The problem of bank resolution was alluded to at the Washington 
DC, G20 Summit in November 2008, which called for a review of resolu-
tion regimes and bankruptcy laws “to ensure that they permit an orderly 
wind-down of large complex cross-border financial institutions.” Owing 
to the impact of the Eurozone crisis on banks, the challenge of resolu-
tion has become still more topical. A sense of emergency has developed in 
particular after the Cyprus crisis. The 2014 BRRD (Bank Recovery and 
Resolution Directive, 2014/5/UE) has set the rule for banking resolution 
in the euro area.

5.4.1  The Legal Basis for Bank Resolution

In 2013–2014 the debate about the legal basis for bank resolution was still 
lively. For sure, there was and there is a consensus not to change the Treaties 
for this purpose. This is a sound position given the general mood in Europe 
and the economic and social circumstances. The SRM will facilitate the 
orderly resolution of cross-border banking groups and the belief that this is a 
single market issue.

Here the cross-border dimension of bank activity is underlined, but the 
SRM will be applicable to any credit institution “failing or likely to fail” 
 whatever the respective weights of purely domestic and cross-border opera-
tions in its net income. The legal debate is over, at least for now (but we 
cannot discard completely the scenario of legal and judiciary disputes). A 
comprehensive analysis of the legal basis for resolution is proposed by Micossi 
et al. (2013).
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5.4.2  The Basic Ingredients of Bank Resolution

The general idea was to set up a Single Resolution Board (SRB) which works 
in close cooperation with the NCAs. As for supervision, the debate concern-
ing the balance between centralization versus decentralization forces does 
exist for resolution. However, the size criterion, which is relevant to assign 
responsibilities between the ECB and national supervisors, applies less to res-
olution. The SRM will cover all banks whatever their size and “significance.” 
In this respect the ECB’s view is at odds with that of the German authorities. 
Wolfgang Schäuble, the German Minister of Finance since 2009, has repeat-
edly said that the SRM must work as a network of the NCAs rather than as a 
centralized authority. This is not the view of the Commission, the ECB, the 
European Council or many member countries. There is even no place for a 
two-tier resolution system based on a size criterion as it could be for supervi-
sion. Nevertheless there could be no real decoupling between supervision and 
resolution. First, there exists a logical sequencing. The SSM (either the ECB 
or the NCAs) should be solely responsible for assessing whether a credit insti-
tution is failing or likely to fail. The supervisory assessment will therefore be 
a necessary precondition for putting an institution into resolution. Second, 
the relevant geographic areas for the SSM and the SRM have to coincide. A 
country cannot be part of one without participating in the other. As already 
mentioned, this is what the non-separability principle dictates.

5.4.3  Organizing Bail-in Procedures

The main objective of the new procedure is to count on private rather than 
on public money whenever a bank in the euro area is failing or likely to fail. 
Bail-in must be the rule, bail-out the exception. States and taxpayers will 
become payers of last resort, not of first resort as they were in 2008–2009 
and more recently with the Irish, Spanish and Cypriot crises owing to the 
systemic nature of those crises and the prevalence of the “too big to fail” argu-
ment. Before coming to resolution, everything must be done to avoid such 
a situation through the adoption of preventive measures, early intervention 
with the power given to the authorities (European and national) to appoint a 
new management in case of a significant deterioration in the bank’s financial 
situation or of serious violations of the law. Resolution itself is a multidimen-
sional procedure since it could involve several steps, such as partial sale of 
bank business, defeasance operations (transfer of impaired assets to a special 
vehicle) and bail-in measures. Indeed a concise definition of bail-in has been 
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put forward by the EU: “the imposition of losses, with an order of seniority, 
on shareholders and unsecured creditors” (Council 11228/13).

The directive on recovery and resolution introduces a strong hierarchy in 
the means to resolve a bank, a hierarchy which could be represented by a 
lexicographic order corresponding to the following order. First, shareholders 
solicited for a recapitalization. Second, creditors, in particular the ordinary, 
unsecured, non-preferred creditors. In any case creditors cannot suffer greater 
losses than they would have under the ordinary national insolvency proce-
dure. Third, uninsured depositors (above €100,000). There is a long list of 
creditors and liabilities not eligible for bail-in procedures. For example, cov-
ered deposits (i.e. up to €100,000) are excluded from bail-in. Fourth, states 
(including the ESM at the European level) and taxpayers as last resort con-
tributors. This ranking is reasonable. It has to be consistent with the company 
law of member states, which could still vary across countries despite the adop-
tion of several EU directives in this field. In some cases national company law 
for bankruptcy will have to be adjusted to the new configuration created by 
the resolution directive. In practice, in light of past experiences, it is not evi-
dent that appeal to public money will become an exception and a last resort 
solution (see the Monte dei Paschi di Siena case in Italy). In order to avoid a 
gap between the desired objectives and reality, a strong political commitment 
from both national and European decision-makers is needed.

5.4.4  Governance, Funding and Fiscal Backstop

The SRB is based in Brussels and independent from the ECB in order to avoid 
conflicts of interest between supervision and resolution. The ECB has been 
very clear in its opinion on the SRM. “The ECB seeks representation in all 
plenary and executive meetings of the Single Resolution Board as an observer.”

As far as funding is concerned there was also much convergence of views. 
The system has to be funded on an ex ante basis through premia paid by banks. 
This is very similar to most deposit insurance schemes which are also “funded,” 
that is financed, on an ex ante basis. For most deposit insurance schemes, the 
premium paid by each bank has to be an increasing function of three factors: 
(1) a scale variable such as the level of bank liabilities eligible for a bail-in; (2) 
the global bank risk, computed in aggregating credit, market, liquidity and 
operational risks. A risk-based pricing is the way to deal with moral hazard; (3) 
the rate of global economic growth, taken as a proxy for the cycle. The positive 
relationship between premium and growth makes the system contracyclical 
since banks pay more during the boom, less during the bust.
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We have exactly the same questions and answers for premia for resolution 
and deposit insurance. For instance, who is actually paying the quasi- taxes 
and premia? Under certain competition circumstances, banks could transfer 
part of or the entire bill to their customers, with higher lending rates and/
or lower deposit rates. The similarity between the funding of resolution and 
the financing of deposit guarantee means that it is not surprising that some 
experts and policymakers advocate their merger. However, it is preferable to 
start BU with a distinct and transparent Resolution Fund.

To finance the SRF, it has been decided to implement a gradual phasing 
in. The banks in the euro area are paying premia depending on the size and 
the risk profile of each bank. This regime comes from a compromise between 
the German (in Germany banking concentration is rather low compared to 
other European countries) and the French (in France banking concentration 
is much higher) and therefore from the necessity to combine the size and 
risk criteria. As of 2024, in the steady state, the SRF will get €55 billion, an 
amount which is sufficient to bail out a significant bank (e.g. a Landesbanken 
in Germany) but not enough to face a big systemic crisis. Therefore the cre-
ation of a common backstop to the SRF is crucial for the credibility of Pillar 
2. The European Stability Mechanism (ESM) is a natural candidate for such 
a backstop. It manages around €500 billion, and such an amount could be 
enough to face a big systemic crisis in the Eurozone. Moreover the ESM 
has already some experience regarding the resolution of banks since it has 
been deeply involved in the resolution of several Spanish banks. The German 
authorities are still reluctant to give this new role to the ESM, seen by them 
as a way to inflate the European budget. The debate about the backstop illus-
trates the fact that the border between bail-in and bail-out, between private 
and public money, between prudential policy and fiscal policy, is tenuous and 
could be removed whenever the banking crisis reaches a certain threshold of 
intensity.

5.5  Deposit Insurance

So far deposit insurance, which is the third pillar of the BU, has drawn 
much less attention than the other pillars. There are at least two main rea-
sons for the relative lack of attention. The timetable for Pillar 3 was not very 
clear until recently and in any case far delayed compared to the SSM and 
the SRM. Moreover, the topic could be more sensitive from the viewpoint 
of national sovereignty than supervision and resolution, which are already 
touchy issues.
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Before 2007–2008 there was a significant heterogeneity across EU coun-
tries with respect to deposit insurance. The crisis has precipitated some con-
vergence, in particular for the ceiling of insured deposits (€100,000).

It should be expected that coordination between the national deposit 
insurance authorities and any  projected European fund will become nec-
essary. Moreover, cooperation will be necessary but not sufficient. In the 
medium and long run, the EU will have to develop a more centralized sys-
tem, such as a European Insurance Fund like that of the Federal Deposit 
Insurance Corporation (FDIC). The main reason is the non-separability prin-
ciple mentioned earlier. In the steady-state regime, the three pillars of BU 
are not separable from each other. In the USA, which is more of an example 
than of a model, the FDIC is also deeply involved in the resolution of banks 
by addressing bank failures through mergers and acquisitions. In November 
2015 the European Commission released a proposal in order to establish a 
European Deposit Insurance Scheme (EDIS, see IP/15/6051)1 in three suc-
cessive steps. (1) The reinsurance phase (2017–2018–2019): deposit insur-
ance remains national and the European Deposit Insurance Fund (EDIF) will 
intervene as an insurer of last resort vis-à-vis the national Deposit Guarantee 
Schemes (DGSs). During this period EDIS may provide limited funding. 
(2) The coinsurance phase (2020 up to 2023 included) during which there 
will be a pragmatic division of labour between EDIF and the national DGSs. 
Coinsurance means that when necessary pay-outs would be shared between 
national DGSs and EDIF. (3) As of 2024 a fully integrated deposit insurance 
scheme, EDIF becoming therefore a FDIC-like European Insurance Fund 
with some important idiosyncracies when compared to the US case. Such an 
ambitious blueprint for Pillar 3 of BU still faces many uncertainties. In par-
ticular the Germans remain strongly opposed to the European Commission’s 
proposal and timetable. Therefore we cannot take for granted that a compro-
mise is going to be easily and quickly accepted for Pillar 3.

5.6  Other Structural Issues

5.6.1  The Ins and the Outs

It has been very clearly stated that the BU is also open to member states which are 
not in the eurozone. Some member states such as Poland seem to be interested 
to join whereas the UK, even before Brexit, and Sweden are very likely to stay  

1 http://ec.europa.eu/finance/general-policy/banking-union/european-deposit-insurance-scheme/ 
index_en.htm.
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outside. Jörg Asmussen (2013), then member of the Executive Board of the 
ECB, pointed out that the BU is “critical for the ins and desirable for the 
outs.” If they join, the outs would participate on equal terms as euro countries 
to ensure a level playing field between the ins and the outs. They would also 
participate in the governance of the BU in a way which yet remains to be 
determined. Conversely, owing to the non-separability principle, the BU is 
a “package.” It is not possible to be a member of one or two pillars without 
accepting the other(s). Hüttl and Schoenmaker (2016) have underlined that 
out countries could profit from joining BU, which is “a stable arrangement 
for managing financial stability.” However, from a practical viewpoint, we 
must acknowledge that it would be uneasy and complex in terms of man-
agement and governance for a country to participate in BU without being a 
member of the euro area.

5.6.2  The Separation of Bank Activities

The crisis has opened a contentious debate on banking activities and whether 
it is necessary for the supervisory authorities to implement some “Chinese 
walls” between some of them. In the USA the Dodd–Frank Act and in par-
ticular the Volcker Rule (2010) took the option of a “soft” separation between 
banks and hedge funds. It is “soft” since this reregulation of banking activi-
ties in the USA is much less ambitious than the Glass–Steagall Act (1933). 
In Europe, the Vickers report in the UK and the Liikanen Group mandated 
by the Commission went further in their recommendations by advocating a 
strong separation between commercial banking and trading activities. This 
regulatory requirement is parallel to the transition to a BU, but they are not 
independent from each other and they will interact, since the structure of 
the banking industry conditions the way supervision, resolution and deposit 
insurance could be implemented.

The justification for bank separation is open for debate. At the start, the 
subprime crisis was very classical: the outburst of a real estate bubble. It had 
nothing to do with proprietary trading. Implementing the separation will 
be complex. On the one hand, separation between commercial banking and 
trading addresses two major challenges. (1) Time inconsistency: banking is 
long term while trading is short term. (2) The distribution of risks, which 
raises several problems such as transparency, traceability, risk shifting. On the 
other hand, however, banking and trading are so intimately connected that 
a full separation is not warranted. It is not always easy to separate market 
making from proprietary trading. Given the development of new forms of 
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investment banking, regulators must be very pragmatic when implementing 
some separation of bank activities With one form or another of separation, 
where will the risks be allocated? What is the best place to manage them? To 
ask those questions is not a way to condemn separation but is an appeal for 
more academic research and more empirical (and historical) studies.

The debate about separation is still not over in Europe. Some member states 
(e.g. France) have taken regulatory initiatives even before the Liikanen Report 
was out. We have to avoid any significant discrepancies across countries in the 
implementation of the proposals in the Liikanen Report. Otherwise, there 
will be no level playing field, which is a core objective of the single market and 
one of the goals of BU.

5.6.3  CMU and the Financing of the Real Economy

In Europe as in many other areas, we are entering a new phase of disinterme-
diation: less bank financing and more non-bank financing, which could be 
either market-based financing or fund-based financing. Beside markets and 
banks, it is useful to make more explicit the role of funds such as alternative 
investment funds (private equity, hedge funds, money markets funds, real 
estate funds, etc.) regulated in the EU under the AIFM directive. This new 
disintermediation will be induced by many factors including the impact of 
Basel III on the willingness of banks to lend to risky borrowers such as most 
small and medium-sized enterprises (SMEs). It will generate winners and los-
ers, and it is very likely that many SMEs could belong to the losers group by 
facing bank credit rationing. Were it the case, a serious challenge for pub-
lic policy would arise since in most EU and euro area countries SMEs and 
intermediate- sized firms are crucial for growth and job creation.

The prospect of changing financial structures has given the background 
for the launching of an action plan on building a CMU by the European 
Commission in the autumn of 2015 (COM(2015) 468).2 Whereas BU  
primarily concerns the euro area, CMU applies to all EU countries, but  
not the UK after the Brexit takes place. There is still today a big gap between 
the very ambitious goals of CMU and the lack of a concrete and credible 
roadmap for such a project. The goals of CMU are clear and widely accept-
able: (1) to boost investment, growth and employment; (2) to reduce finan-
cial fragmentation and deepen the single market for financial services; (3) 
to get more integrated, efficient and competitive financial markets. In this 

2 http://ec.europa.eu/finance/capital-markets-union/.
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search for financial competitiveness, the action plan takes US capital markets 
as a reference to be replicated by European markets regarding their depth, 
liquidity and resilience.

The actions envisaged to reach such goals are numerous. The list deals with 
many items and persistent challenges: (1) to attract more SMEs on stock 
markets in order to facilitate their financing and growth; (2) to boost the 
rebound in private equity funding; (3) to speed up the development of securi-
tization in light of the crisis that securitization had to face since 2007–2008, 
by promoting STS (“simple, transparent and standardized”) vehicles possibly 
at the European level (see Daphné Héant et al., Chap. 16, this volume); (4) to 
promote the growth of crowdfunding in Europe; (5) to update some financial 
regulations such as the Prospectus directive. The list of actions given here is 
partial, but it is sufficient to understand that most actions are intended to 
boost non-bank financing (market or fund financing) tailored in particular to 
SMEs and intermediate-sized firms. CMU intends to make the new disinter-
mediation phase which has just started sustainable and possibly positive for 
those firms. It has also to be analysed in connection with the implementation 
of the Juncker plan even if the time horizon of the two actions is different: 
three years initially for the Juncker plan (mid-2015/mid-2018) and an infi-
nite horizon for CMU provided that it is actually implemented.

Will CMU be effective and succeed? It is clearly too early to have a definite 
answer. But we could already raise an incomplete list of issues. (1) The time-
table of CMU is still too vague and not binding enough. (2) Concerning the 
canonical debate why SMEs are reluctant to go to stock markets, we know 
the long list of arguments put forward both by SMEs and by investors. But 
the action plan does not propose really new ways to overcome such structural 
difficulties. (3) Who is going to put the STS label on some securitization 
vehicles? ESMA or national financial regulators or independent rating agen-
cies either already in place or to be created for such a business? If we want 
to get a true European market for securitization vehicles it would require a 
European STS label. (4) We have no European regulation for crowdfunding 
yet. Since Internet has no borders, if we want to reach a true level playing field 
for crowdfunding within the single market, we would need some specific EU 
regulation at some point in the future. (5) CMU means more intra-European 
harmonization regarding corporate law (e.g. bankruptcy rules) and corporate 
taxation. For reasons which are more political than technical we are very far 
from such a move. (6) Does CMU, like BU, entail more centralization of 
financial markets regulation at the European level? This topic is today some-
what taboo, but we can take it for granted that it will emerge as soon as CMU 
is made effective. Clearly ESMA could be a natural candidate for such a role.
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5.7  Concluding Remarks

The main challenge of the ongoing reregulation process both at the world level 
and in Europe is the following: how to strengthen the banking and financial 
sector and to contain systemic risks without jeopardizing the financing of the 
real economy, growth and employment. An application of this general consid-
eration is the transition from Basel II to Basel III and possibly to the controver-
sial Basel IV and its implications for investment and growth. What is at stake 
is the good calibration of the new prudential rules. In the spring of 2016 and 
for the first time, the European Commission has recognized that the calibration 
challenge could be essential. It has already accepted some relaxation as regards 
Solvency II by reducing capital requirement for insurance companies when they 
finance infrastructure. This marginal evolution was necessary to make some 
prudential rules consistent with the concrete implementation of the Juncker 
plan’s goals and means. For banks, the Basel Supervision Committee and there-
after the European Commission adjusted in early 2013 the definition of the 
LCR (liquidity coverage ratio) in a direction more favourable to bank financ-
ing. Possible adjustments in the long-term liquidity ratio (NSFR, or net stable 
funding ratio) could occur in the short term. The debate about the optimal 
calibration of the new prudential rules is going to stay there for long. Everyone 
including the European authorities has to be pragmatic in the search for a better 
balance between the main objectives of financial reregulation, financial stability 
on the one hand and the warranted financing of the real economy on the other.

In any case the business model of banks is likely to change with the capping 
of bank maturity mismatch generated by the conjunction of the two liquidity 
ratios. The impact of Basel III on the quantity and quality of bank financing is 
critical for European economies which are mostly “bank-based”(the UK being 
a “market- based” financial system, which is an exception in Europe). Since 
we cannot assume that market financing or private equity or more generally 
alternative investment funds will automatically substitute for bank financing 
if it becomes one way or another more selective and scarce, the capability 
of Europe to rebound in terms of investment, growth and job creation is at 
stake. We must not forget either that the implementation of the new pru-
dential rules at the world level could generate a non-cooperative game (some 
countries staying apart from the new rules), which could lead us very far from 
the ideal configuration of a true level playing field.

At present, Europe is the “low pressure” zone in the world economy, post-
ing low growth and high global and youth unemployment. By itself BU will 
not solve the challenges of the real economy; but it is an opportunity not only 
to improve the resilience of European finance but also to think and to act 
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together for the long term, in a period of quasi-general myopia. BU is much 
more than a purely technical project, much more than the addition of inte-
grated supervision, resolution and deposit insurance. It is one of the few polit-
ical economy perspectives that we have in common today. It deserves a strong 
commitment, discipline and continuity from policymakers at European and 
national level, notwithstanding essential electoral cycles.
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6
Regulatory Capture in Financial 

Supervision

Mathilde Poulain

On November 2014, the Banking Subcommittee on Financial Institutions 
and Consumer Protection of the Senate was asked to determine whether 
the US Federal Reserve was being “too cosy” with the industry it oversees. 
Suspicions were raised by one of its former examiners, Carmen Segarra. 
Indeed, a few weeks before Carmen Segarra had claimed she was “silenced” by 
her line managers during her supervision of Goldman Sachs.1 She discovered 
in 2011 an important failure in Goldman Sachs conflict of interests policy 
and wanted to report her statement, but her Fed superiors pressured her to 
alter her report and her refusal cost her career.2 The President of the Federal 
Reserve Bank of New York, William C. Dudley, who before taking office in 
the central bank was a Goldman Sachs economist, has been called to testify 
before the American Senate.

Three years before, the report of the Financial Crisis Inquiry Commission 
concluded that capture was one of the reasons leading to the financial cri-
sis.3 It created a favourable environment for the relaxation of the regulatory 

1 The Guardian, Carmen Segarra, the whistleblower of Wall Street, 5 October 2014 http://www.theguard-
ian.com/commentisfree/2014/oct/05/carmen-segarra-whistleblower-wall-street-federal-reserve.
2 NY Times Dealbook, Suit Revives Goldman Conflict Issue, 10 October 2013.
3 The FCIC has been mandated to examine the causes of the financial crisis. A report was published in 
2011.
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burden (Pagliari 2012) and hence allowed for excessive risk-taking by private 
institutions. Associated with lax supervision, all the necessary conditions were 
met to trigger a financial crisis. Hence, this hearing constitutes a beginning of 
awareness of the importance of capture in financial supervision.

Capture can touch on all the levels of public decision-making and action: 
government, parliament and even sometimes the scientific expertise that 
advises them. Hence, public decisions that “entails benefits or costs to groups 
that are likely to be involved in political lobbying” (Bénassy-Quéré et al. 2010) 
have been delegated to independent regulatory agencies (IRAs).4 However, 
recent events tend to indicate that these independent agencies are not any 
less susceptible than the legislator to being influenced by special interests. 
Therefore, are financial supervisors protected from regulatory capture?

To answer this question, in Sect. 6.1 I first define the concept of capture 
as a departure of regulation and supervision from the general interest with 
respect to two subgroups: materialist and non-materialist capture. In Sect. 
6.2 I then explain its normalization among supervisors with three processes 
derived from the literature on organizational behaviours: institutionalization, 
rationalization and socialization. In Sect. 6.3, I assess whether financial super-
visors are from now on insulated from the influence of the financial industry. 
Finally, I attempt to explain the reason for financial supervisors’ failure to 
prevent capture.

6.1  The Concept of Capture

At all times, industries have tried to protect and promote special interests. 
Their behaviour is completely rational: they apply pressures on the regulatory 
bodies in order to influence the decision-making process. Nevertheless, the 
industry should not have a disproportionate impact on this process.

Stigler (1971) observes that regulation is mostly designed for the benefit 
of the supervised sector. Hence, the industry has acquired a persistent and 
immoderate influence that disturbs the original balance of interests (Baxter 
2011). Sometimes, the supervisor follows the prescription of the regulated 
industry and loses sight of the general interests. In this case, he is captured by 
the industry he regulates.

Since Stigler’s definition, other types of capture have been highlighted by 
the literature. They can be gathered into two main groups: materialist cap-
ture and non materialist capture (Freeman Engstrom 2012). In both forms of 

4 It is, for instance, the case for the supervision of the pharmaceutical, nuclear or finance industries.
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capture, the industry succeeds in influencing the regulatory and supervisory 
process at the expense of the general public.

The two concepts are based on polar assumptions regarding the supervi-
sor’s rationality. In materialist capture, the supervisor purposely favours the 
 industry’s interest over the general public’s, while in non-materialist capture 
he ends up confusing or assimilating the industry’s interest with the public’s 
interest.

6.1.1  Materialist Capture

Materialist capture refers to the traditional form of capture that mostly figures 
in the seminal works. Stigler (1971) analyses the regulation of trucks in the 
USA, where in order to obtain lenient legislation the industry pays for the 
votes and resources a political party needs. Tirole (1986) and Laffont and 
Tirole (1991) introduce a model where the asymmetry of information cre-
ates an incentive to the industry in bribing the regulator to convince him not 
to tell the government the real situation regarding its costs (Dal Bó 2006).  
Martimort (1999) adds to the previous model Congress’ response to the 
threat of capture. Less and less discretionary power is left at the agency but 
increased bureaucratization tends to decrease the agency’s efficiency. Finally, 
Albino et al. (2013) formalize the interaction between firms and regulators 
and explicitly account for their mutual influence, thereby proving the incen-
tive for collusion.

In materialist capture, the regulator is perfectly aware of the fact that he 
is harming general interests. He is confronted by a tradeoff between his own 
private interest or his regulator’s duties. Thus, he takes into account selfish 
objectives such as personal enrichment (corruption and bribery), carrier con-
cern (recruitment in higher paying jobs in the regulated industry, campaign 
contributions) or whether the IRA’s funds depend on the supervised industry. 
Hence, materialist captures is also related to the literature on corruption and 
on revolving doors.

A structural problem, the asymmetric stakes among interest groups, allows 
“some interests to systematically win out over others” (Freeman Engstrom 2012).  
The financial industry has a stake in influencing regulation and supervi-
sion because it directly affects its profits. The industry is concentrated and 
well organized. Thus, it is tempted to influence its supervisors. The con-
sumer group faces the well-known collective action problem (Olson 1965). 
Its diffuse nature and the resulting organizational problems prevent con-
sumers from trying to influence regulation. In the light of the cost–benefit 
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arbitrage, the profit from influencing the supervisor is not worth the costs 
incurred. There is an “asymmetry of stakes among interest groups” (Freeman 
Engstrom 2012).

To influence decisions, the financial industry offers personal benefits to 
the self-interested supervisor against a favourable regulation (Tai 2015). Such 
exchange of favours is only made possible because both sides are perfectly 
rational and have a positive incentive in shaping regulation toward special 
interests. As a result, the regulator favours industry interests over the general 
interest. Such a theory is therefore related to the rent-seeking and the govern-
ment failure theories developed by public choice.

 – Rent-seeking theory is defined as a situation where an individual, a com-
pany or an organization attempts to obtain economic gain from others 
without reciprocally creating wealth for society.

 – Government failure theory analyses “the behaviour of governments 
under the assumption that all relevant agents pursue their self-interest” 
(Le Grand 1991). The main outcome is that government decision- 
making creates inefficiency and inequity.

6.1.2  Non-Materialist Capture

Non-materialist capture appeared more recently in the literature. It is a process 
of “colonization of ideas” (Freeman Engstrom 2012) that leads a supervisor 
to share the views of the regulated industry (Veltrop and de Haan 2014; Tai 
2015). Unlike materialist capture, the regulator acts with the general interest 
in mind, and even the most well-intentioned supervisor would be captured. 
Non-materialist capture convinces him that making a pro-industry decision 
will be beneficial for everyone. It acts as a veil clouding the regulator’s vision 
until he loses sight of the ultimate goal of the regulation (Benink and Schmidt 
2004). Non-materialist capture does not derive from the government failure 
theory. On industry’s part, the wish to influence a regulation stays unchanged.

• Information capture
Any regulatory agency depends on the information provided by the regu-
lated industry (Bagley 2010). This structural dependence creates de facto 
an asymmetry of information, where the regulated industry has an infor-
mational monopoly.
This asymmetry of information is not particular to the regulation of finance. 
Any regulatory agency in charge of overseeing an industry is subjected to 
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this gap in information. According to Pagliari (2012), “‘capture’ is more 
likely when regulation is highly complex, and when information asymme-
tries between the regulated industry and the regulators are greater.” Both 
are characteristics of financial regulation and supervision.

 – Quantity of information
Wagner (2010) explains how the industry captures the American 
Congress with an excessive use of information. As part of the rule-
making process, legislators must proceed to public hearings and are 
“required by law to consider all the input received.”5 The regulated 
industry submerges the Congress with an extraordinary amount of 
information in order to overwhelm the legislators and attempt to 
brainwash the legislator as regards the industry’s motives and inten-
tions. Furthermore, “as the issues grow more numerous and techni-
cal, less well-financed interest groups find it hard to continue 
participating in the process” (Wagner 2010). Such a “machine-gun 
effect” associated with an asymmetrical participation between 
stakeholders leads to less pluralism and hence pro  industry 
regulations.

Such information capture, happening at legislator level, is likely to 
occur at the supervisory level of independent agencies. For matters 
such as enforcement and interpretation of the legislation, financial 
supervisors often proceed to hearings and other stakeholder consulta-
tions. As part of the supervisors’ duty, these prescriptions ensure the 
agency is held accountable for its actions.

It is particularly the case when the discussed matter highly techni-
cal or when it takes place within a period of legislative inflation. The 
financial industry has expertise and knowledge of the issues and thus 
benefits from the “effectiveness of comment” in the decision-making 
process (Baxter 2011). Pagliari (2012) argues that investors, deposit 
holders and other consumers of financial services “face greater chal-
lenges in coordinating and in mobilizing the organizational and 
informational resources required to compete with the financial indus-
try groups in the marketplace for influencing regulation.” As a result, 
the agency does not perceive the alternative views owing to the lack 
of representativeness and fundings of the stakeholders holding them. 
The interpretation of the “empowering legislation” is distorted 
(Baxter 2011).

5 5 U.S.C. § 553(c).
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 – Quality of information

Information capture may also occur through the use of highly sophis-
ticated information. Hakenes and Schnabel (2015) argue that the 
financial industry captures the regulator through the use of highly 
complex information. The regulator is therefore unable to understand 
the  argument of the industry owing to his lack of expertise. He does 
not have “the means or ability to review that information skeptically” 
(Bagley 2010). Instead of admitting his weakness, the regulator acts 
as if he understands the argument of the financial industry. He rub-
ber-stamps banks even though regulation would be desirable from a 
social perspective.

Two reasons prevent the unsophisticated regulator from admitting 
his shortcomings. First, he is concerned about his reputation and does 
not want to signal his lack of expertise. Second, he may be more easily 
convinced and shortchanged by the financial industry’s scientific argu-
ment. Regarding the issue of capital requirements, Hellwig (2010) 
argues that “the regulatory community was so impressed with the 
sophistication of recently developed techniques of risk assessment and 
risk management of banks that they lost sight of the fact that the sophis-
tication of risk modeling does not eliminate the governance problem 
which results from the discrepancy between the private interests of the 
bank’s managers and the public interest in financial stability.” Thus, by 
increasing the sophistication of the information, the industry raises the 
information gap and is more likely to convince a proud regulator.

• Intellectual capture
Intellectual capture gathers several subdefinitions of non-materialist cap-
tures: cultural capture (Kwak 2013), social capture (Davidoff 2010), cogni-
tive capture (Buiter 2008) and deep capture (Baxter 2011). Although 
named differently, their definitions are quite similar. They mostly refer to 
the regulator’s education, background, experience, networks and other 
social interactions that tend to create an overall proindustry paradigm.

Three mechanisms help to explain how intellectual capture occurs: iden-
tity, status and relationships (Kwak 2013).

 – Identity: “Regulators are more likely to adopt positions advanced by 
people whom they perceive as being in their in-group.” This percep-
tion may be because the regulator used to work for the financial 
industry or because he works a lot with bankers and socially interacts 
with them.
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 – Status: “Regulators are more likely to adopt positions advanced by 
people whom they perceive to be of higher status in social, economic, 
intellectual, or other terms.” The financial industry’s representation in 
media and art may be at the root of this explanation. Although dis-
credited after the last financial crisis, the financial industry used to be 
associated with success and popularity.

 – Relationships: “Regulators are more likely to adopt positions advanced 
by people who are in their social networks.” A regulators might know 
a lot of financial workers because of his education, past experience 
and so on.

The result of these three mechanisms is that the supervisor identifies with 
the industry. It is a process through which the arguments of the financial 
industry appear to the supervisor more legitimate and trustworthy. However, 
it is not because he does not understand the arguments. The supervisor is 
more familiar with the financial industry’s concerns. He has internalized the 
objectives and interests of the financial industry. He understands the norms 
and values of the sector. He values the financial industry’s work. Hence, the 
supervisor is more receptive when the argument comes from the financial 
industry.

In addition, identification also has an impact on the supervisors’ perception 
of consumer advocates and other NGOs. They belong to a rival group that is 
not trusted. Their arguments appear less credible or even fallacious.

Despite this identification with the financial industry, working as a super-
visor should also create another social identification. Identifying with the 
regulatory framework should contradict the identification with the financial 
industry and reduce its negative impacts on regulation and supervision (Dal 
Bó 2006). Nevertheless, regulatory agencies lack a strong institutional iden-
tity and a professional credibility. This prevents supervisors from developing a 
sense of belonging among the supervisors (Veltrop and de Haan 2014).

6.2  The Normalization of Capture

In the previous section, I define capture with a microlevel perspective. But 
capture is considered as one of the causes leading to the financial crisis. A 
microfounded phenomenon would not lead to such macrolevel consequences. 
Thus, capture spread like wildfire into the regulatory framework and created 
a totally uncontrollable chain reaction. How do we move from a captured 
regulator to generalized capture?
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6.2.1  Institutionalization

Institutionalization is a process through which an isolated practice is banal-
ized and becomes common practice in an agency (Ashforth and Anand 2003). 
Standardizing conduct leads to two outcomes. A normalization process rises a 
doubtful practice to the rank of a norm and an adaptation process impairs the 
regulator’s awareness of the inappropriateness of his behaviour. Either way, 
bad practice becomes part of the day-to-day work.

The institutionalization process is reinforced by two factors. A “permissive 
ethical climate” leads to a laissez-faire approach where no one in the insti-
tution really cares about ethics and integrity. A weak leadership, which has 
internalized these poor practices, sends a negative signal to the institution 
as a whole. For instance in financial supervision, revolving doors have been 
totally institutionalized. The practice of hiring a banker for a regulatory posi-
tion is nowadays as widespread in Europe as it is in Northern America. It may 
be both because of a weak ethical environment and because this is common 
practice among senior supervisors.

6.2.1.1  Rationalization

Rationalization is a process through which captured supervisors tend to legiti-
mate their act. As corrupt persons do not view themselves as corrupt (Ashforth 
and Anand 2003), captured supervisors may not see themselves as captured. 
By rationalizing, supervisors deny the impact of capture on their decisions.

Ashforth and Anand (2003) highlight eight arguments used by decision- 
makers to rationalize corruption. Some of these arguments can be transposed 
to intellectual capture (Poulain 2016):

 – the legality argument, “if it is not forbidden, it is not an issue,” concerns 
all practices that are not yet legislated, such as the prior tenure of super-
visor in the financial industry. The absence of legislation acts as a proof 
of the harmless nature of their behaviour. To justify their action, they 
can argue that one cannot criticize supervisors for the absence of a rule.

 – the rationalization of ideologies tends to reconcile the general interest 
with the financial industry’s interest by negating all the negative inter-
pretation of a regulator’s act. For instance, the argument of force used to 
justify revolving doors is often the need for expertise within the regula-
tory agencies. Another example is how a softer regulation is explained by 
the fact that tough supervision may hinder economic growth by weak-
ening banks’ profitability.
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 – The denial of injury consists, for the regulator, in denying that his act 
may have decreased the well-being or the utility of the general public. In 
the case of financial regulation, this argument appears quite useful as the 
impact of intellectual capture is pretty hard to assess (Kwak 2013).

 – The denial of responsibility occurs when a supervisor argues that he had 
no other choice because of “circumstances beyond [his] control such as 
management orders, peer pressure, dire financial straits, being deceived, 
existing precedent, that everyone else does it” (Ashforth and Anand 
2003).

 – Refocusing attention is defined for intellectual capture quite differently 
from in the case of corruption. This argument consists in moving the 
object of discord to another issue. For instance, Villeroy de Galhau, the 
former banker recently named as the head of the Banque de France, 
attempted to prove his integrity and independence to the general public 
by getting rid of all his financial interests. Hence, by focusing the atten-
tion to financial interests, the original debate has shifted and intellectual 
capture has been totally forgotten.

6.2.2  Socialization

Socialization is the process that ends the cycle of normalization. It refers to the 
transmission of practices to newcomers. Hence, as institutionalization occurs 
at the macrolevel, socialization means internalizing practices at microlevel. In 
other words, it makes you learn how not to think outside the box.

The socialization process is effective when it combines two facts:

 – The new recruit shall be sensitive to the practices. The institution (here 
the agency) chooses individuals that are familiar with these practices 
(through previous experience, organizations, networks). Hence, these 
new recruits are already pre-socialized.

 – The newcomers shall be conventional rather than rebellious. Cressey 
(1986) argues that “White-collar criminals … should be viewed as con-
formists rather than as deviants.”6 Although used to explain the spread 
of corruption, conformism constitutes a good explanation for the nor-
malization of the practices inducing non-materialist capture.

This socialization is even stronger and faster if top-level management teaches 
newcomers these new “rules.” In addition to bond and affiliate with the senior 

6 Cressey quotes in Ashforth and Anand (2003).
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members, they are also likely to identify with them, as they represent the hier-
archy and with it success. Indeed, Zey-Ferrell et al. (1979) conclude that “per-
ceptions of peers’ behavior had a greater impact than the respondents’ own 
beliefs about what constituted ethical behavior” (Ashforth and Anand 2003).  
This is also the conclusion of Kwak (2013):7 “When senior New York Fed 
officials want their staff to go easy on Goldman Sachs they don’t even need to 
lift a finger. The institutional culture takes care of it for them.”

6.3  Are Financial Supervisors Insulated 
from Capture?

It is not possible to work on the psychological or sociological aspect of cap-
ture. Nor it is possible to expect the financial industry to “give up the fight.” 
It is part of the supervisory game. Setting proper governance practices that 
ensure the institution’s soundness and the supervisor’s ethical behaviour is the 
remaining possibility. But how far are we from this goal?

6.3.1  Materialist Capture

Materialist captures occur when the industry offers personal benefits to 
acquire the supervisor’s leniency. Such positive incentives are typically of two 
types: personal enrichment or carrier concerns.

• Personal enrichment
• Exchanging monetary favours for political support is illegal in most coun-

tries. Corruption and bribery are not allowed and are punished with all 
severity. In Europe, the anti-corruption package aims at implementing “a 
stronger monitoring and a proper implementation of existing legal instru-
ments.” In addition, the Commission “foresees a wide range of EU-level 
actions to adequately tackle corruption.”8 At international level, some poli-
cies such as the OECD Anti-Bribery Convention or the United Nations 
Convention against Corruption have been set up and are ratified by coun-
tries on a voluntary basis.

7 Kwak, 30 September 2014, How not to regulate, The Atlantic. http://www.theatlantic.com/business/
archive/2014/09/how-not-to-regulate/380919/.
8 The European Commission, DG Migration and Home Affairs http://ec.europa.eu/dgs/home-affairs/
what-we-do/policies/organized-crime-and-human-trafficking/corruption/index_en.htm.
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• Regarding gifts and hospitality from interest groups, some restrictions (and 
even prohibition) are applied in most IRAs. For instance, the European 
Central Bank Guidelines lay down some ethical principles concerning this 
area. Notably, members of the Eurosystem central banks and their staff 
members are forbidden from “soliciting, receiving or accepting a promise 
related to receiving for themselves or any other person any advantage con-
nected in any way with the performance of their official duties.”9

• Campaign contributions or donations from industry to political campaigns 
are either forbidden or highly restricted. This is for instance the case in the 
USA with the Political Action Committee (PAC) system. When an interest 
group wants to get involved in the political process, it creates a PAC. This 
organization collects and receives money from the members of the interest 
groups and provides financial support to political campaigns. These PACs 
are submitted to several restrictions on the level of donation per candidate, 
political party and even election. Private firms and trustees cannot donate 
to PACs.

• Carrier concerns
• The prospect of higher paid employment may be considered as a supervi-

sor’s carrier concern. According to Pagliari (2012), “regulatory authorities 
often find in the firms they regulate and supervise the most common source 
of future employment.” Worker flows from the public sector to the private 
sector constitute part of the revolving door issue. They may be governed 
either by a cooling-off period that forbids the former regulator to directly 
seek employment in the financial industry after termination of duties or a 
permanent ban. The severity of the rule depends on the seniority of the 
supervisor. These prescriptions are, for instance, set up at the US Security 
and Exchange Commission. However, these policies are still not sufficient. 
Between 2001 and 2013, the practice among financial institutions of hir-
ing former employees of one of six US regulatory agencies increased by 
18–55 % (Shive and Forster 2016).

• Although worthy of criticism, policies governing materialist capture are 
partially set-up. The existence of these prescriptions testifies that there is 
some beginning of recognition of the issue. However, there is still space for 
the improvement of regulation of regulators’ post-employment.

9 Guidelines (EU) 2015/[XX*] of the European Central Bank of 12 March 2015, Chapter IV Rules on 
the acceptance of gift and hospitality, Article 10 Prohibition on receiving advantages https://www.ecb.
europa.eu/ecb/legal/pdf/en_ecb_2015_11__signed_r_f.pdf.

6 Regulatory Capture in Financial Supervision 117

https://www.ecb.europa.eu/ecb/legal/pdf/en_ecb_2015_11__signed_r_f.pdf
https://www.ecb.europa.eu/ecb/legal/pdf/en_ecb_2015_11__signed_r_f.pdf


118

6.3.2  Non-Materialist Capture

The current legislation hardly controls the risk of non-materialist capture. 
Excessive social interactions may be conducted through three channels. First, 
the supervisory agency may want to hire a former banker. Second, the super-
visory agency may organize hearings and a consultation process to benefit 
from financial institutions’ expertise and information. Finally, the agency may 
be granted with advisory commissions that are composed of representatives of 
the financial sector.

Again, the worker flow from the private to the public sector remains 
unregulated (Poulain 2016). The only prescriptions set the basic requirements 
regarding the regulator’s needed qualification. For instance in the USA, the 
Revolving Door Ban states that the regulator’s recruitment shall be based on the 
“qualification, competence, and experience” of individuals.10 Consequently, a 
growing number of supervisors come from the financial industry. In 2009, the 
OECD examined the revolving doors for a set of IRAs across eight countries. 
Apart from one supervisor (i.e. Iceland), all IRAs have recruited their senior 
employees from the financial industry.

Regarding public hearings and the consultation process, a control of the 
symmetrical participation of the stakeholders is never provided (Poulain 
2016). The survey conducted by Pagliari and Young shows that “less than 
10% of the stakeholders who respond to financial regulatory consultations 
belong to trade unions, consumer protection groups, non-governmental 
organizations, or research institutions.” The financial industry lobby is well 
endowed. To lobby in the European Union, the financial sector employs 
around 1,700 lobbyists gathered into 700 organizations (Corporate Europe 
Observatory 2014). It is five times more than the NGOs, trade unions and 
consumer organizations.

Almost all the financial supervisors are granted advisory commissions and 
a scientific committee (Poulain 2016). However, their composition is never 
regulated. A recent report from Corporate Europe Observatory (2014) indi-
cates similar results for the European Commission, where “70% of all advisors 
in […] expert groups had direct ties with financial industry.” Furthermore, 
the OECD (2015) concludes that “undue influence on the policy-making 
processes by vested interests is a persistent risk due to loopholes such as unbal-
anced representation of interests in government advisory groups.”

Denial of this issue still exists, so it is not yet part of the public debate. In 
the absence of “the mere recognition of the possibility of self-interest on the 

10 An executive order signed by President Obama in January 2009.
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part of regulators” (Boot and Thakor 1993), the likelihood of any change 
occurring is low. This capture is highly profitable for the industry: “No one 
has to be paid off, no one has to break the law, and no one asks too many 
questions” (Kwak 2013).11

6.4  The Limits of the Concept of Capture

Financial supervisors benefit from policies that insulate them from materialist 
capture. But the absence of prescriptions regarding non-materialist capture 
questions both the independence and the technocratic nature of supervisory 
agencies. Both constitute the pillars that supposedly motivated the creation 
of these institutions. Why did we let non-materialist capture reach the regula-
tory agencies?

While efforts have been made to prevent materialist capture in financial 
supervision, policies for insulating supervisors from non-materialist capture 
are struggling to emerge. Part of the issue lays in the difficulty in defining 
non-materialist capture.

When dealing with materialist capture, identifying the wrong practices 
and proving their existence is quite easy. It may be an exchange of favours, a 
monetary transfer, a recruitment. It is a tangible reality that no one can deny. 
Regarding the non-materialist version, either you prove the existence of an 
information/expertise gap between the supervisor and the industry or you 
demonstrate that a supervisor has identified with the industry. In both cases, 
the demonstration is obviously highly complex, time-consuming and even 
costly.

Measuring supervisory outcomes is extremely difficult. To assess the effec-
tiveness of a regulation, one must know what the general interest is. Hence, if 
the regulation improves the general interest, then it is efficient and beneficial. 
And there is the rub. No one is actually able to define the notion of general 
interest. In addition, Freeman Engstrom (2012) argues that “virtually any 
policy position can be framed as furthering the public interest.”

Finally, there exists no tangible proof of the link between poor regulatory 
outcomes and the presence of capture. The demonstration of this consists 
of enumerating a list of scandals and other regulatory failures that occur at 
individual level (such as the last Fed scandal with Carmen Segarra). Besides, 
a lot of external factors such as adverse economic conditions may be the 

11 Kwak, 30 September 2014, How not to regulate, The Atlantic. http://www.theatlantic.com/business/
archive/2014/09/how-not-to-regulate/380919/.
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source of regulatory or supervisory failures. Freeman Engstrom (2012) states 
that “arguments about capture necessarily turn on a difficult counterfactual 
inquiry about what public-interested regulation would look like in capture’s 
absence.”

6.5  Concluding Remarks

Financial regulators are still struggling with regulatory capture. Although 
materialist capture is starting to be overseen, non-materialist capture remains 
ungoverned. The regulatory dilemma and the difficulty in defining non-mate-
rialist capture may be part of the explanation for the poor arrangements that 
have been made to control this form of capture.

These past decades, we have surreptitiously given rise to the idea that the 
supervisor and the financial industry belong to the same side. An individual’s 
belief in the institution can be much more powerful than written laws that 
reduce the risk of intellectual capture. If everyone has the conviction that the 
supervisor cannot be captured, then undue influence is less likely to occur. As 
stated by Freeman Engstrom (2012), “ideas can become self-fulfilling prophe-
cies […], it is common to hear that the administrative state is bad or that too 
much policy gets made by a runaway or captured bureaucracy. This rheto-
ric has a big effect. It degrades our faith in government. It undermines civic 
trust.”

Hence, beyond the improvement of financial regulators’ governance prac-
tices, there is a need for the creation of a strong institution that is never chal-
lenged by the general public or by the financial industry. It is about bringing 
about a culture of regulation.
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7
The Challenges of Regulation 

of Derivatives

Nasser Saber

7.1  Introduction

It is commonplace that to act is to act in the confines of the given conditions. 
That is another way of saying that to act one must know the conditions, or 
“what the shot is.” The American colloquial expression captures the implied 
exigency and hints at the dangers of failing to do so.

The “shot” for the markets regulator is the role of derivatives in global 
financial markets. According to the Bank for International Settlements, the 
outstanding notional amount of derivatives in 2015 was $550 trillion.1 That 
sum does not include synthetic derivatives, so it grossly—by a factor of many 
multiples—undercounts the size of capital earmarked for derivatives-type 
trading.2 I have shown elsewhere that such capital is the anima mundi of 

1 http://www.bis.org/publ/otc_hy1511.pdf.
2 The notional amount in derivatives does not exchange hands (except in currency swaps.) It is, rather, the 
reference point for the calculation of the payments.
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financial markets. What that means is the subject of the current chapter. We 
prescribe no policy here, only an adequate description of the conditions that 
exist in the markets with a focus on derivatives. Knowing those conditions is 
the prerequisite for regulation. An adequate explanation is an explanation in 
full. It accounts for the market dynamics in a precise manner, permits of no 
inconsistencies, and no future development will contradict it.

7.2  Structure of Derivatives

A derivative is a bet. That this bet is used in finance or that its outcome is 
determined with reference to the price of some security does not change the 
matter in the least.

A bet involves the realization of an event in the future. This definition applies 
to traditional commerce as well.3 The maritime trade that gave rise to capital-
ism is entirely based on the forward delivery of goods, due when (and if ) the 
ship arrived. The owners of the goods who needed money sold the bill of goods 
of as-yet-to-arrive merchandise in financial centres. Since there was always a 
risk of loss until the ship actually arrived, the buyers of the bills bought for less 
than full face value. Hence discount bills were born, one of the early securities.

A discount bill is a security because it represents a claim on existing mer-
chandise. In agriculture, by contrast, a forward contract to deliver, say, wheat 
pertains to wheat that does not yet exist. That is why the contract to deliver it—
unlike the existing goods travelling on a ship—is not a security but a derivative.

Independent farmers used derivatives to hedge their harvest.4 A wheat 
farmer, for example, could enter into a forward contract to deliver wheat at, 
say, $1 a bushel. If by the time of harvest the price fell, he was guaranteed the 
$1 contract price.5 On the other hand, by locking the price he would have to 
forego the benefit of any price appreciation above $1.20. That is how hedging 
works: it stabilizes the price in either direction.

But if there was no commodity to deliver, that is, nothing to be owned yet, 
speculators could also pretend to be farmers, i.e., mimic farmers’ actions. They, 
too, could sell the commodities forward, hoping that by delivery time the prices 
would increase. Farmers had mixed feelings about the intrusion of speculators 
in “their” market. On one hand, speculators provided additional buying and 

3 I use “traditional” to distinguish it from the Internet-based “on-demand” commerce and near spontane-
ous trading. We will return to these topics later.
4 Only independent farmers, that is, those without protection of landowners, were exposed to risk. Serfs 
and the European farmers working on the estate were “free” of such concerns. That is why the first orga-
nized attempts to regulate derivatives began in the USA.
5 We will introduce counterparty default risk later in the chapter.
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selling opportunities which meant more liquidity. But precisely for that reason, 
they could also create price volatility that damaged the farmers. We see this 
tension between the producers and speculators as early as the early twentieth-
century USA in the rise of bucket shops and attempts to regulate them.

Bucket shops were the nascent form of present day exchanges and clearing 
houses. They connected buyers and sellers of forwards and earned a profit 
from the spreads.

The early capitalists who started the bucket shops did not grasp the impor-
tance of capital—and if they did, they had no means to account for it.6 Taking 
their chances, they lost not infrequently; if the market volatility was low so 
was the capital base of the bucket shops, so even small price changes led to 
their ruin. In the free-wheeling nineteenth-century USA such ruins in specu-
lative markets carried little reputational risk.7 When a bucket shop failed, its 
owner started a new one across the town. But farmers lost money. That is how 
“bucket shops” acquired their name and a pejorative connotation.8 Bucket 
shops “bucketed”, that is, discarded, the trade tickets because they had no 
intention of delivering the underlying commodity. But that was true of all 
exchanges and clearing houses, including the Chicago Board of Trade (CBT) 
and the Chicago Mercantile Exchange (CME), the two largest bucket shops, 
which thrived because they were well capitalized.

Under the pressure of farmers and populist politicians, the states passed 
bucket shop laws that forbade offering forward contracts without the abil-
ity and intent to deliver. But the practical difficulties of the law—making a 
distinction between who had the intent to deliver and who did not—proved 
insurmountable. The two exchanges claimed that their trading reduced the 
price risk of commodities by offering hedging facilities to farmers. The bucket 
shops, by contrast, were interested in the price changes and speculation. 
Bucket shops disagreed. In 1912, the dispute reached the Supreme Court via 
Board of Trade v. Christie.9

The BOT sued Christie, a bucket shop, to prevent it from using the 
Board’s price quotes. Christie claimed that the BOT was itself a bucket 
shop. The Court disagreed. Writing for the Court, Chief Justice Holmes 
said:

6 We saw similar naiveté in the late twentieth and early twenty-first century in the USA, with regard to 
ecommerce. Taking e-retailing giant Amazon as the role model, thousands of individuals and families 
began selling books from their living rooms, only to shut down after much effort and expense.
7 That is also true of the modern day USA. At the time of his successful presidential campaign in 2016, 
the Republican frontrunner, Donald Trump, has taken his companies to bankruptcy on at least four dif-
ferent occasions.
8 It is significant that unlike stock “boiler rooms” that were conceived as scams, the bucket shops were 
mostly genuine businesses, albeit with a deficient model.
9 198 US at 236.
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Purchase made with the understanding that the contract will be settled by pay-
ing the difference between the contract and the market price … stands on a 
different ground from purchases made merely with the expectation that they 
will be satisfied with the offset.10

Note the Justices’ struggle to distinguish between trading and speculation by 
talking of “different ground.” The implication was that there was an opposi-
tion between “good and beneficial” trading and “bad” speculation. But such 
moralizations could not resolve the issue and the question of trade versus 
speculation, why one deserved support and the other censure, remained. As 
the uncertainty posed legal risk to the exchanges, they lobbied Congress, 
which passed the Futures Trading Act (FTA) in 1921. The Act mandated that 
all “contracts for future delivery” be traded in official, licensed exchanges. 
Over-the-counter forwards were banned.11

That is where things remained for half a century.

7.3  Collapse of Bretton Woods and the Rise 
of Hedging

The collapse of the Bretton Woods system of fixed exchange rates in 1971 
threw currency relations into chaos and exposed multinational companies to 
new risks.

Take a corporation like IBM and assume it had a contract with a Japanese 
customer to deliver computers for ¥3 billion in three months. At the current 
exchange rate of $1 = ¥300, that translated to $10 million which included a 
$1 million built-in profit. If in the interim the yen weakened to $1 = ¥330, the 
contract price of ¥3 billion would be worth $9 million, wiping out the profit.12 
This was intolerable. The multinationals pressed their banks for a solution. The 
banks, taking a page from the old playbook of farmers, came up with hedging.

Take an international bank such as J.P. Morgan with long standing rela-
tions with leading industrial companies such as IBM and General Motors. 
Let us assume that GM, too, had negotiated to purchase land in Japan for a 
car assembly plant. The contract was expected to be signed in a few months 
for the agreed upon price of ¥3 billion. With the prevailing exchange rate 
that translated to $10 million. If in the interim the yen were to strengthen to  

10 Ibid.
11 That is the historical background of the difference between a forward and a futures contract. A futures 
contract is a forward that is transacted in an exchange.
12 ¥3 billion: 330 = $9 million.
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say, $1 = ¥270, the land price would rise to $11 million. GM, too, wanted to 
protect itself against this eventuality. So it, too, went to J.P. Morgan for advice.

By placing itself in the middle, the bank could help both clients. From the 
diagram of the funds flow below, the solution is self-suggesting.

The bank entered into a contract to buy ¥3 billion from IBM for $10 mil-
lion in three months. It also entered into a contract to sell ¥3 billion to GM 
for $10 million in three months. On the delivery date, IBM received ¥3 bil-
lion from its customer, which it paid to J.P. Morgan, which then passed it to 
GM. In return, the bank received $10 million from GM, which it paid IBM 
in exchange for the ¥3 billion it had received.

Superficially, that is, out of context, the arrangement resembles a bucket 
shop transaction: the Japanese yen is wheat, IBM is the farmer, GM the 
industrial food processor and the bank the bucket shop operator. But the 
same arrangement—a series of interlinked transactions—when adopted by 
speculative capital that was rising from the ashes of the Bretton Woods sys-
tem, became the blueprint of the modern world, the key to its understanding.

7.4  Transformation of Hedging into Arbitrage

Speculative capital is capital engaged in arbitrage. It is the latest form in the 
evolution of capital that has come to dominate the financial markets in the 
twenty-first century.13

The genesis of speculative capital, like any other form of capital, is buying 
low and selling high; no one has yet invented another way of making money. 
Historically, the difference between the purchase and sales price was a func-
tion of space and/or time: to realize profit, commodities had to be either 
transported from one location to another or hoarded from one time to the 
next.14

But making a profit was never certain. Commodities could perish while 
being transported—or be stolen or confiscated. The borrowers could die, go 
broke or flee. And there was the ever-present risk that the price could drop 
for economic, natural or social reasons. As all these events took place in time, 
the early capitalists—they were merchants, traders and usurers before the rise 
of industrial capital—came to see time as the source of risk. The longer the 

13 The meaning of “dominate” will become clear in forthcoming pages. Briefly, it means that price changes 
in the financial markets are shaped by dynamics of speculative capital.
14 This is not to say that space or time are the source of profit. We are distinguishing two modes of com-
merce without concerning ourselves with the source of profit. That the physical transportation of com-
modities also took time is a point that does not concern us here.
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time between the purchase and sale, the greater the risk. Conversely, if by 
some magic one could buy a commodity and simultaneously sell it for a profit 
one could realize riskless profit. That was the Holy Grail of finance that had to 
remain in the realm of dreams until the collapse of the Bretton Woods system 
produced the conditions for its realization.

The Bretton Woods system was a regime of fixed exchange rates created by 
the governments; the exchange rate of $1 = ¥360 that held immediately in the 
post-war years between the US dollar and Japanese yen was a matter of agree-
ment between the governments of the USA and Japan. Governments stabilize 
rates through decree.

The collapse of the system meant that governments washed their hands of 
exchange rates. Into the vacuum stepped private finance. Private finance stabi-
lizes rates through arbitrage. Let us return to Fig. 7.1 and elaborate this point.

First, notice that what we have are private parties signed into private con-
tracts. Yet the overall effect of the agreements is to isolate them from their eco-
nomic “eco system.” No matter how volatile the USD–JPY exchange rate, that 
is, no matter what happens in the “world,” IBM and GM will exchange USD 
and JPY at the rate of $1 = 300¥. That is hedging, which insulates the compa-
nies’ assets against market fluctuations. Setting aside counterparty default risk 
for now, IBM and GM have eliminated exchange rate risk.

As the middle man, J.P. Morgan faces no risk either, as it merely collects 
and forwards the payments to the main parties. In fact, strictly speaking, 
IBM and GM do not need the bank; they could have dealt with one another 
directly, if they knew of one another’s need. That is exactly what “FinTech,” the 
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technology driven financial app industry backed by venture capital, is aiming 
at: it wants to “disrupt” the business model of the bank intermediaries.15

But in the 1970s only the international banks with corporate contacts could 
arrange such multiparty deals. Naturally, they charged for their service either 
directly or, more commonly, by taking a “cut” from the deal by buying yens 
slightly cheaper from IBM and selling them slightly more expensively to GM.

The difference in buy–sell prices established the bid-offered “spreads.” But 
recall that these were private deals. J.P. Morgan’s USD–JPY spreads were differ-
ent from those of Citibank or Credit Lyonnais. As these prices were posted in 
the shared interbank networks, traders took notice of arbitrage opportunities.

Now suppose a trader saw the following prices between the USD, JPY and 
Deutschmark (DEM)

 1 2 25USD DEM= .  

 1 150DEM JPY=  

 1 330USD JPY=  

The trader could buy 2.25 MM DEM for $1MM USD and sell marks for 
337.5MM JPY and pay that to buy $1,022,700 for a profit of about $22,700. 
The buying and selling was done through the phone so orders rapidly fol-
lowed one another. This near simultaneous profitable buying and selling is 
arbitrage. Arbitrage means simultaneously buying low and selling high for a 
riskless profit. Capital earmarked for arbitrage is speculative capital.

Figure 7.2 shows the flows of funds in our example. Note the critical 
changes that have taken place compared to Fig. 7.1. The industrial corpora-

15 That is one of the focus areas of FinTech, albeit an important one.

DEM Seller JP Morgan JPY Buyer

1MM USD

2.25MM DEM 337.5MM JPY

1.03MM USD

JPY Seller

Fig. 7.2 USD–JPY arbitrage flow

7 The Challenges of Regulation of Derivatives 



130 

tions are gone. What began as a service to bank clients is now currency trans-
actions between generic buyers and sellers. Absent corporations, there can be 
no talk of their hedging needs. Indeed, there is nothing to hedge. Hedging is 
transformed into arbitrage.

The importance of this point is easy to miss, so let us develop it more 
methodically. The accounting equation is the place to start:

 A L= +OE  (7.1)

In Eq. 7.1 A is assets, L is liabilities and OE is owners’ equity. If an entity 
has $100 (A), either all of it is borrowed (L), or all of it belongs to the owner 
(OE), or, as is always the case for a corporation, a mix of the two, say L = $90 
and OE = $10.

The objective of hedging is to insulate the capital against market fluctua-
tions. That would be the owners’ capital, OE. Rewriting Eq. 7.1 with respect 
to it, we get:

 OE = A L–  (7.2)

In hedging, OE must remain constant “no matter what happens in the 
world.” That is another way of saying that its value must not change. Denoting 
the change by Δ, we can express this condition mathematically as follows:

 ∆OE = 0  (7.3)

If the left-hand side of Eq. 7.2 is to remain unchanged, its right-hand side 
must remain unchanged:

 ∆ ∆A L– = 0  

Or:

 ∆ ∆A L=  (7.4)

Equation 7.4 is the condition of hedge. It states that for the equity of the 
entrepreneur to be preserved, the change in assets must equal the change in 
liabilities—or assets and liabilities must match.

That is also the condition of arbitrage. In the example above, J.P. Morgan 
successively converted
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 1) $1MM USD to 2.25MM DEM
 2) 2.25MM DEM to 337.5MM JPY
 3) 337.5 JPY to 1.022MM USD

In each stage, equivalents were exchanged so the bank had no risk. Yet, at 
the end, it earned a profit of $22,700. That is profit without exposure, or risk-
less profit, which is the driver as well as the condition of arbitrage.

To summarize, comparing hedging and arbitrage, hedging is matching 
assets and liabilities to insulate the existing capital. It is a defensive and con-
servative strategy.

Arbitrage is matching assets and liabilities to wangle a profit from “inef-
ficiencies.” An arbitrageur has neither an asset nor a liability. He looks for any 
two positions whose purchase and sale would create a profit for him. Arbitrage 
is an aggressive and predatory strategy.

After the fact, it is impossible to tell hedging from arbitrage; one only sees 
an asset matched by a liability, a long position matched by a short position. 
What conceptually separates the two is the raison d’être of the trades reflected 
in their order of execution. If the trades are sequential—an existing position 
is followed by another—the operation is hedging. If the trades are simultane-
ous, it is arbitrage.

In practice, the line between the two is easily crossed, hence the endless 
confusion about the “propriety” of the transactions after losses and wondering 
what went wrong in a conservative strategy.16

Since the difference between hedging and arbitrage is closely linked to their 
purpose and, from there, to the user, it would seem that one could draw a dis-
tinction between them by focusing on users. That is what the Christie Court 
tried to do but failed. The US Congress, as we saw, gave up trying and forbade 
non-regulated derivatives trading altogether.

More than a century later, the European Commission took the same 
track. Since there could be no talk of forbidding derivatives in the twenty-
first century, the Commission went in a roundabout way, by increasing 
capital requirements for the use of derivatives. But unlike the US Congress 
which had earlier accommodated the farmers it made no exemption for the 
modern-day hedgers, the industrial user of derivatives. The result was an out-
cry from them:

16 Such examples are legion. Here is J.P. Morgan’s CEO, Jamie Dimon, talking about the $6 billion losses 
the bank suffered in the ‘London Whale” incident (originally reported to be $2 billion): “I can’t justify it. 
Unfortunately, these mistakes were self-inflicted.” Mr Dimon added: “What this hedge morphed into 
violates our own principles.” DoJ probes JPMorgan’s $2bn loss, Financial Times, 16 May 2012, p. 1. Notice 
the words “self-inflicted” and “morph” the executive is using, without fully realizing their significance.
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Ford, IBM, Airbus, BP and General Electric are among dozens of global busi-
nesses that have sharply criticised Europe’s rules for the use of derivatives, claim-
ing they unfairly push up costs for companies “that did not cause the financial 
crisis” … More than 40 institutions have written to policymakers at the 
European Commission urging them to rewrite the rules to be more like those in 
the US, which exempt non-financial corporations from some of the more oner-
ous requirements.17

“Non-financial corporations” above is a byword for corporations that use 
derivatives for hedging. In light of their influence in Western capitals there is 
little doubt that the Commission will relax its rules. So it would seem that the 
regulation of derivatives could be bifurcated along the hedging-speculation 
divides. But the modern-day regulator of derivatives faces a far more complex 
challenge because the shell of derivatives is now claimed by the most potent 
force in the markets: speculative capital.

7.5  Speculative Capital

The subject of finance is not people. It is capital in circulation. The mind 
arrives at that conclusion through the compulsion of its reasoning as it moves 
from arbitrageur as a person to capital as a thing.

An arbitrageur’s motive for trading is riskless profit. It goes without saying 
that to place the trade or write the algorithms, the arbitrageur acts as a per-
son. But he cannot employ his capital in a development project in an emerg-
ing market or some long-term infrastructure project. If he does, he ceases to 
be an arbitrageur. An arbitrageur must employ capital in arbitrage trades. In 
consequence, he becomes an “agent” of capital, someone who must conform 
to capital’s modus operandi. Capital then becomes the grammatical subject 
of the sentence as if it were alive: capital seeks arbitrage opportunities. Such 
capital is speculative capital. It is impossible to understand either the real life 
or theoretical developments in finance in the past 40 years without knowing 
speculative capital, its properties and the effects of its operations on markets. 
I have examined them in detail elsewhere. We briefly review them here as the 
prelude to the regulation of derivatives.

17 Global businesses urge Brussels to rewrite rules governing derivatives, Financial Times, 28 January 2016, 
p. 13.
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7.6  Characteristics of Speculative Capital

Arbitrage opportunities cannot exist in the open. Such situations would 
imply an infinite supply of fools on the receiving end of arbitrage who buy 
high and sell low. Arbitrage opportunities, rather, must be discovered. In 
Fig. 7.2, in addition to access to information, the bank trader must have 
some basic mathematical skills to unearth the hidden USD–JPY profit 
opportunity that passes through the USD–DEM intermediation. From 
there arises the need for mathematicians—later the “quants” and “rocket 
scientists”—who were recruited into finance in the rising era of speculative 
capital in the 1980s.

Precisely because arbitrage opportunities could appear at any time and 
anywhere, the manager of speculative capital must have the freedom to act 
quickly. He cannot operate with the traditional mutual funds bylaws which 
tie him to a particular strategy—say, value investing or growth. Hence the 
need for a legal structure that would give the investment officer carte blanche 
to invest in any form and fashion as he sees fit. These are hedge funds. 
They are the legal/organizational form that speculative capital assumes in 
the market.18

In terms of its main characteristics, speculative capital is, first and foremost, 
self-destructive: it eliminates the arbitrage opportunities that give rise to it. 
Buying low and selling high increases the price of what was low and decreases 
the price of what was high, creating a condition of “equilibrium” between the 
two.19

A system in equilibrium is a dead system.20 Meanwhile, speculative capital 
is self-destructive by virtue of its modus operandi but it is not suicidal. Quite 
the contrary. It turns markets, societies and laws upside down to survive. So, 
after an arbitrage opportunity is grazed, it moves to the next.

18 There was always bemusement as to why these aggressive investment vehicles were called hedge funds. 
Having studied the transformation of hedging to arbitrage, we know the answer. Nor were hedge funds 
the only legal/organizational structure under which speculative capital operated. “Propriety trading” 
under which large banks’ in-house speculative capital operated was another. Its size eclipsed the size of 
hedge funds by many multiples.
19 Before the arbitrage opportunity is eliminated, spreads begin to narrow. To compensate for the falling 
profit speculative capital increases its size, further accelerating the erosion of spreads.
20 The idea of equilibrium appeals to a finance professor who concocts an “efficient market theory” or the 
“law of one price” around it. In efficient markets, one cannot make riskless profit. Hence the tautological 
buzzwords of modern finance—risk management, riskless profit, efficient markets, and equilibrium 
prices—all of which refer to speculative capital which remains unrecognized.
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Arbitrage pricing is relative-value pricing par excellence. It prices A by com-
paring it against the price of B and in doing so, “links” A and B and syn-
chronizes their price movement. That destroys portfolio diversification, which 
assumes that asset prices move asynchronously.

What is more, speculative capital does not have a command and control 
centre. It is dispersed amongst all the hedge funds and high-frequency trading 
desks and all arbitrage-seeking strategies in the world. The managers of these 
capitals use the same pricing sources and employ similar mathematical and 
algorithmic skills. So, when an arbitrage opportunity opens up, they all rush 
in. “Rushing in” is necessary because opportunities are short lived and the 
fastest arbitrageur will get the lion’s share of profits.

Rushing in results in overshooting the target; what was overpriced becomes 
underpriced, and vice versa. The result is an increase in volatility that is 
transferred from one market to another. Market volatility, ironically, is the 
side effect of the attempts of speculative capital to restore equilibrium to the 
markets.

In search of virgin opportunities, speculative capital pushes for laws that 
facilitate globalization and transparency. Globalization expands the uni-
verse of arbitrage opportunities. Transparency enables it to uncover those 
opportunities.

Speculative capital, however, is not invincible. Temporarily setting its self- 
destructive nature aside, two potential threats to it always loom on the hori-
zon. One is internal and hits the profit directly. The other is external and 
works in a roundabout way, but its impact is no less real or pernicious.

The internal threat is the counterparty default risk. It exists by virtue of the 
nature of private transactions from which speculative capital is born. If the 
party to the arbitrage defaults, the arbitrage fails and speculative capital incurs 
loss. The riskless profit which defined arbitrage is not truly riskless unless 
counterparty default risk is resolved.

Then there is the external threat that is regulation. Unlike the law which 
is enacted by the legislature, regulation is issued by regulatory agencies. 
Compared to the law, regulation is more focused and directly hits the areas it 
targets. The result is that the wiggle room is reduced, which is why regulation 
is the bane of speculative capital. It interferes with speculative capital’s free 
movement and, by doing so, impairs and disrupts it.

Speculative resolves both problems through derivatives.
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7.7  Forwards and Forward-like Derivatives

Derivatives are the functional form that speculative capital assumes in the mar-
ket; one who speaks of derivatives speaks of speculative capital. To explain, let 
us examine the form. All derivatives are either forward-like or option-like.21 
We begin with the simple forward.

Forward contracts, as we saw, appeared in relation with agriculture. Let us 
take a commodity such as wheat and assume it is selling at $1 per bushel. If 
we have a contract to deliver a bushel of wheat in three months at the price of 
$1.15, we have a forward contract, as shown in Fig. 7.3.

S is spot price and F is the forward price.
How is F determined?
In the early twentieth-century USA, the forward price was “discovered” in 

the negotiation between farmers, silo owners, food companies and specula-
tors.22 Each day these actors came into a consensus after considering every-
thing from national politics to foreign wars and, of course, the weather,23 as 
to what price the various commodities should be in three, four, five months. 
Each price was an estimate and could change during the day in response to 
new information. But it was an estimate nonetheless, more art than science.

In “modern finance,” the forward price F, of any asset whose spot price is S, 
is determined by the following equation:

 F S= +CC  

CC is the cost of carry. It includes all costs—actual as well as opportunity 
loss—associated with carrying the asset into the delivery. If the spot price of 
an asset is $100 and one-year interest .5%, the one-year forward price would 
be $100.5:

 F x= + =100 100 005 100 5. .  

21 Forward-like derivatives—forwards, futures, swaps—have no prepayment and theoretically unbound 
risk. Option-like derivatives have prepayments and limited risk. For ease of reference we will refer to them 
generically as forwards and options.
22 FTA only banned the bucket shops. Speculation continued in the BOT and the CME.
23 Hence the appearance of the famous “Farmers’ Almanac” in the USA in the early nineteenth century.

T = 3 months

S F

Fig. 7.3 A forward time line
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The $.5 “cost of carry” in the above calculation arises from the opportunity 
cost of carrying the asset: if we had not purchased the asset we could have 
earned $.5 on our $100 with the prevailing rate. To make an investor “indif-
ferent” between lending and purchasing the assets, the forward price of the 
asset must include that cost.

What happens if the forward price is not $100.5? In that case an arbitrageur 
could make a riskless profit.

• If the forward price is less, say $100, the arbitrageur could:

 (1) Buy forward at $100
 (2) Sell the asset short and place $100 at .5% with one year
 (3) At the end of the year, take the delivery of the asset (from 1) at 

$100, deliver it to satisfy the short position at (2) and keep the $.5 
profit.

Buying forward and selling spot would increase the price of the forward 
and decrease the price of the spot, bringing them into the equilibrium, non- 
arbitrageable relation.

If the forward is more than $100.5, say, if it is $101, the arbitrageur 
could

 (1) Sell forward at $101
 (2) Borrow $100 and buy spot
 (3) At delivery date, deliver the asset to satisfy forward, receive $101 

(from 1), pay $100.5 towards the loan and its interest for a net profit 
of $.5

Selling forward and buying spot would restore the equilibrium.
The above reasoning, which is the basis of pricing of all derivatives, presup-

poses speculative capital: capital engaged in arbitrage.24 Speculative capital is 
the mechanism that restores equilibrium to the markets.

A forward-like structure is too simple to be of practical use. Any dis-
crepancy between the forward and spot prices would be detected and elim-
inated at once. That is why they are used almost exclusively for hedging. 
Vigilance of arbitrageurs ensures liquidity and tight bid/asked spreads.

24 Arbitrage also “links” the debt and equity markets, producing the synchronizing we mentioned 
earlier.
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Profitable arbitrage opportunities must be discovered as they lie hidden 
beneath the avalanche of data that is continually produced in financial mar-
kets. Speculative capital discovers them through option-like derivatives.

7.8  Options and Option-like Derivatives

All students of finance know of the Black–Scholes option valuation model. 
The problem of logically valuing options remained unsolved until in 1973 
Robert Merton and, independently from him, Fischer Black and Myron 
Scholes produced a solution. In 1997 Merton and Scholes received the Nobel 
Memorial Prize in Economics for their discovery.25

The Black–Scholes formula has an imposing form. But that is because of 
the equation of stock price dynamics.26 Otherwise the concept and the rea-
soning behind the valuation are simple. That a simple concept took more than 
a quarter of a century of work to be grasped—and was finally grasped in a 
misunderstood way, the way speculative capital operates—confirms what we 
stated earlier about the link between speculative capital and derivatives. Prior 
to the breakdown of the Bretton Woods system, speculative capital had not 
impressed itself sufficiently on the minds of traders and scholars for an option 
valuation formula to be possible.

We explain.
The Black–Scholes model begins with hedging, by creating a riskless port-

folio of “Δ share of stock and one short call.”
Assume the stock is trading at S = $100. We would like to price a one-year 

call option on this stock with the strike price of K = $100. At expiration, the 
asset price could be $105 or $95.27

A call option is a “right but not the obligation” to purchase the stock at 
the strike price. If the asset goes up to $105, the holder of the call who has 
the right to buy it at the strike price ($100) will make $5 profit. If the stock 
drops to $95, the holder would have no reason to pay $100 for an asset that is 
trading at $95. The option will expire worthless. Our problem is finding the 
value of this option.

25 Fischer Black passed away in 1995.
26 The Black–Scholes model is developed for options on stocks. It uses the equation of the stock price 
dynamics that was proposed in 1903 by Louis Bachelier. The success of the model was in no small part 
due to Bachelier’s perceptive construct. See Nasser Saber, Speculative Capital: Vol. 3 – The Enigma of 
Options.
27 This range constitutes the “volatility” of options. The calculation of volatility does not concern us here.
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 (1) We create a riskless portfolio with Δ shares of stock and 1 short call, C.28 
The value of this portfolio would be 100Δ – C. C is what we want to 
value.

 (2) In 1 year, the stock price F, would be either $105 or $95.

 (i) F = $105: The call option we have sold will be presented to us as 
demand for payment. The strike price of the call was $100. With the 
stock price at $105, the owner of the call will have the right to buy it 
for $100, that is, $5 cheaper than the market. Since we sold the call, 
we must bear the cost. The value of the portfolio would be 
105Δ – 5.

(ii) F = $95: The call would expire worthless; the purchaser of the call 
option will not demand to buy the asset for $100 if the asset is $95. 
The value of the portfolio would be 95Δ.

These scenarios are shown in Fig. 7.4

 (3) If the portfolio is riskless, its value must remain the same whether under 
condition (i) or (ii).29 That is:

 105 5 95 5∆ ∆ ∆– .= ⇒ =  

 (4) Substituting for Δ, the value of the original riskless portfolio would be 
100 × .5 – C

 (5) This value must remain unchanged at expiration:

 100 5 95 5 105 5 5 2 5× = × = × ⇒ =. . . .– C – C $  

28 Short call means that we have sold the call option (which we would like to value).
29 The authors of the Black–Scholes equation reasoned that riskless portfolio must earn the riskless rate of 
return which they then associated with the yield of the US Treasuries.

95Δ

105Δ – 5

100Δ – C

Fig. 7.4 Stock option pay-off
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Like the forward price we calculated, this call price is “rational” in the sense 
that it permits of no arbitrage. If the price is not $2.5 but, say, $3, an arbi-
trageur could sell the call at $3, and borrow $50 to buy .5 share of stock. The 
value of his portfolio is thus 100 × .5 + 3 = $53. At expiration

 (1) If F = $105
He would deliver half a share of stock equal to $52.5 to the call and keep 
$.5 profit.

 (2) If F = $95
The call expires worthless. He sells half a share of the stock at 95 × .5 = 
$47.5 and together with $3 from the sale of the call he returns the bor-
rowed $50 for a profit of $.5

The driver of this way of option valuation is the equivalent position. The 
original portfolio of Δ shares of stock and one short call, 100Δ – C, is riskless 
because its value remains constant. That, recall from the condition of hedge 
in Eq. 7.4, can only happen if the change in the value of Δ share of stock and 
the change in the value of the call is the same. The call is valued from that 
equivalence.

An appropriately levered position in stock will replicate the future returns of a 
call. This is, if we buy shares and borrow against them in the right proportion, 
we can, in effect, duplicate a pure position in calls.30

In our example, .5 share of stock will earn $2.5 if the stock rises to $105; it 
will lose $2.5 if the stock falls to $95. That is exactly the call option’s payoff. It 
will make $5 if the stock rises to $105, from which must be subtracted the call 
price of $2.5 for a total profit of $2.5. Otherwise, the option expires worthless 
and the initial $2.5 is lost.

That is how speculative capital operates, a process which the authors of 
Black–Scholes followed and uncomprehendingly copied.31

But beneath this procedural movement of speculative capital something 
deeper is going on. The clue to this is in the critical leveraged position. Why 
must the option valuation begin with a leveraged position? Why can we not 

30 John C. Cox, Mark Rubinstein, Options Markets, Prentice Hall, 1985, p. 167.
31 The presence of interest rate further confused the authors of Black–Scholes. I have eliminated interest 
rate to: (1) conform to the current conditions; and (2) draw attention to the fact that that interest rate is 
an “exogenous” factor in option valuation, meaning that conceptually it has nothing whatsoever to do 
with it.
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assume that the owner of the stock—someone who has already fully paid for 
it—is valuing the option?

Let us return to our forward contract and assume a mispricing that an 
arbitrageur wants to exploit. Recall that he has no position or equity. To 
buy the asset, he needs to borrow $100. So he goes to a lender. The fol-
lowing is an imaginary conversation between the arbitrageur (A) and the 
lender (L):

A: I would like to borrow $100 to buy a stock currently at $100. I will pledge 
the asset as the collateral for the loan.

L: Do you think that the stock will go up?
A: Yes. It will go up to $105.
L: Does the stock only go up? Can it drop to say, $95?
A: Yes, it can. But you and I would not care because I have shorted a forward 

on the stock with the strike price of $100. So no matter how low the asset 
drops, my counterparty has to buy it from me for $100.

L: Your forward counterpart is a bucket shop. Why would he buy the asset 
from you for $105 if the price has fallen to $95? And if you tell me the 
bucket shops no longer exist allow me to remind you of the carnage in the 
US housing market when the prices dropped below the outstanding mort-
gage: the borrowers just walked away.

At that point the conversation comes to a halt, the counterparty default 
risk being the central point of contention. That is what the US legislature 
in the early twentieth century tried to address by banning bucket shops and 
limiting derivatives to well-capitalized exchanges. And that is exactly what the 
European Union (EU) Commission attempted to do with its capital ruling 
on the use of derivatives.

After the crisis of 2008, the US legislators tightened the reins still further 
through the Volker Rule, which banned most propriety trading by banks, 
“proprietary trading” being a byword for (speculative capital driven) arbi-
trage trading. The reasoning was that banks should not expose “other people’s 
money” to risky ventures.

Such banning is foreign to private finance. It is a diktat that is imposed 
from without, and like any “foreign” element it has the potential to disturb 
the environment to which it is introduced. Speculative capital solves the prob-
lem that arises out of finance using the tools of finance. Let us return to the 
conversation between the arbitrageur and the lender:
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A: I have a way to address your concern. I will buy only half a share of the 
stock.

L: Some solution! In that case if the price goes down to $95 and your coun-
terparty defaults, I will lose $2.5 instead of the previous $5. Your new 
solution reduces my loss but the fundamental problem of exposure 
remains, unless you have $2.5 to pay me in advance.

A: I do not. But I know how to get it. I will sell a call option for $2.5 to a 
gambler.

A: What is a call option and why would a gambler give you $2.5 for it?
A: Come and see.

Together they go to Gambler. Arbitrageur addresses him:

A: There is this stock trading at $100. I think it will go up in price. Would 
you like to share in its appreciation?

G: I would like to. But I don’t have $100. And what happens if its price 
drops?

A: You don’t need $100. All you need is $2.5. That sum will also take care of 
your concern re price drop. Here is how it works. The diagram below 
would help (Fig. 7.5):

Arbitrageur continues:

A: You bet on the price increase of the stock. It goes to $105, you make $5. 
Or more. The sky is the limit, really! Now you are concerned that the 
stock might drop to $95 in which case you would lose $5. But I will enter 
into a contract with you that if the stock drops, you could walk away 
without any obligation—no matter how far it drops, even to zero! All you 
need to pay for this all upside, no downside deal is $2.5.

G: How do I know that you could deliver on the “up” movement of the 
stock?

$95

$105

$100

Fig. 7.5 Option outcome scenarios
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A: Because I will have the stock. I am going to buy half a share of the stock. 
When the price increases from $100 to $105 it would result in a $2.5 
gain.

G: Where do you get the other $2.5 to pay me $5?
A: Why, that would be the $2.5 that you are going to pay me in return for 

entering into this contract!
G: Does this contract have a name?
A: Yes. It is a call option.

The arbitrageur receives $2.5 from the gambler for the call. He pledges it to 
the lender and receives $50 from him with which he buys half a share of stock.

Note the position of the parties. The arbitrageur and lender are fully 
hedged. They have also eliminated the default risk, an ever-present risk in pri-
vate contracts. For the lender, the loan is fully collateralized; for the borrower, 
the potential default is prepaid.

As for the option buyer, he is a bit player. He does not have enough money 
to invest in securities markets as capital demands a minimum size to be 
acquired. So he risks the meagre sum he has on a double or nothing bet that 
is the stock-in-trade of gamblers. More often than not, he loses.32

And yet he is a critical link in the circulation of speculative capital, which 
is why he is wooed, brought in and woven into the global network of capital 
markets.33 Without the option buyer’s money, the loan to purchase the stock 
would not be granted to the arbitrageur, meaning that arbitrage opportunities 
would go unexploited and the options could not be priced.34

7.9  Synthetic Derivatives

In creating the option structure, speculative capital scores two hits. We are 
forced to describe them sequentially but there is no “first” and “second,” as 
they are intertwined and inseparable.

32 “A former Blackstone Group managing director, Mr. Caspersen was well respected on Wall Street. [His] 
charmed life was thrown into turmoil [when] Federal prosecutors in Manhattan charged him in a crimi-
nal complaint with securities and wire fraud…[They] contend in a criminal complaint that Mr. Caspersen 
blew more than half of the $25 million … on losing options in a personal brokerage account.” “A Wall 
Street Family’s Charmed Life Is Thrown Into Turmoil,” New York Times, 6 April 2016, p. B1.
33 In large-scale replication of options in financial markets that we about to discuss, speculative capital 
replaces the option player by putting down a small “equity” investment, the so-called skin in the game.
34 The value of a call option increases with interest rates. Conversely, lowering rates makes call options 
cheap, which in turn fuels the expansion of speculative capital.
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First, speculative capital makes itself impregnable through option structure. 
It can now confidently roam the global markets for arbitrage opportunities, 
having eliminated one scourge of private transactions, namely counterparty 
default risk. Little wonder that it creates this structure anywhere it can. 
Risk-parity, smart alpha, smart beta, exchange-traded funds, high-frequency 
trading:35 these are the most recent names under which the synthetic structure 
is put to work. The extent to which speculative capital dominates the markets 
in that form is clear from the daily reporting of the financial press. A few 
examples should suffice:

Risk-parity 
 (1) The “systemic/technical investors” include risk parity funds and momen-

tum investors known as CTAs. Initially commodity focused, they now 
invest across futures markets and are often computer driven. These inves-
tors, along with “smart beta” passive equity strategies that have become 
increasingly popular, adjust their exposures according to algorithms in 
response to market moves, meaning spikes in volatility can trigger a rash 
of automatic selling.36

 (2) So-called risk parity is a next-generation passive strategy that seeks to give 
equity-like returns, while providing the relative stability of bonds in a 
crisis. Risk parity funds typically invest in a basket of stocks, bonds, and 
commodities, but “leverage” the traditionally safer fixed-income bets 
through derivatives to ensure each asset class contributes equally to a 
portfolio.37

 (3) [Risk parity] is now a $400bn industry, and assuming an average 355 % 
leverage ratio—derived from the funds that issue public reports—it con-
trols assets worth about $1.4 trillion. Even that figure is probably conser-
vative, as it does not include in-house risk parity funds that have been 
established in some pension funds and insurers, which could easily bring 
the number up to $600 billion.38

35 Speed in high-frequency trading is a technical aspect of the operation. The main point, the way to real-
ize profit, is through establishing equivalent positions that are discovered through the algorithms: “Speed 
is proving to be little help to high-frequency traders as they battle stiff competition in a field now crowded 
by competitors … High frequency traders are instead turning their attention to developing strategies and 
computer algorithms that can carry out ultra-sophisticated arbitrage between asset classes, rather than 
darting in and out of market as fast as possible.” “Super-fast traders feel heat from competition,” Financial 
Times, 15 April 2011, p. 20.
36 “‘Systemic’ trading comes under fire,” Financial Times, 4 September 2015, p. 13.
37 “‘Risk parity’ strategy blamed for fragile markets,” Financial Times, 24 August 2015, p. 15.
38 “Whatever the weather?,” Financial Times, 24 August 2015, p. 8.
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Exchange-Traded Funds (ETFs) 
 (1) ETFs were introduced only 25 years ago but now manage more than $3tn 

globally.39

 (2) Many of the [exchange traded] funds are now “synthetic,” relying on 
derivatives to deliver promised returns rather than holding the actual bas-
ket of goods as “physical” ETFs do. And despite the name, many exchange 
traded products change hands over the counter rather than on an 
exchange.40

 (3) Synthetic ETFs, which use derivatives or structured products, have 
exploded; [they] account for 45 % of the market in Europe. And some 
ETFs are now using leverage; others are starting to purchase riskier assets 
such as risky loans.41

High Frequency Trading (HFT) 
 (1) Stock market: “[B]y any measure, HFT is a dominant component of the 

current market structure and likely to affect nearly all aspects of its 
performance.”42

 (2) Bond market: “More than $500bn in US Treasuries are traded daily and 
electronic trading accounts for 40 per cent of that, a number Nasdaq 
believes will increase. Nor is Nasdaq likely to stop at Treasuries. The group 
is planning geographical expansion, with new markets such as gilts, 
Japanese government bonds, repos and European sovereigns under 
consideration.”43

 (3) Currency market: “The gains are most visible in foreign exchange, where 
the global market share of high-frequency trading has soared to 40 per 
cent up from just a quarter in three years.”44

 (4) Commodities market: “The world’s top sugar traders have attacked ‘para-
sitic’ computer traders, criticizing the New  York-based exchange that 
hosts the main sugar futures contract for failing to clamp down on their 
activities.”45

39 “The index factor,” Financial Times, 17 August 2015, p. 5.
40 “Concern grows over ‘synthetic’ dangers,” Financial Times, 5 October 2011, p. 23.
41 “Why exchange-traded funds give uneasy sense of déjà vu,” Financial Times, 6 May 2011, p. 20.
42 https://www.sec.gov/marketstructure/research/hft_lit_review_march_2014.pdf.
43 “Nasdaq sets stage for HFT in Treasuries,” Financial Times, 5 April 2013, p. 22.
44 “In search of fast buck,” Financial Times, 20 February 2013, p. 7.
45 “Sugar body blames ‘parasitic’ computer traders for volatility,” Financial Times, 9 February 2011, p. 13.
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Any farmer in 1910 would have understood the complaint of the sugar 
traders above, only that the “parasite” they complain about is no longer an 
tenuously solvent speculator but a force commanding trillions in euros, dol-
lars, yens—what have you.46

Second, speculative capital uses derivatives to neutralize the external threat 
of regulation by performing a vanishing act. It shape-shifts from product to 
strategy and disappears in plain sight.

The derivative product form, you recall, was always tenuous; an option and 
a forward presuppose constantly arbitraging speculative capital to be priced. 
But this point was not adequately understood. Options, swaps, futures, cap-
tions—all were thought of, and presented as, products. The regulatory agen-
cies claimed jurisdiction over them as products. 

In its latest form, speculative capital goes a step further down the abstrac-
tion ladder. It decomposes the derivative structure to its constituent trans-
actions—shorting Treasuries here, buying stock there—and executes them 
following a “strategy.” To an outside observer these trades appear as innoc-
uous, routine and unrelated.47 There could be no talk of regulating them. 
Indeed, there is nothing to regulate. The booming business of index construc-
tion, for example, has little relation to derivatives. It revolves around creating 
the “best” index. That is, the most strongly correlated with a market segment 
and the cheapest to emulate index. The index is then used by the ETFs for 
arbitrage purpose.

Or take risk-parity, which is the age-old “60 percent stock, 40 percent 
bond” portfolio selection with only a change in the accent.48

It is only at the local command centre of speculative capital—a hedge fund, 
an asset management firm or a HFT shop—that the trades “come together” 
to form a de facto or synthetic derivative. This transformation of the product 
to strategy outmanoeuvres the regulator, a development which has not gone 
unnoticed:

The ban on proprietary trading … has seemingly had a big impact since it was 
introduced in 2010. But are banks getting round this in part by dealing in 

46 Speed in HFT is a mere tool. The money is made not through speed per se but by exploiting the arbi-
trage opportunity: “High frequency traders are … turning their attention to developing strategies and 
computer algorithms that can carry out ultra-sophisticated arbitrage between asset classes, rather than 
darting in and out of market as fast as possible.” “Super-fast traders feel heat from competition,” Financial 
Times, 15 April 2011, p. 20.
47 The rivals can detect the strategy from the size of the trades. Hence, the rise of dark pools that protect 
the identity of the trader.
48 Risk parity balances the portfolio with respect to the volatility of the asset classes as opposed to the 
traditional dollar value. Recall that volatility is one of the key attributes of options.
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exchange-traded funds? … While the industry does not talk freely about its 
strategies, it is known that many revolve around index arbitrage, where traders 
exploit mispricing between ETFs and their underlying assets.”49

The writer has the gist of the story right but it is not “banks”; it is speculative 
capital which resides increasingly in non-bank entities and, especially, these 
days, in asset managers that control trillions of dollars of individual invest-
ments including pensions. 

Now it must be clear why we said speculative capital is the anima mundi 
of finance. It derives the innovation in finance and the technology serving it. 
It creates products, indexes and strategies and sees that they are implemented 
and used in serving its end. It links markets, products, securities and curren-
cies through price relations that are transparent and fair; buyers and sellers 
would agree that they could not get any better prices. And it is efficiency-mad: 
it constantly drives down the bid/asked spreads to make trading in capital 
markets cheaper. These are the benefits of “modern financial markets” that 
finance professors teach without knowing their cause.50

This complex system is balanced on a razor’s edge. The self-destructive ten-
dency of speculative capital is ready to tip the balance any time and anywhere. 
The “mysterious” flash crashes that have plagued the US financial markets 
provide ample proof of that.

Treasury bond yield do not tumble 35 basis points in a few minutes every morn-
ing. There is no possible explanation for such a fall in the economic data that 
normally move the bond market, so yesterday’s plunge in Treasury yield … sug-
gests the market pathologies we grew to know during the crisis of 2008 are 
returning … Such a fall in such a liquid market implies someone, somewhere is 
under stress. Much like the “flash crash” of early 2010, which presaged a long 
period of volatility before the post-crisis rally resumed late the next year, it is a 
symptom of distress that cannot be ignored … The broader picture suggests the 
conventional wisdom is about to face a severe test. … There was no space in this 
world view for yield to fall, and certainly not to the 1.86 per cent level they 
briefly hit yesterday morning.51

49 “Push-button perils: Why delta one is the new home of the exiled prop desk practitioners,” Financial 
Times, 6 June 2011, p. 7.
50 Market practitioners know more even if they cannot articulate. Here is the head of the Wall Street fixed 
income firm speaking about risk-parity: “It’s a core structural change in the market place. Each investor 
is making a rational decision, but put them together and it has caused a dramatic change in markets. It 
has made the system more fragile.” “‘Risk parity’ strategy blamed for fragile markets,” Financial Times, 24 
August 2015, p. 15.
51 “Pathologies of crisis rise back to the surface,” Financial Times, 16 October 2014, p. 1.
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How speculative capital causes crashes is beyond our subject. The mechanics 
of the crash and whether it become a crisis is a function of many idiosyncratic 
factors.52 The main point to note is that the much praised “efficiency” has two 
faces. On one hand, it ensures razor-thin spreads which is the good and the 
beneficial side that free-market supporters highlight.

But “in the most adequate and satisfactory tool, there is a hidden violence 
which is the reverse of its docility.”53 The efficiency also means that the margin 
of error is reduced, so that a small disturbance can trigger a crash—or a crisis. 
There, too, traders have noticed the vulnerability before the academics:

The markets don’t really need a Lehman or even Lehman-lite event for a credit 
dislocation,” says [a hedge fund manager]. “You just need spreads to widen out or 
rates to go up for a significant impact on collateral movement for derivatives.54

Derivative products, qua products, are a small subset of this system. 
Nevertheless, because of the sensitivity of the system to outside stimulus, 
their regulation disturbs price relations. The protracted dispute between the 
USA and EU over derivatives regulated by the Commodities Futures Trading 
Commission that only recently led to an agreement is a case in point.55 Each 
side claimed that an unfavourable collateral requirement made their deriv-
atives more expensive, never mind that the dispute involved the relatively 
benign matter of minimizing default risk.

The effect is more pronounced when regulation targets the movement of 
speculative capital or bans it altogether, as in the Dodd–Frank Act and the 
Volker Rule. What results is a permanent dislocation of prices:

Attention has focused on the sharp move in the spread between US Treasury 
yields and interest rate swaps … But it is not just US Treasury asset swap spreads 
that are behaving oddly. In foreign exchange markets, the so-called “cross- 
currency- basis” has rocketed. … Since the 2008 financial crisis, the difference 
between the theoretical and actual forward exchange rate, the “basis”, has become 
more volatile. Recently, it has collapsed again. Credit and equity markets have 

52 See, for example, Nasser Saber, The Upper Hand: Why Hedge Funds Lose Money, Alpha, July/August 
2007, pp. 40–46.
53 Jean Paul Sartre, Critique of Dialectical Reasoning, p. 183.
54 “Dangers to system from derivatives’ new boom,” Financial Times, 20 August 2014.
55 “The two sides, which oversee about 90 per cent of the global derivatives market, had been unable to agree 
on common standards … The thrust of the agreement is that the EU will adjust some of its rules on the 
amount of margin customers must post at clearing houses, to bring its standards closer to those in the US. This 
will be doe through discussion among European regulators. In return the US will move towards the EU’s more 
stringent standards on the amount of margin held by banks at clearing houses, most likely via changes to their 
rule book.” “EU and US seal derivatives agreement,” Financial Times, 11 February 2016, p. 22.
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not been immune either. In both cases cash and derivatives markets have 
diverged, with the underlying cash assets cheapening significantly versus their 
related derivatives.56

Dislocated prices impact indices, and indices are the reference points for 
allocating trillions of investment capital. Their mispricing has serious impli-
cations for returns of investment portfolios and pensions alike. It is with con-
sideration of all these matters that a derivatives regulator must act.

7.10  Conclusion

Highlighting the vulnerability of the financial system and its sensitivity to 
regulation is not a manifesto for laissez-faire or regulatory inaction. Quite the 
contrary. The vulnerability and sensitivity we discussed arise from the com-
plexity of the markets: a dense web of interrelated segments kept in place by a 
self- destructive force whose incessant buying and selling is the condition of an 
equilibrium balanced on a razor’s edge. Regulators approaching this complex 
web must do so with a firm theoretical grasp of the system. Only then will 
they be able to see what is happening, that is, what is changing and in what 
direction the changes are headed. That is the latest condition that arbitrage-
driven speculative capital imposes on the markets: not only arbitrageurs but 
regulators, too, must recognize and adhere to the objective, mathematical 
relations that keeps markets in place. The days of regulation based on the “gut 
feelings” or moral considerations such as “prudence,” “public good” or “com-
mon sense” are behind us.
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8
The challenges and implications 

of the Markets in Financial Instruments 
Directive (MiFID) and of its revision (MiFID 

II, MiFIR) on the efficiency of financial 
markets

Roland Gillet, Stéphanie Ligot, and Hassan Omidi Firouzi

8.1  Introduction

The Markets in Financial Instruments Directive (MiFID) is a European 
directive (Directive 2004/39/EC) published on 30 April 2004 in the Official 
Journal of the European Union and implemented since November 2007 across 
the 31 member states of the European Economic Area (the 28 EU member 
states plus Iceland, Norway and Liechtenstein). As of the effective date, 1 
November 2007, it replaced the Investment Services Directive (ISD) through 
a framework directive (Directive 2004/39/EC), an implementing directive 
(Directive 2006/73/EC) and a regulation (Regulation 1287/2006).

This directive is one of the keystones concerning the Financial Services 
Action Plan (FSAP) set out by the European Commission in 1999. This plan 
has proposed a set of 42 measures to create an effective single market in the 
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financial services. The implemented measures harmonized the member states’ 
rules on banking, securities trading, insurance, old-age pensions and other 
financial services. The FSAP is an integral part of the Lisbon Agenda, whose 
successor is the EU 2020 Strategy.1

MiFID is also the most significant piece of legislation introduced under the 
Lamfalussy procedure based on a four-level approach, where each level focuses 
on a specific stage of the legislation implementation:

 1. At the first level, the piece of legislation is adopted by the European 
Parliament and Council of the European Union (EU)

 2. At the second level, the sector-specific committees and regulators advise on 
technical details, then bring it to a vote in front of member-state 
representatives.

 3. At the third level, the national regulators work on coordinating new regu-
lations with other nations.

 4. The fourth level involves compliance and enforcement of the new rules 
and laws.

This synthesis aims to highlight the challenges and the implications of 
the Markets in Financial Instruments Directive (MiFID) and of its revision 
(MiFID II, MiFIR) on the efficiency of financial markets.

In Section 8.2, we underline the context in which MiFID was implemented 
to understand more broadly its initial objectives. Section 8.3 briefly intro-
duces the concept of financial markets efficiency as a key pillar of modern 
finance. At this level, the roles of market regulation within this concept will be 
brought forward. Section 8.4 presents the challenges and the key regulatory 
contributions of MiFID for the integration of the European financial markets 
in view of its objectives. Section 8.5 provides a first assessment of MiFID after 
2011 to identify the remaining challenges for MiFID II and MiFIR in order 
to face the G20 requirements after the global crisis of 2008. Section 8.6 stud-
ies the implications of MiFID and its revisions (MiFID II and MiFIR) on the 
efficiency of financial markets through the selection of major academic work 
undertaken on this subject. Section 8.7 concludes with a discussion on the 
remaining challenges.

1 The strategy 2020 is available at the following URL: http://eur-lex.europa.eu/LexUriServ/LexUriServ.
do?uri=COM:2010:2020:FIN:EN:PDF.
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8.2  Context in which MiFID was implemented 
and its first objectives

The London Stock Exchange’s Big Bang on 27 October 1986, with the 
Financial Services Act established under Margaret Thatcher’s government, was 
a rapid and complete deregulatory reform of the City market. The Big Bang 
was essentially a reprise of the deregulation of Wall Street in the 1970s. The 
main aims of the Act were to promote internationalization by allowing overseas 
firms to compete in London’s market, making the City more competitive in 
equity transactions and confirming London’s dominance in European markets.

Clemons and Weber (1990) underlines the main changes of this reform. 
It included an increase in the number of market participants, the opening 
to outsiders of ownership of stock exchange members, the breaking of the 
monopoly of brokers and the fixed brokerage commissions rule to make bro-
kers more competitive. Moreover, an electronic dealing system was put in 
place allowing proprietary transactions, eliminating the separation between 
brokers and market makers and making trading off the order book possible.

Prior to these reforms, the City of London had difficulties competing with 
foreign banking. New York became a leading global centre of finance with a 
deregulation policy, which was at its pinnacle in 1975 with the end of fixed 
commissions on transferable securities, allowing liquidity on the equity and 
bond markets. This had to be replaced within the international monetary sys-
tem context. For Thatcher’s government, the two problems behind the decline 
of London banking were overregulation and the old structure of the financial 
markets. The solutions chosen were the free market doctrines of competition 
and meritocracy. The effects of the Big Bang led to significant changes in the 
structure of the financial markets and their regulatory environment, with the 
creation of the Financial Services Authority.

In 2007, the Market in Financial Instruments Directive (MiFID) was 
implemented. MiFID entered into force in November 2007 as a core pillar 
in European financial markets integration. This directive governs the provi-
sion of investment services in financial instruments by banks and investment 
firms, the operation of traditional stock exchanges and alternative trading 
venues. By reinforcing and harmonizing the financial regulatory framework 
at European level, MiFID aims to reinforce the integration of the European 
financial markets by increasing the competitiveness and the efficiency of 
European financial markets without neglecting investor protection to reduce 
the cost of capital and to generate growth.
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After 2008, the global financial crisis and the European sovereign debt cri-
sis of 2009 reminded us that the dynamics of financial markets are an ongo-
ing process. Since the crisis, regulation has seemed to take over the vision of 
market structure itself, with a wide range of regulations impacting market 
structures all around the globe. The last global regulatory changes in the EU 
and in the USA are available in Table 8.1 in the Appendix.

The current trend is the reregulation of financial markets. This reregulation 
has to be placed in the institutional context of the G20 summits (Washington 
in 2008 and London and Pittsburgh in 2009). G20 was founded in 1999 
with the aim of studying, reviewing and promoting high-level discussions on 
policy issues to promote international financial stability.

The following non-exhaustive list focus on the most significant items for 
G20 financial reform after 2008. According to Véron (2014), it could be 
divided into two main following objectives:

 1. To tighten or strengthen the regulatory framework applying to entities or 
activities that had already been regulated before the crisis (a more demand-
ing framework for the Basel III accord since its initial exposition in 2010, 
special regulatory treatment of systemically important financial institu-
tions (SIFIs) and additional disclosure obligations for banks).

 2. To tighten or strengthen the regulatory framework applying to entities or 
activities that until 2008 were mostly outside the scope of regulators such 
as the over-the-counter (OTC) derivatives, executive compensation, credit 
rating agencies, hedge funds, shadow banking and financial benchmarks 
(LIBOR and other similar reference rates).

In this context, the European Commission proposed to revise MiFID 
on 20 October 2011 with the aim of making European financial markets 
more efficient, resilient and transparent to strengthen the protection of inves-
tors and to be consistent with the evolution of financial markets after 2008. 
Consequently, a proposal for a new directive (MiFID II),2 and a new regula-
tion (MiFIR),3 has been published to enter into force on 2 July 2014, with 
rules that should be applicable in 2018. The challenges and implications of 
MiFID relating to the efficiency of financial markets should be understood 
within this context.

2 The directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets 
in financial instruments and amending Directive 2002/92/EC and Directive 2011/61/EU is available at: 
http://eur-lex.europa.eu.
3 The regulation (EU) No 600/2014 of the European Parliament and of the Council of 15 May 2014 on 
markets in financial instruments and amending Regulation (EU) No 648/2012 is available at: http://
eur-lex.europa.eu.
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8.3  The efficiency of financial markets

Based on the existing literature, Cobbaut, Gillet, and Hübner (2015) sum-
marize the concept of market efficiency according to three points of view that 
underlie the role that the capital markets are expected to play in an economy:

 1. Allocation efficiency: A market is considered as efficient when the price of 
assets evolves in a way that equates the marginal rates of risk-adjusted 
return between all savers and investors. The role of a capital market here is 
to optimally allocate scarce savings to productive investments in a way that 
benefits everyone, and that no profitable project is given up due to a lack 
of capital (Bauer 2004).

 2. Informational efficiency: A market is informationally efficient if the asset 
prices incorporate, at each moment, all available information in order to 
reflect their underlying economic values.

 3. Operational efficiency: A market is said to be operationally efficient if the 
transaction costs are fixed at a level where the intermediaries (dealers and 
market makers) provide services at competitive profits.

These three situations of efficiency represented on Fig. 8.1 are interdepen-
dent but should not be confused in order to avoid misinterpretations.

8.3.1  Informational efficiency and the Efficient Market 
Hypothesis (EMH)

Fama (1965, 1970, 1991) has significantly contributed to the definition and 
empirical testing of the Efficient Informational-Market Hypothesis (EMH), 

Allocation
Efficiency

Informational
Efficiency

Operational
Efficiency

Fig. 8.1 The efficiency of financial markets
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which is a key assumption on which modern financial theory relies. This 
hypothesis is based on the random walk theory of asset prices introduced by 
Samuelson (1965), where the price changes are unpredictable in an informa-
tionally efficient market.

This idea was formerly proposed by Bachelier (1900) in his doctoral thesis. 
It illustrates that in an efficient market, at any point in time, the actual price 
of a security will be a good estimate of its intrinsic value and an accurate reflec-
tion of all available information. Fama (1991) proposed testing the informa-
tional efficiency of a market according to these three types of information:

 1. Weak-form tests of return predictability, where it is impossible to system-
atically beat the market by using historical data.

 2. Semi-strong form tests of event studies, where it is impossible to systemati-
cally beat the market by using publicly available information.

 3. Strong-form tests of confidential information, where it is impossible to 
systematically beat the market using any information, public or private. 
This concept is hard to test because it requires access to the private infor-
mation of all insiders.

Numerous tests of the EMH have suggested that information is reflected 
quickly and fully in prices confirming the semi-strong form of efficiency. 
Validation of this hypothesis does not need to confirm an efficient orders 
process but implies that the stock price movements are unpredictable. An 
informationally efficient market can have economically inefficient runs and 
crashes, so long as those crashes are not predictable.

The current paradigm of securities market regulation rests on the EMH, even if 
this hypothesis has been discredited by behavioural finance. Walter (2012) under-
lines that the EMH is still a stochastic convention for representing the markets as 
a martingale through the European prudential norms and in the directive MiFID.

8.3.2  Operational efficiency or the microstructure 
research area

From the operational efficiency point of view, the microstructure of finan-
cial markets has given rise to an abundant literature. O’Hara (1995) defines 
market microstructure as the study of processes and outcomes of exchanging 
assets under a specific set of rules. Microstructure theory focus on how the 
specific trading mechanisms affect the price formation process. According to 
Schreiber and Schwartz (1986), if the EMH refers to information efficiency 
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given the design of the market, the price discovery process refers to design 
efficiency given the frequency with which information arrives. Moreover, the 
authors underline that the serial dependences in stock price changes do not 
violate the EMH, if after taking into account the transaction costs, the pat-
tern is not concentrated enough for its exploitation to be economically viable. 
The autocorrelation of returns could be a manifestation of imperfections in 
our trading systems. In addition to the information changes and the liquid-
ity trading, the following factors could account for the price changes that 
we observe: the bid–ask spread, the thin limit orderbook, the market maker 
interventions and the workings of price discovery process.

When transactions are costly to make and necessitate effort from interme-
diaries, a market maker or a dealer should be compensated through a bid–ask 
spread around the underlying value of the asset. The market is still information-
ally efficient if the underlying value fluctuates randomly, as being the centre of 
the spread. When information arrives, both the bid and the ask prices should 
move to different levels, such that their average is the new equilibrium value.

When the conditioning information is “all public information”, the condi-
tional expectation is sometimes called the fundamental value or the efficient 
price of a security, approximated in the long run by random walks. According 
to Cochrane (2009), the martingale behaviour of asset prices is a classic result, 
arising in many economic models with individual optimization, absence of 
arbitrage or security market equilibrium. This result is contingent on assump-
tions of frictionless trading opportunities.

However, as mentioned by Hasbrouck (2006), this result is not appropriate 
in most microstructure applications. At this level, the improvement of market 
structures, described as the state of a market with respect to its competition, is 
necessary to ensure the viability and stability of markets. The technology inno-
vations, market fragmentation or consolidation, costs, volatility, transparency, 
policy interventions and regulations shape the market structure to ensure the 
competitiveness and efficiency of financial markets. At this level, the MiFID 
directive and its revision have key roles to play in the integration of European 
financial markets around its key objectives: competitiveness and efficiency.

8.3.3  Allocative efficiency

In order to be allocatively efficient, a market must meet the prerequisites of 
being both informationally efficient and operationally efficient. If all conditions 
are met, capital flows should direct themselves to the places where they will be 
the most effective, providing an optimal risk–return scenario for the investors.
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An allocation is Pareto efficient if there does not exist a possible redistribution 
which would make at least one person better off without harming another per-
son. In finance, this idea can be translated by the concept of optimal risk-shar-
ing. The concept of allocative efficiency is related to the investment choices of 
firms and to the consumption/saving decisions of consumers. The roles of infor-
mational and operational efficiencies on allocative efficiency through the study 
of private information and liquidity on price equilibrium have been studied.

However, it remains difficult to assess the part that is due to the informational 
component and the part that is due to the liquidity component in the price 
determination of financial assets. According to Shiller (2003), we should look 
at the stance we take up in relation to the presumption that financial markets 
always work well and that price changes always reflect genuine information. 
Behavioural finance should be integrated in order to understand how human 
behaviours and arbitrary feedback relations could fuel stock market booms and 
crashes, which could generate a real and substantial misallocation of resources.

While some economists deny that bubbles occur, it remains difficult to 
identify them with certainty and this concept could lead to arbitrary judge-
ments. Moreover, the causes of bubbles could be multiple and they often 
remain disputed. Among them, we could mention liquidity causes, inflation 
causes and the diverse social psychological factors that affect the behaviour 
of market participants. In the current non-conventional context, there is a 
considerable amount of research interest in understanding the interactions 
between asset prices, monetary policy changes and regulations.

 1. From the regulation point of view, financial regulation changes could play 
a critical role in the severity and consequences of bubbles. Bubbles could 
lead to the failure of financial regulation by outlining five dynamics 
(Gerding 2014): the regulatory stimulus cycle, compliance rot, regulatory 
arbitrage frenzy, procyclical regulation and promotion of investment herd-
ing, which could affect the financial institution leverage and the supply of 
credit-fuelling bubbles, and making the markets vulnerable to a crash.

 2. From monetary policy changes, Rigobon and Sack (2004) estimated the 
response of asset prices to changes in monetary policy through a new estimator 
that is based on the heteroscedasticity existing in high-frequency data. The 
results indicate that an increase in short-term interest rates results in a decline 
in stock prices and in an upward shift in the yield curve that becomes smaller 
at longer maturities. On the opposite side, a too cheap interest rate could rein-
force instabilities with bubbles on the financial markets and real estate mar-
kets. The prices of assets could no more reflect their fundamental realities. This 
situation could become perverse if the central banks have to lead the dance, as 
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the thoughts of investors themselves should make the market. To make the 
financial markets efficient, investors need to assess properly their risks instead 
of believing that the central bank will be their saviour of last resort. To the 
extent this happens, the markets could fail to provide risk-sharing for indi-
viduals and access to risk capital for firms and entrepreneurs in the long run.

However, beyond monetary policy, there are also budgetary and fiscal poli-
cies. At European level, most member states of the EU participate in eco-
nomic and monetary union (EMU) based on the euro, but most fiscal and 
budgetary decisions remain at national level. Therefore, although the EU has 
a monetary union, it does not have a fiscal union. At this level, the EU Treaty 
adopted the Stability and Growth Pact among members of the Eurozone to 
coordinate the fiscal policies of Member States.

This one defines an excessive budget deficit as one that is greater than 3 
% of gross domestic product (GDP) and public debt is considered exces-
sive under the Treaty if it exceeds 60 % of GDP without diminishing 
at an adequate rate (defined as a decrease of the excess debt by 5 % per 
year on average over three years). Its extension is the Treaty on Stability, 
Coordination and Governance (TSCG) signed in March 2012, which 
introduces a new fiscal discipline through three pillars: the fiscal compact, 
economic policy coordination and their convergence with the governance 
of the Eurozone.

8.4  The challenges and the key regulatory 
contributions of MiFID

MiFID reinforces the competitiveness and the efficiency of European finan-
cial markets, as it is a continuation of the Single European Act signed at 
Luxembourg on 17 February 1986.

This act was the first major revision of the 1957 Treaty of Rome, opening 
the path to the Treaty on the European Union in 1992, which established 
a single market through the creation of an area without internal frontiers, 
thereby ensuring the free movement of persons, goods, services and capital 
in accordance with the provisions of this Treaty. It came into effect on 1 July 
1987 under the Delors Commission.4

The launch of the euro at the end of the 1990s, the Council Directive 
93/22/EEC on investment services in the securities field and the Financial 

4 For a review of the European challenges post-1992, see Jacquemin, Wright and Silberston (1994)
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Services Action Plan of 2005 were major milestones for European economic 
and financial integration in that they tackled currency and regulatory segmen-
tation. With the euro, the Eurozone is at least an economic and monetary 
union with an independent monetary policy, which makes fixed exchange 
rates impossible according to Mundell (1961), but capital can move freely. 
Mundell developed a theory around optimum currency areas that underlay 
the key necessary features of a monetary union in order for it to endure. It is 
necessary to put in place specific mechanisms for adjustments to absorb the 
asymmetrical shocks that affect only some of its countries. Without a mon-
etary devaluation being possible, the solution proposed by the author is a per-
fect mobility of production factors. If this solution is not totally possible, the 
monetary union should make possible budgetary transfers within the union 
to reduce disequilibria in order to allow the convergence of economic policies 
and to continue economic and monetary union. What remains needed at this 
level is the will to accomplish the convergence of economic policies and agree-
ments on those convergences.

In the meantime, financial integration is particularly important within the 
economic and monetary union. The Eurosystem, according to Praet (2012), 
defines financial integration as a situation whereby there are no frictions that 
discriminate between economic agents in their access to the investment of 
capital, particularly on the basis of their location.

At this level, MiFID plays an important role because it improves the 
remaining challenges of the Investment Services Directive (ISD) with those 
of the passport system. We have decided to present the main contributions 
of MiFID and the main challenges facing it around four pillars: the com-
petitiveness and efficiency of financial markets, the investor protection, the 
transparency and quality of the markets, and the supervision and enforcement 
of financial regulations.

8.4.1  Challenges around the competitiveness 
and the efficiency of financial markets

To face the challenges around the need for more competitiveness and efficiency 
in the European financial markets, it was necessary to abolish the monopoly 
of traditional stock exchanges, to remove obstacles to the free circulation of 
capital among European countries and to encourage the emergence of an inte-
grated and competitive trading infrastructure. At this level, MiFID abolished 
the possibility for Member States to require all trading in financial instru-
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ments to take place on national traditional exchange places by suppressing the 
rule of national concentration of orders.

Moreover, it introduced new market players with the introduction of alter-
native venues, such as Multilateral Trading Platforms (MTFs) and Systematic 
Internalizers (SIs) alongside the traditional exchange places to execute securi-
ties transactions. SIs are financial institutions which decide to internalize the 
matching of client orders without putting out the orders on the regulated 
market. This change aims to enable European-wide competition between 
traditional exchange places and alternative venues to eliminate barriers to 
cross-border trading and to inject competition into the European investment 
services industry.

8.4.2  Challenges around the investor protection

The challenge was also to grant banks and investment firms a strengthened 
European passport for providing investment services across the EU in com-
pliance with both organizational and reporting requirements as well as com-
prehensive rules designed to ensure better investor protection. This change 
was aimed at improving due diligence through the development of business 
 conduct rules in the internal organization of financial institutions. At this 
level, some rules concern the definition of a “best execution policy” for the 
orders of clients and a classification of clients according to their level of finan-
cial knowledge in order to provide appropriate financial advice. Investor pro-
tection was needed to attract new investors to the EU capital markets and to 
encourage sustainable growth.

This directive affects the internal organization of financial institutions from 
the front office to the back office with impact at pre-trade, execution and 
post-trade levels of the transaction. The organizational requirements concern 
also the skills of the managerial teams and information on the shareholders 
and members who exercise a qualifying holding on an investment firm or a 
significant influence on the management of a regulated market.

The investment firms and the regulated markets must undertake their 
responsibilities in order to prove their compliance with the directive in their 
work processes. At this level, the identification of possible conflicts of interest 
and the procedure to manage them has to be clearly established. A risk man-
agement approach must be developed among actors concerned by MiFID 
in order to identify the significant risks which could impede their appropri-
ate functioning. Investment firms have to organize internal control processes 
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with an independent internal audit department. Regulated markets have to 
facilitate the finalization of transactions in an efficient way and with suffi-
cient financial resources. Moreover, MiFID requires firms to categorize clients 
according to clear procedures to assess their suitability for each type of invest-
ment product. The appropriateness of any investment advice or suggested 
financial transaction must be verified before being given. The different cat-
egories are the following:

 1. Eligible counterparts are supposed to have expertise in the field of invest-
ments as they operate on the financial markets. They do not benefit from 
specific protection.

 2. Professional clients have competences to evaluate the risks and to make 
their investment decisions. They have to communicate less information 
and there is less protection than for retail clients.

 3. Retail clients benefit from an increasing level of protection.

The investment firm has to assess risk profile through the collection of infor-
mation on each client in order to propose appropriate products and services. 
Specific information also has to be communicated to the clients depending 
on their category.

8.4.3  Challenges around transparency and the quality 
of markets

The directive requires transparent and non-discretionary rules to ensure a fair 
and ordered negotiation process through the definition of a best execution 
policy with objective criteria to obtain the best possible result in the execution 
of an order for a client, unless there is a specific request from the client. The 
best possible outcome includes the execution price, cost, speed, likelihood of 
execution, likelihood of settlement and any other relevant factor. This policy 
is applicable for orders coming from professional and retail clients.

From the pre-trade transparency point of view, MiFID requires that opera-
tors of continuous order matching systems aggregate order information on 
liquid shares available at the five best price levels on the buy and sell side and 
that on quote-driven markets, the best bids and offers of market makers are 
available. From the post-trade transparency point of view, MiFID requires 
firms to publish the price, volume and time of all trades in listed shares, even 
if executed outside a regulated market, unless certain requirements are met to 
allow for deferred publication.
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8.4.4  Challenges around the supervision 
and the enforcement of the financial regulation

Firms willing to benefit from the European passport have to be authorized 
and regulated by their “home state” competent authority. The firm is then 
able to use the MiFID passport to provide services to customers in the other 
European Member States.

The European passport means that the investment firm can exercise its 
activities within the EU under the permanent control of the home country 
regulatory authority if the investment firm has an approval from that national 
authority. The home country is the country where the investment firm, the 
credit firm or the regulated market has its headquarters or head office. The 
transparency of transactions will be toward the home country regulatory 
authority, which will organize information exchanges with other regulatory 
authorities concerned by the transactions. In order to facilitate and accelerate 
cooperation and information exchange, the Member States have to choose an 
authority that will be a contact point for this directive.

8.5  A first assessment of MiFID 
with the remaining challenges for MiFID II 
and MiFIR

In 2011, a first assessment of the directive MiFID was achieved. Increasing 
competition between venues in the trading of financial instruments has 
occurred, with more choices for investors in terms of service providers and 
available financial instruments. Moreover, several technological advances with 
high frequency trading (HFT) and algorithmic trading (AT) have been devel-
oped. Finally, transaction costs have decreased and integration has increased. 
However, this more competitive landscape has given rise to new challenges:

 1. The benefits from this increased competition have not flowed equally to all 
market participants and have not always been passed on to the end inves-
tors, retail or wholesale. The market fragmentation implied by competi-
tion has also made the trading environment more complex, especially in 
terms of collection of trade data. The absence of a consolidated tape since 
MiFID’s initial introduction in 2007 has impacted the buy-side traders. 
They are suffering from a decline in the quality of market data that drives 
their investment decisions, which could reinforce uncertainty on the 
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markets. Moreover, the issuers have difficulties in rebuilding their liquidity 
on the markets.

 2. The market and technological developments have outpaced various provi-
sions in MiFID. The common interest in a transparent level playing field 
between trading venues and investment firms was undermined.

 3. The financial crisis of 2008 has exposed weaknesses in the regulation of 
instruments other than stocks, such as bonds and derivatives, traded mostly 
between professional investors through Over-The-Counter (OTC) mar-
kets. This crisis has also underlined that the challenges concerning the 
organization of financial markets are beyond the EU and should be studied 
with a more international approach.

 4. The rapid innovations and growing complexity in financial instruments 
underline the importance of an up-to-date high level of investor protec-
tion. As AT and HFT have grown rapidly, they have increased the com-
plexity of the market dynamics. A current controversy concerns the extent 
to which they improve or degrade the functioning of financial markets and 
also influence market volatility and the risk of instability.

 5. Finally, the sovereign debt crisis of 2009 in the EU has exposed weaknesses 
in EU governance that affect the viability and the solidarity of the EU. The 
situation of Cyprus in 2013 and the situation of Greece in 2015 have made 
us question what has been accomplished around the integration of 
European financial markets.

In October 2011, owing to the crisis context and to improve the drawbacks 
of MiFID, the European Commission put forward proposals for revising 
MiFID, with the aim of establishing a safer, sounder, more transparent and 
more responsible financial system and more integrated, efficient and com-
petitive European financial markets.5 A proposal for a new directive (MiFID 
II) and a new regulation (MiFIR) were published on 20 October 2011. The 
directive evolved from a set of rules to protect retail investors (MiFID) to a 
set of proposals to increase transparency among the fragmented European 
trading venues (MiFID II/MiFIR). The objectives of MiFID II are mainly to:

 1. Reinforce supervisory powers.
 2. Make financial markets more robust and efficient.
 3. Increase transparency of both equity and non-equity markets.
 4. Introduce a stricter framework for commodity derivatives markets.
 5. Strengthen investor protection.

5 See the following regulation COM(2010)301 Final. For further details see: http://ec.europa.eu.
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The revision of MiFID through MiFID II and MiFIR has been a way of 
delivering G20 commitments after the crisis of 2008 and tackling the less 
regulated and more opaque parts of financial systems, improving the orga-
nization, transparency and oversight of various market segments, especially 
in those instruments traded mostly OTC,6 complementing the legislative 
proposal on OTC derivatives, central counterparts and trade repositories.7 
Improvements are also required to enhance transparency on commodity 
derivatives markets in order to ensure their hedging and price discovery 
functions.8

The main modifications covered by MiFID II/ MiFIR are underlined in 
the factsheet from Linklaters (2014) available in Table 8.2 in the Appendix. 
Briefly, on one side, MiFID II amends specific requirements regarding the 
provision of investment services, the scope of exemptions from the current 
Directive, the organizational requirements for investment firms and trad-
ing venues, the authorization and ongoing obligations applicable to the 
providers of data services, the powers available to competent authorities, 
and the sanctions and rules applicable to third-country firms operating via 
a branch. Important parts are dedicated to HFT, to OTC market obli-
gations through Organised Trading Facilities (OTFs) and to supervision 
mechanisms.

On the other side, MiFIR sets out requirements in relation to the disclo-
sure of trade transparency data to the public and of transaction data to com-
petent authorities and it removes the barriers to non-discriminatory access to 
clearing facilities. It also sets out requirements in relation to the mandatory 
trading of derivatives on organized venues, the specific supervisory actions 
regarding financial instruments, the positions in derivatives and the provision 
of services by third-country firms without a branch.

In line with recommendations from the de Larosière Group and the conclu-
sions drawn by the ECOFIN Council, the EU has committed to minimize, 
where appropriate, discretions available to Member States across European 
financial services directives, in order to establish a single rulebook for European 
financial markets across all areas covered by the review of MiFID.9

6 See the following regulation COM (2009) 563 Final. For further details see: http://ec.europa.eu.
7 See the following regulation COM (2010) 484. For further details see: http://ec.europa.eu.
8 See the following regulation COM (2011) 656. For further details see: http://ec.europa.eu.
9 See the following regulation COM (2011) 656 Final. For further details see: http://ec.europa.eu.
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8.6  The implications of MiFID and MiFID II/MiFIR 
on the efficiency of financial markets

The implications of MiFID have been studied mainly on the operational effi-
ciency side through the microstructure research area, but this regulation has 
brought spillovers on the informational and allocative sides of financial mar-
ket efficiency. The following list of academic research is not exhaustive but 
helps us to highlight some of the main MiFID efficiency implications. For 
MiFID II and MiFIR, it is a bit too early to assess their implications, because 
the rules will be implemented in 2018. Nevertheless, some implications may 
be anticipated. We have structured these implications around four pillars of 
market microstructure research: the developments of market structures, the 
design rules, information and its disclosure, and the interface of microstruc-
ture with other areas of finance.

8.6.1  Developments in market structures: 
The implications of the suppression of the national 
order flow concentration rule 
and of the introduction of alternative venues 
(MTFs, SIs and OTFs) on the liquidity

This directive is related to the introduction of the Regulation of National 
Market Securities (Reg NMS) in the USA with the objective of enhancing 
competition on the financial markets. Petrella (2010) presented a comparison 
of both regulations around microstructure principles to show that the EU 
and the USA adopt different provisions with respect to the best execution 
duty, the consolidation of market data and the disclosure of execution qual-
ity information. It appears to be more effective for the USA in strengthening 
competition for order flow among trading venues.

A consolidated tape of transactions has been available in the USA since 
1976, whereas the situation is quite different in the EU.  This could be 
because of the structure of the European financial markets, which are diverse 
in terms of securities exchanges, central securities depositories and central 
counterparty clearing statistics, as we can observe from the statistics of the 
European Central Bank (2014) on Fig. 8.2. This diversity represents the dif-
ferent European economies. However, a certain level of consolidation seems 
apparent through the additional statistics on Securities Exchanges, Central 
Securities Depositories and Central Counterparty Clearing, available in 
Fig. 8.5 up to Fig. 8.10 in the Appendix.
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Market structures and design rules are critical to understanding the price 
formation process in financial markets. The major objectives of a stock 
exchange are to provide liquidity and price discovery functions. In this sec-
tion, we will focus on the implications of market structures changes brought 
about by MiFID with regard to liquidity. Price discovery implications will be 
discussed in the following section, through an analysis of developments in 
design rules.
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Fig. 8.2 Securities Exchange Statistics: Number of participants (Source: ECB - June 
2015)
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There are several dimensions of liquidity. An asset is considered to be liquid 
if it can be converted to cash with ease. According to Krishnamurti (2009), 
liquidity can be measured by the cost of trading an asset for cash immedi-
ately, broken down into explicit costs (brokerage commissions and taxes) and 
implicit costs (rounding of prices, bid–ask spreads, market impact effects and 
imperfections in the price determination process). A liquid market is char-
acterized by its breadth (existence of orders in substantial volume), its depth 
(existence of orders on both sides of the market near the current equilibrium 
price) and its resiliency (responsiveness of new orders to price changes caused 
by temporary order imbalances). A market is not resilient when the order flow 
does not quickly adjust to errors in price discovery.

At this level, we can observe that with the introduction of MiFID in 2007, 
there is a significant evolution of the Fidessa Fragmentation Index (FFI) for 
the CAC 40 index since 2008 on Fig. 8.3. The FFI is defined as the inverse 
of the sum of squares of the market shares of each individual trading venue, 
and it is often used to measure the level of competition in an industry. An 
index of 1 means that the stock is traded at one venue. Once the FFI of a 
stock exceeds 2, it means that its liquidity has fragmented to the extent that 
it no longer belongs to its originating venue. The causes of the fragmentation 
induced by MiFID are related to the abolition of the national order con-
centration rule and the introduction of the possibility of executing transac-
tions on alternative venues through the MTFs and the SIs. On Fig. 8.4 and 
Table 8.1, we can observe the transaction execution mode for the CAC40 
Index in 2013.

Several studies had been undertaken to study the implications of the aboli-
tion of the national order concentration rule and the introduction of alter-
native trading venues on the operational efficiency of financial markets, and 

51.99%43.29%

2.50% 2.20%

Lit trading Off trading Dark Pools (DPs) Systema�c Internalisers (SIs)

Fig. 8.4 Transaction execution mode for the CAC 40 Index in 2013 (Source: Fidessa)
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more specifically on the improvements in market liquidity. According to 
Doumayrou (2008), the effects of MiFID on liquidity could be difficult to 
anticipate. On one hand, the increased competition could decrease transac-
tions costs but on the other hand, the order flow fragmentation could decrease 
liquidity. Fleuriot (2010) underlines that the impacts on liquidity should be 
mitigated owing to the global financial crisis of 2008 and the fact that a mul-
titude of factors could impact the liquidity of markets.

According to Cherbonnier and Vandelanoite (2008), the number of 
SIs on liquid securities listed on Euronext Paris could be between five and 
ten in the medium term, and represented 5 % of turnover on CAC 40 
securities per annum. Moreover, the institutional investors could carry out 
around 6 % of their annual turnover on MTFs organized as crossing sys-
tems. However, this analysis underestimates the volume likely to be lost by 
Euronext owing to the block trades executed in the orderbook and those 
executed outside the orderbook by non-residents (not subject to reporting 
requirements) or by residents on another regulated market (such as SEAQI) 
not being included.

Gresse (2010a) looked at four monthly periods to compare market liquidity 
before and after the entry into effect of MiFID, based on two samples of non-
financial large caps from the FTSE 100 and the CAC 40 and a third sample 

Lit trading 2013 (%)
Euronext Paris 32,29
BATS Chi-X CXE 10,75
BATS Chi-X BXE 1,69
Turquoise 4,63
Euronext Amsterdam 0,93
Off trading 2013 (%)
Boat Xoff 28,24
Swiss Exchange 7,41
Euronext OTC 3,78
LSE Xoff 2,97
LSE 0,45
Dark pools 2013 (%)
Instinet BlockMatch 0,25
Posit 0,36
BATS Chi-X BXE 0,41
BATS Chi-X CXE 0,44
UBS MTF 0,63
Systematic 

internalisers
2013 (%)

OMX OTC SI 0,02
Boat SI 2,15
SI 0,07

Table 8.1 Transaction execution mode for the  
CAC40 Index in 2013 (Source: Fidessa)
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of non-financial mid-caps from the SBF 120. The order-flow fragmentation 
reached substantial levels but it was less pronounced among the mid-caps of the 
SBF 120. The results of this paper underline that the primary markets continue 
to dominate the European securities trading landscape with a significant decline 
in price spreads among trading venues, which is relatively proportionate to the 
strength of competition at the cost of a reduced depth at best limits. According 
to Gresse (2010a), competition and the rise in AT have resulted in orders being 
more broken up, reducing the average transaction size and the frequency of 
trading, whereas the quote changes have increased greatly.

Gresse (2014b) underlines that in Europe three trading platforms have 
become significant players. Their joint market share exceeds 30 % of lit trad-
ing volumes. Regulated dark pools do not execute more than some 5 % of 
total trading volumes and OTC trading makes a large share of total volumes. 
According to Gresse (2014b), price quality does not appear to be significantly 
affected by market fragmentation in the European stock markets, which 
improves liquidity for global traders who connect to several platforms and 
provides greater liquidity gains on large capitalization stocks.

Foucault and Menkveld (2008) study the rivalry between Euronext and 
the London Stock Exchange (LSE) in the Dutch stock market. Their main 
findings are that the consolidated limit order book is deeper after entry of the 
LSE and a higher trade-through rate in the entrant market coincides with less 
liquidity supply in this market cross-sectionally. The fragmentation of order 
flow can enhance liquidity supply, and protecting limit orders against trade- 
throughs is important.

Schacht, Cronin, Allen, and Preece (2009) also find that fragmentation has 
not had a detrimental effect on markets overall, based on a sample of 44 stocks 
issued by Europe-based companies in the Dow Jones Stoxx 50 index. The 
average bid–ask spreads have slightly fallen at the aggregate level, in particular 
amongst the UK stocks. However, according to Fleuriot (2010), we should 
be prudent when assessing changes in spreads because they could be contra-
dictory. The Federation of European Securities Exchanges (FESE) observed a 
widening of spreads in 2008 and 2009. In fact, according to Fleuriot (2010), 
the spreads both grew and narrowed over the period. Spreads narrowed slightly 
over the period as a whole since November 2007. The key question is whether 
the widening of spreads between September 2008 and January 2009 was an 
exceptional event or the result of an increase in volatility, which doubled over 
the period from November 2007 to June 2009, compared to the period from 
the beginning of 2006 to November 2007.
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8.6.2  Developments in the design rules: The implications 
of the Best Execution policy and financial 
innnovations on price formation and the price 
discovery process

8.6.2.1  Developments in the design rules and the Best execution 
policy

As set out in Schreiber and Schwartz (1986), the major regulatory objectives 
for a securities market are:

 1. To assure a fair and honest market.
 2. To increase competitive efficiency in the provision and pricing of broker/

dealer services.
 3. To enhance market efficiency with regard to the price discovery function.

A major securities market regulatory problem is that, in large part, the three 
regulatory objectives are not mutually consistent. This conflict of objectives 
is closely related to the regulatory dilemma noted by Bloch and Schwartz 
(1978), where enhancing the efficiency of competition in the market for bro-
ker/dealer services can impair the efficiency of competition in the market for 
the stocks that are traded and vice versa. As underlined by Schwartz (2013), 
achieving a price discovery of high quality has remained a woefully neglected 
regulatory goal, while considerations such as providing transparency on trans-
actions and competition in the marketplace have received the lion’s share of 
regulators’ attention.

For any financial marketplace, a key economic function is to find the price 
of a security; this function is reinforced with the mark-to-market accounting 
requirements. Markets are known for providing liquidity and price discovery, 
as mentioned by O’Hara (2003). If liquidity refers to the matching of buyers 
and sellers and the emergence of a spread to compensate the middleman, it 
is largely accepted that the price discovery process involves the incorporation 
of new information into the asset prices as defined by Schreiber and Schwartz 
(1986).

This definition of the price discovery process is completed by the mar-
ket search for a new equilibrium price. The price that should be discovered 
is defined as a value that best reflects a broad array of buy and sell desires, 
namely an equilibrium value. This function of price discovery for a market 
has attributes of “public good.” The question of how the fragmentation in 
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its temporal and spatial aspects impacts the accuracy of the price discovery 
process is an interesting one, and remains a big challenge for the integration 
of European financial markets.

From the spatial fragmentation point of view, some studies have studied 
the contribution of trading venues to price discovery for cross-listed stocks 
in the EU after the implementation of MiFID. Harris and Di Marco (2012) 
underline that the price discovery efficiency in London and Paris has declined 
with the fragmentation of order flow post-MiFID.  However, according to 
Aitken, Sensenbrenner, and Harris (2010), there is no price discovery migra-
tion away from the central exchange with the fragmentation of financial mar-
kets in London. After a stark clearing and settlement fee schedule change by 
Chi-X, a surprisingly large information impounding was attributable to the 
migration of high-frequency traders to Chi-X. At this level, it should be inter-
esting to study the parameters that influence these changes.

The CFA underlines, through a survey, the difficulty in obtaining a com-
plete and clear picture of market prices in the EU. Of the survey respondents, 
70 % concluded that dark pools are problematic for price discovery, while 68 
% agreed that market fragmentation has created difficulties in trade reporting 
obligations. According to the CFA, these results support the necessity of a 
consolidated tape for quote and trade data for the European equity markets.

The impact of temporal fragmentation, known as order fracturing, on 
the price discovery process has been less studied in the post-MiFID context. 
However, this fragmentation could increase the informational non-fulfilment 
and runaways, particularly with the arrival of HFT and AT.

In absence of a consolidated tape for the European financial markets, it 
is particularly difficult to assess the best execution policy duty required by 
MiFID.  Moreover, its multicriterion approach makes its evaluation more 
complex. However, this approach is important to permit the channelling of 
orders to the most efficient market.

8.6.2.2  Developments in design rules and financial innovations

Under MiFID II, the rules designed to address the financial stability risks 
posed by the HFT and AT will also require investment firms and the opera-
tors of trading venues to enhance their systems, processes and controls. One 
of the key areas that MiFID II will address at this level is the so-called flash 
crashes for which the regulators are asked to investigate market abuses related 
to HFT. A flash crash is a very rapid, deep and volatile fall in security prices 
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occurring within an extremely short time period as defined by Bozdog, 
Florescu, Khashanah, and Wang (2011).

Two notable flash crashes in the current decade took place on 6 May 2010 
and 23 April 2013. HFT is an algorithmic form of trading which entails 
using extraordinarily high-speed order systems and algorithms for automated 
decision-making. All processes in HFT should be operated in a short period 
of time. HFT could be considered as one reason for flash crashes, but there 
are some studies which show that other factors can be regarded as the main 
reasons. Cohen and Schwartz (2001) underlined the importance of call auc-
tions as a mechanism to equalize informational sources and time reactions in 
order to determine a unique price. This point is particularly important with 
the HFT phenomenon, where speed is an advantage in the trading.

There are two different views towards HFT. One group, supporters of HFT, 
argues that it provides liquidity to markets, reduces volatility in most circum-
stances and enhances the price discovery process. The other group, more scep-
tical, argues that the liquidity provided by HFT is false and that it can vanish 
during periods of market stress. Zhang (2010) finds that HFT is negatively 
associated with the market’s ability to incorporate news about a firm’s funda-
mentals into asset prices by exaggerating otherwise sound price reaction and 
by increasing the stock price volatility. While the HFT may reduce volatility 
most of the time, it is also responsible for periodic flash crashes, brief periods 
of extremely high volatility (Brogaard, Hendershott, and Riordan 2014). One 
of the risks in the HFT environment that market makers have to face is the 
risk of adverse selection.

Adverse selection refers to a market process in which undesired results occur 
when buyers and sellers have asymmetric information. In Easley, Lopez de 
Prado, and O'Hara (2012a), the authors introduce the concept of order flow 
toxicity, which helps to study the risk of adverse selection within the HFT 
context. In this paper, it is stated that the order flow is toxic when it adversely 
selects market makers, who may be unaware that they are providing liquid-
ity at a loss. To measure the order flow toxicity, Easley, Lopez de Prado, and 
O'Hara (2012a) and Easley, Lopez de Prado, and O'Hara (2012b) present the 
Volume Synchronized Probability of Informed Trading (VPIN) metric.

This metric is a new procedure to estimate the probability of informed trad-
ing based on volume imbalance and trade intensity. VPIN is an update of the 
well-known PIN model of Easley, Kiefer, O'Hara, and Paperman (1996) with 
four main characteristics: the broader definition of information, sampling 
in volume-time, bulk classification of buys and sells and the incorporation 
of trade size according to Abad and Yague (2012). Some interesting results 
obtained in Easley, Lopez de Prado, and O'Hara(2012a) are the following:
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 1. When the VPIN is low, the subsequent absolute returns are also low (when 
absolute returns are large the immediately preceding VPIN was rarely 
small).

 2. When VPIN is high, the conditional distribution of subsequent returns is 
much more dispersed. It takes persistently high levels of VPIN to reliably 
generate large absolute returns.

 3. VPIN anticipates a large proportion of extreme volatility events, and 
toxicity- induced volatility seems to be a significant source of overall 
volatility.

 4. High levels of VPIN signify a high risk of subsequent large price move-
ments, deriving from the effects of toxicity on liquidity provision.

This liquidity-based risk is important for market makers who directly bear 
the effects of potential toxicity, but it is also significant for traders who face 
the prospect of toxicity-induced large price movements. One important con-
sequence of using the VPIN metric is the possibility of reducing volatility 
clustering. Since large price moves are associated with large volumes, sam-
pling by volume, which is an important characteristic of VPIN metric, can 
therefore be viewed as a proxy for sampling by volatility.

Easley, Lopez de Prado, and O'Hara (2012a) have shown that with volume 
sampling we get a collection of observations whose distribution is closer to the 
normal and is less heteroskedastic than it would be if we sampled uniformly in 
clock-time. Therefore, this approach can be seen as an alternative to GARCH 
models in capturing volatility clustering. The VPIN metric could be a useful 
tool to help to reduce and capture market risk for market makers and traders 
in a context of HFT and AT. The authors also believe that the VPIN could 
alert market regulators to an impending flash crash. However, not everyone 
agrees (Andersen and Bondarenko 2014).

Nevertheless, the debate around VPIN or no VPIN should be useful as 
MiFID II introduces closer regulation and monitoring of algorithmic trading, 
imposing new and detailed requirements on algorithmic traders and the trad-
ing venues on which they trade.

8.6.3  Information and disclosure: The implications 
for the transparency and the quality of markets

Madhavan (2000) defines market transparency as the ability of market par-
ticipants to observe information about the trading process. Differences in 
trade disclosure across markets may induce order flow migration, affecting 
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the liquidity and price discovery functions of the markets. Transparency is a 
major factor for electronic dealing systems in ensuring the quality of financial 
markets. However, as transparency rules change, it could impact the behav-
iour of market participants and affect the degree of market informational 
efficiency. As mentioned by Harris (2003): “the traders are often ambivalent 
about transparency because they favour transparency when it allows them to 
see more of what other traders are doing, but they oppose it when it requires 
that they reveal more of what they are doing. Generally, those who know the 
least about market conditions most favour transparency. Those who know the 
most oppose transparency because they do not want to give up their informa-
tional advantages.”

From the regulation point of view, the art is finding the degree of transpar-
ency on the markets that is compatible with the consolidation of transactions 
and the fragmentation of markets and players, and thereby encourages com-
petition. To address the impacts of fragmentation on market quality issues in 
the USA, O’Hara and Ye (2011) use the SEC Rule 605 data, which is a set of 
execution metrics that must be reported monthly on a per stock basis by all 
execution venues in the USA. It allows comparison of execution quality (effec-
tive spreads, realized spreads and execution speeds) and price efficiency quality 
(short-term return volatility, variance ratio tests and return autocorrelations).

In Europe, Gresse (2014a) presents an empirical analysis of the effects of 
market fragmentation on price quality, which is measured by price inefficiency 
coefficients (PICs) based on the variance ratios for a sample of European large 
and medium capitalization stocks. Gresse (2014a) underlines that there is no 
clearly significant impact of market fragmentation observed on the price qual-
ity, except for the PICs based on 1-s to 5-s return variance ratios.

Boneva, Linton, and Vogt (2015) investigate the effects of fragmentation of 
equity trading on the quality of trading with a focus on volatility, liquidity and 
volume for the FTSE 350 stocks over the period 2008–2011, following the 
implementation of MiFID. They find that volatility is lower in a fragmented 
market when compared to a monopoly, and that trading volume at the LSE 
is lower but global trading volume is higher if order flow is fragmented across 
multiple venues. According to these authors, the decline in LSE volume can 
be attributed to the visible fragmentation, while the increase in global volume 
is down to dark trading.

With MiFID II, no more than 8 % of an individual stock in the EU should 
be traded in dark pools. The issue is that it could potentially impede trading 
of large institutional orders in Europe. Pricing behaviour of SIs introduced 
in the post-MiFID context have been little studied from the market quality 
improvement point of view. Hautcoeur, Lagneau-Ymonet, and Riva (2010) 
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underline that regulated markets should be entrusted at European level with 
a general interest mission of centralization, consolidation and publication of 
the post- and pre-trade information considered as a public good, without the 
possibility that economic development will be harmed.

From the transparency and the quality of markets points of view, MiFID II 
and MiFIR have a specific mission in order to tackle the G20 commitments. 
The biggest change will be on the derivatives markets and on the bonds mar-
kets, with the introduction of OTFs in order to move more OTC derivatives 
and bonds trading on to these trading venues. Consequently, the OTC trad-
ing or off-trading without any supervision of the exchange should be signifi-
cantly reduced. Moreover, MiFID II will increase transparency for derivatives 
commodities in order to reduce speculation on these markets, with new dis-
closures, position reporting rules and quantitative limits on positions for both 
investment firms and the operators of trading venues.

Lastly, MiFID II should establish a regime for a European consolidated 
tape. One of the aims of MiFID II and MiFIR is to ensure that Regulated 
Markets (RMs), MTFs and OTFs have the same transparent rules and proce-
dures, in order to build a fair and orderly trading environment with the set-
ting of objective criteria for an efficient execution of orders and an obligation 
of a transparent, fair and non-discriminatory fee structure for these trading 
venues.

At this level, the European Securities and Markets Authority (ESMA), 
created in 2010 in Paris, aims to safeguard the stability of European finan-
cial markets and to address shortcomings in European financial supervision. 
This European supervisory authority comprises the market regulators of the 
Member States of the European Economic Area, a European Commission 
representative, a representative of the European Banking Authority (EBA) 
and a representative of the European Insurance and Occupational Pensions 
Authority (EIOPA).

This new European authority has key roles to play in the regulation 
and supervision of financial markets and is involved in setting common 
standards and practices in regulation and supervision, in issuing opinions 
for regulation and in building shared interpretations of European legisla-
tion through its recommendations and guidelines for national regulators. 
The aim is to harmonize regulation on the financial markets with specific 
missions around investor protection and to monitor the development of 
innovative financial solutions. At this level, it is important to maintain 
independent supervision.
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8.6.4  Market microstructure interfaces with the other 
areas of finance

As underlined by Madhavan (2000), the market microstructure affects asset 
values and price efficiency, and it also has important implications for the other 
areas of finance: asset pricing (through liquidity as a factor in expected returns 
and other behavioural explanations), corporate finance (through pricing of 
initial public offerings (IPOs) and stock splits) and international finance 
(through American depositary receipts (ADRs) and multiple share classes, 
cross-border flows and the microstructure of foreign exchanges markets with 
the hot potato models and the exchange rates movements).

8.7  Conclusion : United in diversity after the Big 
Bang and the crisis of 2008 ?

This widening of the European markets could be quite risky from the inves-
tor protection and efficiency points of view in the current context facing 
the Member States of the EU.  The fragmentation of liquidity within the 
European markets may be a reality and causes some damage. At this level, 
Modigliani and Perotti (2000) underline that when the minority inves-
tors rights are poorly protected, the ability of firms to raise equity capital is 
impaired, leading to less finance for new ventures, and the provision of fund-
ing shifts from risk capital to debt and to a predominance of intermediated 
over market finance.

According to Hamon, Jacquillat and Saint Étienne (2007), stock exchange 
consolidation is an inevitable process in a globalized world where capital flows 
are at the forefront of globalization through the increase in liquidity and the 
decrease in transaction costs. They mention that the development of com-
munication and information technology is important at this level because 
it makes possible the electronic interconnection of order books to organize 
a system of competing markets that most effectively replicates the impact 
of consolidation of supply within a single market. Therefore, compatibility 
is possible between the consolidation of transactions and the fragmentation 
of markets and players, which encourages competition. However, Hamon, 
Jacquillat and Saint Étienne (2007) stress the importance of having appropri-
ate supervision; otherwise the concentration of orders is detrimental to com-
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petition and leads to an increase in the margins of stock exchange operators, 
which in turn restricts the growth in volume of transactions.

As for the efficiency of financial markets, the key question is whether the 
best execution policy introduced under MiFID allows the channelling of 
orders to the most efficient market. At this level, few studies have been under-
taken. This is perhaps because it is extremely difficult to test it in the current 
pre- and post- trading environment with no consolidated tape and an increas-
ing level of HFT and AT. At this level, the organization of the post-trading 
environment will have important implications.

With the crisis of 2008 and the European sovereign debt crisis of 2009, 
we have seen that the EU has some problems of governance to overcome in 
order to ensure the viability and the stability of the EU, composed as it is of 
28 Member States. Consolidating financial integration and enhancing the 
future financial stability of European financial markets remain big challenges 
for the future.

“United in Diversity” is the official motto of the EU, adopted in 2000, and 
this is a perfect representation of a game where cooperation is possible despite 
the existence of diverging preferences. It means unity without uniformity and 
diversity without fragmentation. Let us hope that Europe will find its path to 
more integrated and efficient European financial markets in order to reduce 
the cost of capital, to generate growth and to reinforce international competi-
tiveness within the EU without neglecting the rights and duties of its citizens 
and investors.
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8.8  Appendix

Fig. 8.5 Securities Exchange Statistics: Value of executed trades in millions of 
Euros (Source: ECB - June 2015)
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Fig. 8.6 Central Counterparty Clearing: Number of participants (Source: 
ECB - 2015)
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Fig. 8.7 Central Counterparty Clearing: Number of cash (outright) securities 
transactions in thousands (Source: ECB - 2015)
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Fig. 8.8 Central Securities Depositories: Number of transactions in thousands 
(Source: ECB - 2015)
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Fig. 8.9 Central Counterpart Clearing: Value of cash (outright) securities transac-
tions in billions of Euros (Source: ECB - 2015)
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Fig. 8.10 Central Securities Depositories: Participation (End of period) (Source: 
ECB - 2015)

Table 8.2 Global regulatory changes

Date
Status of (de)
regulatory change Regulatory change description

1986 London Big Bang Deregulation of the UK financial markets
1988 First Basel Accord 

signed
Publication of a set of minimum capital 

requirements for banks
1994 Riegel-Niel Interstate 

banking and 
branching 
efficiency Act

Restore the laws' competitiveness with the 
recently relaxed laws governing state 
chartered banks.

1996 FED reinterprets 
Glass-Steagall Act

Allowing bank holding companies to own 
investment bank affiliates with up to 25 % of 
their business in securities underwriting.

1999 European Financial 
services action plan 
(FSAP)

The Financial Services Action Plan (FSAP) is a key 
component of the European Union's attempt 
to create a single market for financial services.

(continued )

 R. Gillet et al.



  185

Date
Status of (de)
regulatory change Regulatory change description

1999 Gramm-Leach-Bliley 
Act

An Act to enhance competition in the financial 
services industry by providing a prudential 
framework for the affiliation of banks 
securities firms and other financial service 
providers and for other purposes

2000 Commodities futures 
modernization Act

Modernization regulation of financial products 
known as over-the-counter derivatives.

2004 Basel II published Amend international standards that controlled 
how much capital banks need to hold to 
guard against the financial and operational 
risks banks face.

2004 Regulatory National 
Market System – 
Reg NMS

Set of rules proposed by the SEC to modernize 
and strengthen the regulatory structure of the 
U.S. equity markets adopted under Section 
11A of the Securities Exchange Act of 1934.

2007 Markets in Financial 
Instruments 
Directive published

This directive governs the provision of 
investment services in financial instruments by 
banks and investment firms and the operation 
of traditional stock exchanges and alternative 
trading venues.

2008 On set of global 
recession

Reregulation move of the financial markets

2009 G20 meeting in 
Pittsburgh

It commits governments to improve 
transparency of the OTC Derivatives Markets

2010 Dodd – Frank Wall 
Street Reform and 
Consumer 
Protection Act 
signed

An Act to promote the financial stability of the 
United States by improving accountability and 
transparency in the financial system to end 
too big to fail to protect the American 
taxpayer by ending bailouts to protect 
consumers from abusive financial services 
practices and for other purposes.

2012 Volcker rule 
published

The rule is often referred to as a ban on 
proprietary trading by commercial banks 
whereby deposits are used to trade on the 
bank's own account, although a number of 
exceptions to this ban were included in the 
Dodd-Frank law

2012 European Market 
Infrastructure 
regulation (EMIR) 
passed into law

A European Union regulation designed to 
increase the stability of the over-the-counter 
(OTC) derivative markets throughout the EU 
states

Table 8.2 (continued)

(continued )
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Date
Status of (de)
regulatory change Regulatory change description

2013 Dood – Frank swap 
dealer registration 
and swap data 
repository 
deadlines

Swap data repositories (SDRs) are new entities 
created by the Dodd – Frank Wall Street 
Reform and Consumer Protection Act (Dodd- 
Frank Act) in order to provide a central facility 
for swap data reporting and recordkeeping 
where all swaps whether cleared or uncleared 
are required to be reported to registered SDRs

2013 Phased 
implementation of 
rules for Basel III 
begins

Basel III is a global voluntary regulatory 
framework on bank capital adequacy stress 
testing and market liquidity risk.

2014 FATCA withholding 
begins

The Foreign Account Tax Compliance Act 
(FATCA) is a United States federal law 
requiring United States persons (including 
those living outside the U.S.) to have yearly 
reported themselves and their non-U.S. 
financial accounts to the Financial Crimes 
Enforcement Network (FINCEN) and requires 
all non-US (Foreign) Financial Institutions 
(FFI's) to search their records for suspected US 
persons for reporting their assets and 
identities to the US Treasury.

2017/2018 MiFID II/MiFIR 
implementation 
expected

The legislation in the form of a Directive that 
recasts MiFID (MiFID II) and a new Regulation 
(MiFIR) is one of the most important pieces of 
the post crisis regulatory reform puzzle.

2019 Vickers reforms 
deadline

With the Liikanen report, one of three 
proposed models for changing the structure of 
banks: Volcker in the US, Vickers in the UK and 
Liikanen in the European Union. Liikanen 
proposes that banks’ trading business should 
be placed in separate subsidiaries.

2019 Basel III Capital, leverage and liquidity requirements 
effective

Table 8.2 (continued)
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9
The Evolution of Insurance Regulation 

in the EU Since 2005

Pierre-Charles Pradier and Arnaud Chneiweiss

9.1  Introduction

While the consequences of the 2008 financial crisis seem to roll away, with 
many countries either back to growth or facing different problems, there is 
still a common tendency to blame the financial sector for the grim economic 
situation of the Eurozone, as if every financial institution bore a portion of 
liability for high unemployment, low investment and poor economic outlook. 
Some seem even more liable than others: in a report to the G20 members, 
the International Monetary Fund (IMF) (2009) chose to study the cases of 
Northern Rock, Lehman Brothers and American International Group (AIG). 
Is this to say that the insurance sector is responsible for one-third of the mis-
fortunes of the time? This would be highly questionable. Nevertheless, there 
is a widespread idea that strong regulation of the insurance sector is needed to 
improve overall welfare. In the European Union (EU), the legal framework has 
shifted from the “Solvency I” set of third generation EU directives (2002/13/
EC for non-life insurers and 2002/83/EC for life insurers) implemented in 
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2004 to Solvency 2 (S2), passed in November 2009 as directive 2009/138/EC, 
eventually implemented from 1 January 2016 after many delays. Meanwhile a 
European Insurance and Occupational Pension Authority (EIOPA) was cre-
ated in 2010 together with banking (EBA) and market (ESMA) counterparts 
to enforce the law and supervise the corresponding actors. To what aim?

The International Association of Insurance Supervisors (IAIS) issued in 
2011 “insurance core principles” (later ICP) defining the objectives of super-
vision: “maintaining a fair, safe and stable insurance sector for the benefit and 
protection of the interests of policyholders” (IAIS 2013c p. 4). Decoding is 
needed to understand that “fair” is related to market or conduct regulation, 
“safe” to solvency regulation and “stable” to the system-wide consequences of 
firm-level problems, hence systemic risk.1 The EU Commission, on the other 
hand, takes into account a broader picture, where regulation aims at eco-
nomic growth and employment through adequate microeconomic incentives 
(DG ECOFIN 2007). European regulation, though, must also develop the 
European single market, while the insurance sector still appears fragmented at 
country level. A true European insurance market is needed to enable students 
and workforce to move freely inside the EU; it would make local innovation 
available at EU level; it would thus benefit employment and growth.

In order to analyse in due detail the aforementioned themes, the remainder 
of the chapter is organized as follows: Sect. 9.2 deals with market regulation; 
Sect. 9.3 is concerned with solvency; Sect. 9.4 with systemic risk; Sect. 9.5 
summarizes the costs of regulation and their consequence; while Sect. 9.6 
looks at the consistency of the whole and offers some further developments 
and alternatives.

* * *

9.2  Market Regulation

Market regulation is related to business conduct, comprising both business- 
to- business and business-to-consumer relationships. We will review price 
regulation (Sect. 9.2.1) and explicit consumer protection (Sect. 9.2.2) before 

1 The recent reference paper on insurance regulation in the Handbook of insurance (Klein 2014) uses dif-
ferent words to address the same issues: “(1) catastrophe risk, (2) competition and (3) systemic risk,” with 
catastrophe being connected to solvency, competition to market and conduct and systemic risk being 
obvious. See also recital (16) of S2: “The main objective of insurance and reinsurance regulation and 
supervision is the adequate protection of policy holders (…) Financial stability and fair and stable mar-
kets are other objectives of insurance regulation.”
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turning to solvency, which can be understood as a particular form of con-
sumer protection.

9.2.1  Price Regulations

Back in the 1980s or early 1990s, insurance firms were in many continen-
tal European countries under close supervisory tutelage since EU member 
states could introduce “laws, regulations or administrative provisions con-
cerning, in particular, approval of general and special policy conditions, of 
forms (…) of premiums…” (Dir. 1988/357/EC on non-life insurance art. 18, 
Dir. 1990/619/EC on life insurance art. 12). The 1992 Directives terminated 
this “interventionist era” and abolished prior approval of prices and forms (see 
especially art. 39 of Dir. 1992/49/EC on non-life and art. 29 of Dir. 1992/96/
EC on life insurance). By that time, 31 US states also had prior rate approval 
for automobile insurance (Harrington 2002 p.  292). The rationale for the 
EU’s liberal move was the inefficiency of prior approval; as Harrington later 
brilliantly summed up: “There is little or no evidence that prior approval on 
average has a material effect on average rates for any given level of claim costs. 
This finding is consistent with an inability of rate regulation to reduce average 
rates materially and persistently in competitively structured markets without 
significantly reducing product quality or ultimately causing widespread exit 
by insurers” (Harrington 2002 pp. 310–311).

In fact, some marginal price regulation remained, such as the compulsory 
“bonus” system in France (code des assurances A. 121); the basic idea behind 
it was to allow comparison of prices over time, a feature now rendered use-
less by Internet price comparison sites and on-demand contract termination 
(enabled by the recent 2014-344 law on consumption in France). The stron-
gest point on pricing policy, though, was made by the European Court of 
Justice ruling of 1 March 2011  in the Test-Achats case (C-236/09), which 
gave insurers until 21 December 2012 to change their pricing policies in order 
to treat individual male and female customers equally in terms of insurance 
premiums and benefits. The scope of the ruling has since then been thought 
(Rego 2015) as encompassing all topics covered by Article 21 of the Charter 
of Fundamental Rights of the European Union (2000/C 364/01): “Any dis-
crimination based on any ground such as sex, race, colour, ethnic or social 
origin, genetic features, language, religion or belief, political or any other 
opinion, membership of a national minority, property, birth, disability, age 
or sexual orientation shall be prohibited.” It is now uncertain whether place 
of residence will remain a valid basis for price discrimination after the EU 
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commission decided in July 2015 to probe Eurodisney for charging Northern 
European customers more (Barker 2015). But the general idea is this: the 
supervisor is no longer  supposed to decide on insurance prices; only the prin-
ciples of pricing policy are amenable to regulation according to general non-
discrimination principles.

The overall effect of the liberalization of insurance marketing since the 
1990s seems quite satisfactory. Table 9.1 shows that the price of insurance 
grew overall at almost the same pace as general inflation, with property-
casualty insurance (as exemplified by dwelling and transport insurances) even 
slower than Consumer Price Indices, and health insurance growing faster since 
health expenses outpaced other consumption items in the EU. Appendix 9.1 
shows that prices in the EU grew not as fast as in the European Economic 
Association, for instance, indicating that EU regulation could be better than 
its neighbour countries’. Now if we look at price convergence in the EU, the 
Eurostat Harmonised Index of Consumer Prices (see Appendix 9.1) is not 
precise enough, since it provides only variations, not absolute levels; hence all 
we can learn is that Eastern Europe (apart from Romania and Bulgaria) experi-
enced a relative fall in prices, which can be interpreted as convergence toward 
Western European prices. It seems difficult to go farther than this conjecture, 
since average price for insurance contracts computed by most member states’ 
insurance associations do not feature the same guarantees from one coun-
try to another. Overall, the general moderation of prices tends to show that 
competition is working better than under the previous overdone supervision. 
Until recently, academic evidence interpreted the Internet as a disciplining 
device: Brown and Goolsbee (2002) had shown that the use of the Internet 
significantly reduced the price of insurance products which were offered 
through online channels, and hence were amenable to easy comparison. This 
evidence has been recently challenged by theoretical papers (Edelman-Wright 
2015; Ronayne 2015), which proved that price comparison websites do not 
warrant the desirable properties of perfect competition (e.g. a unique price for 
a given service); furthermore these sites add their margin to the price paid by 
the consumer, which has a significant negative welfare impact. The combined 
effect has to be taken into account, not before business models in distribution 
are stabilized after further innovation likely to happen in the coming years.

Table 9.1 Evolution of insurance prices 1996–2014 as percentage of CPI

Average Dwelling Health Transport Other

104.26 91.07 164.43 99.58 186.86

Source: Eurostat, HICP COICOP CP125

202 P. Pradier and A. Chneiweiss



Our inquiry so far proves that consumer protection issues have changed 
dramatically since the 1980s: with increased competition, overpricing is no 
longer a concern for the supervisor. Concern remains on misinformation and 
misselling on the one hand dealt with by “conduct authorities,” while on 
the other hand “prudential authorities” focus on solvency (Sect. 9.3, below), 
which might become an issue when contracts are underpriced (see also Plantin 
and Rochet 2007).

9.2.2  Consumer Protection

Most new rules pertaining to consumer protection are related to information: 
S2 articles 183 to 186 list precisely what information should be included in 
the contracts. Moreover, the Packaged Retail and Insurance-based Investment 
Products (PRIIPs, Regulation EU1286/2014) defines the set of key facts 
(assembled in a Key Information Document or KID), which should be pro-
vided to retail customers by investment product manufacturers; the num-
ber of pre-sale obligations also rise (from 29 to 102 according to Insurance 
Europe). The Insurance Distribution Directive (Directive EU 2016/97 due 
for implementation in national law in 2018) will force brokers to disclose 
the incentives and remuneration given to them by insurance companies. This 
normative approach is in fact different from prior form approval, as it existed 
before 1992, since consumer information is now in a process of being harmo-
nized among member states, not the contractual clauses themselves.

It should be emphasized that a common legal framework does not imply 
uniform supervision, as recent history has shown: the appointment of Martin 
Wheatley as head of the Financial Conduct Authority of the United Kingdom 
in 2011 was seen as a symbol of an especially tough stance, which now seems 
to have reached its limits in the UK (FT 2015). Martin Wheatley had a per-
sonal record of solving a difficult case at Hong Kong’s Securities and Futures 
Commission, where thousands of savers lost money in complex structured 
products linked to Lehman Brothers. George Osborne, the UK Chancellor 
of the Exchequer, chose him to broker a solution in the Personal Protection 
Insurance (PPI) misselling crisis, as more than 1 million complaints have 
already been filed against intermediaries for various misselling of these products 
(which were usually sold to people who already enjoyed an income insurance 
in case of illness or unemployment, or were sold on wrong promises). The boss 
of the Financial Conduct Authority (FCA) set up a simplified  process, which 
enabled the plaintiffs to get their money back (FCA 2014). As of May 2016, 
more than 15 million complaints have been filed, leading to more than £23.8 

9 The Evolution of Insurance Regulation in the EU Since 2005 203



billion in redress being paid since 2011.2 Never had such a large sum been paid 
as the result of a financial regulator’s decision. The need for funding led to price 
increases in the UK (see Appendix 9.1), which appeared to be detrimental to 
the consumer in the long run; this ultimately led Wheatley to resign.

The punitive approach is still fashionable on the Continent, especially in 
France, where every foreign example is followed rigorously:

 1. the French Conseil d’Etat decision n° 353885 (23 July 2012) about loan 
insurance mimics the FCA approach to PPI,

 2. the French and Belgian action in favour of dormant life insurance con-
tracts is inspired by the reparation of Nazi Germany crimes against the 
Jews.

In France, complaints against loan insurance are very common, and the 
PPI is a regular reference among commentators. There is an undeniable prob-
lem as competition between banks crushed their profit margins, so most of 
the money they make when lending is on loan insurance: a typically per-
verse situation which has led to many complaints. In 2012, the Conseil d’Etat 
eventually settled the pending cases by deciding that (1) a section of the code 
des assurances (article A. 331–3) was illegal before an ordinance of 23 April 
2007 was issued to correct the problem; and (2) no redress was to be awarded, 
since decision 307089 of 5 May 2010 by the same Conseil d’Etat had already 
established that only a clause in the contracts (which was banned by the afore-
mentioned article A. 331–3) could have justified such redress. In the end, the 
Conseil did not go far enough to make the State liable for its past error, but 
the symbolic aspect of the decision was widely commented upon.

The French and Belgian action about dormant life insurance contracts has 
its origin in the action taken in reparation for Aryanization by Nazi Germany. 
An International Commission on Holocaust Era Insurance Claims was set up 
in 1998 (ICHEIC 2007b), which eventually permitted the award of more than 
$300 million to 48,000 claimants (ICHEIC 2007a). In Europe, the Directive 
2002/83/CE included some provisions to enable the claims to be processed; 
they were translated in France by law 2005-1564 15 December 2005 and in 
Belgium by the 24 July 2008 law, after an independent  commission reported 
on the extent of looting of Jewish property during the war (Buysse 2008). 
Hence a one-off reparation of past injustices led to a permanent jurispru-
dence with non-negligible consequences: in France alone, two more laws 
were passed to settle the case of dormant insurance contracts (law 2007-1775, 

2 https://www.fca.org.uk/consumers/financial-services-products/insurance/payment-protection-insur-
ance/ppi-compensation-refunds.
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17 December 2007 and 2014-617, 13 June 2014). Media coverage boasted 
billions retained by the insurers while the vice-president of the supervisor 
(ACPR, the Autorité de contrôle prudentiel et de résolution) claimed the insur-
ers to have behaved “scandalously” (Le Monde 2013), but no formal impact 
assessment was performed; in the end, the French legal provisions organize 
the custody of dormant contracts via the state-owned Caisse des Dépôts before 
they are taken over after 20 years: the State is so much concerned by customer 
protection that it has appointed itself as perpetual trustee. Apart from these 
good intentions, the main result for the time being has been administrative 
penalties imposed upon some insurance companies by ACPR, the largest so 
far in French history.3

* * *

Since the liberal reform of 2002, Europe has been relying on effective com-
petition to achieve price discipline in the insurance sector, with apparent suc-
cess. Consumer protection is now seen by European authorities as provision 
to the prospect or consumer of exhaustive product information. Recently, 
some national insurance supervisors or regulators have taken a tougher stance, 
which contrasts with a legal approach aimed at European harmonization. Let 
us look now more precisely at the solvency regulation, which is designed to 
enforce the policyholder’s right to indemnification.

9.3  The Solvency II Process

The S2 regulatory package contains provisions for consumer protection, but 
as the name implies, its main focus is on solvency. We introduce the objec-
tives and features of the regulatory package (Sect. 9.3.1) before we review the 
positive aspects (Sect. 9.3.2) and the more controversial, still unsolved issues 
(Sect. 9.3.3).

9.3.1  Objective and Features of the Solvency II Package

The proposed directive was introduced with an accompanying document (EC 
2007) that looks like an extended set of recitals, stating four weaknesses of the 
then current regulatory regime and four objectives for the planned one:

3 €10 million for Cardif on 7 April 2014, €40 million for CNP on 31 October 2014, €50 million for 
Allianz on 19 December 2014.
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 1) Weaknesses of existing regime

 a) (w1) Lack of risk sensitivity (the capital requirement of Solvency I was 
a function of premia or claims, not of the effective risk faced by insur-
ance institutions);

 b) (w2) Restriction of the single market (Solvency I “sets out minimum 
standards that can be supplemented by additional rules at national 
level”) ;

 c) (w3) Insufficient supervision of conglomerates and groups;
 d) (w4) Lack of convergence with both the banking regulation (i.e. Basel) 

and the international standards (as promoted by the International 
Association of Insurance Supervisors) leading to the possibility of regu-
latory arbitrage.

 2) Objectives of planned reform

 a) (o1) Deepen the integration of the EU insurance market;
 b) (o2) Enhance the protection of policyholders and beneficiaries;
 c) (o3) Improve the international competitiveness of EU insurers and 

reinsurers;
 d) (o4) Promote better regulation;

 3) One should now add

 (a) (o5-r), financial stability, which was not a major issue in 2007, but 
became the main concern of policymakers when the crisis broke out 
and took momentum.

While o4 seems an obvious objective for any concerned lawmaker and o1 
seems to respond to w2 by extending the scope of the EU regulation (thus 
leaving less to do at the national level to prevent regulatory arbitrage between 
countries), o3 and o2 might appear conflicting as the protection of policy-
holders raises the cost function of the insurers, while greater international 
competitiveness could only be achieved by extracting a higher profit from 
the domestic consumers. Alternatively, the idea behind the reform package is 
simply that insurance buyers are paying to be sure that they will get relief in 
case of an unfortunate event; in other words they are buying the insurance 
company’s solvency. Better regulation (o4) can then warrant solvency (hence 
the name) and thus raise consumer satisfaction in order to improve insurer 
competitiveness.
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The constraints w4 and w3 determine S2 to converge with the banking 
sector regulation to guarantee conglomerates are correctly monitored and to 
prevent regulatory arbitrage between sectors. Hence the architecture of the 
new reform looks very much like the then-in-force Basel II standards, with 
three “pillars”4:

• Pillar 1—quantitative (capital) requirements—includes market-consistent 
valuation of the balance sheet leading to a risk-sensitive (w1) assessment of 
capital requirements.

• Pillar 2—is relative to corporate and risk governance.
• Pillar 3—is concerned with disclosure and transparency requirements.

More precisely, Pillar 1 introduces deep changes with former practices:

 1. All assets and liabilities obey a market consistent valuation (art. 75).5 
Insurance liabilities that cannot be valued using market prices are split into 
a best estimate (current estimate of expected cash flows, discounted using 
the risk-free yield curve) and a risk margin (costs of ensuring that the capi-
tal needed to support the insurance obligations, based on a cost-of-capital 
rate given by the supervisor).

 2. Then a Solvency Capital Requirement or SCR is calculated as the sum of 
partial risks plus correlation factors. For every risk class, an assessment is 
made of the loss that may arise with a 0.5 % probability over the next 12 
months6: this is the (100%–0.5 %=) “99.5% 1-year Value-at-Risk.”

4 Although neither the pillars themselves nor their designation appear in the Directive, every analytical 
introduction to Solvency II describes these pillars by analogy with Basel II.
5 Prudential accounting standards are specific, albeit close to IFRS 4 “phase I,” which are compulsory for 
listed companies and will be replaced by “phase II,” likely to be implemented in 2019 after two exposure 
drafts in 2010 and 2013. For a comparison of the two standards, see Visser and McEneaney (2015).
6 The solvency capital requirement is such that it must provide the insurance firm with enough of its own 
funds to absorb the operating loss that could occur 199 years out of 200 (if the financial future is consis-
tent with the observed history since 1971). Conversely, there is only a one in 200 chance that the solvency 
capital requirement is not enough to overcome the operating loss.

This operating loss can be computed with an internal model authorized by the relevant supervisor or 
with the standard formula as the sum of partial risks (EIOPA 2014) broken down into three categories 
(basic SCR, operational risk and adjustment); BSCR features six modules and 35 sub-modules, every one 
being the Value-at-Risk at 99.5 % of the corresponding risk. The standard formula takes correlation into 
account, through the definition equation:
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 3. If the own funds (classified in three tiers according to their quality) are 
below SCR, then the supervisor should take appropriate action.

 4. Minimum Capital Requirement (MCR) is a lower threshold7: if the own 
funds are insufficient to cover MCR, immediate and ultimate supervisory 
action is triggered.

Pillar 2 (art. 40–50) defines the central Own Risk Self Assessment (art. 45) 
and imposes strong requirements on the key functions (art 41–49: actuarial 
function, internal audit, internal control, risk management plus governance), 
which should be performed by fit and proper persons. Pillar 3 defines specific 
prudential accounting standards as well as disclosure modes to the supervisor 
(art. 27–39, revised in Omnibus) and to the public (art. 51–56).
This important regulation had a mixed reception.

9.3.2  Positive Interpretation

By comparison with other regulatory frameworks, S2 was generally welcomed 
by academics. In particular, Doff (2008), Holzmüller (2009), Lorent (2010) 
among others, compared the planned reform to other frameworks by apply-
ing a set of criteria: EU solvency appears to clearly dominate the US regula-
tions, and does marginally better than the Swiss in some respects, as their 
summary table shows.

These criteria, while being somewhat shared among insurance academic 
specialists, are not aligned with the Insurance Core Principles as defined by 
the IAIS, for instance (IAIS 2013c). There is some overlapping among the 
sets of criteria, though: for instance item 1 “getting appropriate incentives,” in 
Holzmüller is connected to ICP7 (corporate governance) and ICP17 (capital 
requirements); item 2 is reminiscent of ICP16 (ERM for solvency purposes)8 

 BSCR SCR SCR
i j

i j i j=
= =
åå
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35

1

35

r ,  

where ρ
i , j denotes the linear correlation coefficient between SCRi (for sub-module i) and SCRj provided 

by the supervisor.
7 Article 129 of the Directive introduced calculation principles for the MCR, which were rather vague, 
and article 130 enabled the Commission to adopt implementing measures. The final rules (Delegated 
Regulation EU 2015/35 art 248–253) are far more complex than the usually alleged “1-year 85% VaR” 
of the original Directive. The most striking feature of the complete rule set is that MCR is not fully risk-
sensitive. To be more precise, MCR is the maximum of a linear formula (involving mostly technical 
provisions of the company) and of 25 % of the SCR, capped at 45 % of the SCR.
8 Cf. 16.16.13 “risk sensitive regulatory financial requirements should provide the incentive for optimal 
alignment of the insurer’s risk and capital management and regulatory requirements.”
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and ICP17; item 3 is relative to preliminary impact assessment which should 
meet, among others, ICP17 at a micro level and ICP24 at a macro level; item 
4 is also connected to ICP24; item 5 is related to ICP14 (valuation); and so on.

Preliminary impact assessment generally concluded that sound principles 
were correctly implemented by the projected reform, and that they would 
enable more effective competition and supervision, leading to healthier insur-
ance firms and better pricing of products, hence a higher demand and con-
sumption of insurance products, leading to enhanced consumer satisfaction 
with a positive impact on growth, as academic research such as Outreville 
(1990) and Webb et al. (1992) had shown. While “the direct macroeconomic 
effect of Solvency II would be rather marginal,” the study ordered by the European 
Commission in 2007 concluded that the process would lead to better efficiency 
and better European integration of both the insurance industry and the finan-
cial markets (DG ECOFIN 2007). The ECB was more prudent in identifying 
possible short- to medium-term issues (see below Sect. 9.5.3). In the long term, 
though, the effect was to be positive for the aforementioned reasons. It should 
be emphasized that, in comparison with the Basel regulation for banks (see 
Pradier and El Khalloufi in Chap. 15, this volume), the impact studies were 
mostly qualitative, with no precise forecasting of impact on the EU economy.

The a priori impact assessments were then supplemented by a series of 
Quantitative Impact Studies (QIS) : five rounds have been carried out by the 
former insurance supervisor committee (CEIOPS) and voluntary insurers, 
from 2005 to 2010. The summary information shown in Table 9.2 deserves 
interpretation:

 1) QIS and QIS2 were reviews intended to set up the methodology and new 
accounting rules. Hence not all participating firms were able to compute 
even the best estimate of insurance liabilities, let alone the probabilistic 
distribution thereof (needed to provide percentiles). Increased participa-
tion between QIS and QIS2 resulted in a falling response rate.

 2) QIS3 and later were true calibration experiences, testing the practicability 
of the standard formula among various social forms, such as insurance 
groups and mutual insurers.9

 3) In QIS4 and QIS5, a significant share of the participants used internal 
models, so that their output should be compared to the result of using the 
standard formula.

9 QIS3 noted about the mutual insurers that a “severe fall was detected in their financial position and this 
might be an insolvable issue because of the limited possibilities these firms have in raising own funds” 
(p. 23). Additional reflection was thus devoted about the mutuals’ specific capitals through supplemen-
tary member calls to be tested in QIS4.
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 4) QIS5 involved 50 % of all EU insurers totalling 85 % of underwritten 
premiums and 95 % of insurance provisions. 4.6 % of the participants did 
not meet the MCR, which triggers “immediate and ultimate supervisory 
action.”

This latter figure was both very high, as it meant 116 companies should be 
resolved or have their portfolio transferred, and rising quickly in comparison 
with QIS4, where the MCR failure rate was 75 % lower. QIS5 was therefore 
a turning point in the preliminary assessment, with a significant deterioration 
of the companies’ solvability. While this can be partly attributed to the con-
sequences of the financial crisis, it could be feared that smaller, more fragile 
insurance undertakings surfaced with the extension of the sample, hence even 
more should follow among the 2,500 remaining firms who did not take part 
in QIS5.

As a result, an additional impact study was performed under the title 
Long- Term Guarantees Assessment (LTGA), testing a few scenarios to fine-
tune S2. While S0 provides the baseline scenario (S2 as of the 2009 Directive), 
S1 introduced some accounting changes so that the failure rate was kept at a 
more reasonable level. 10 % is still a very high failure rate, in comparison with 
the historical values recompiled for 2004 and 2009, even if one keeps in mind 
that the assessment did not make use of (generally less demanding) internal 
models. The latest simulation to date, a set of stress tests conducted in late 
2014 (EIOPA 2014), also showed a high level of SCR/MCR violation (respec-
tively 14–16 % and 6%–8 %) in unstressed scenario, climbing up to 44 % in 
the case of stress. Meanwhile, critics became increasingly vocal.

9.3.3  Criticism

The advent of a protracted financial crisis interfered with the consulta-
tion and deployment process and displayed disappointing consequences 
of the planned framework. Critical features included procyclicality and 
the feedback loop between accounting rules and capital requirements  
(Sect. 9.3.3.1), impact on investments (Sect. 9.3.3.2) and (Sect. 9.3.3.3) 
low predictive power of the capital requirements. While the appropriateness 
of a bank-based prudential model is still controversial, we save this criticism 
for later discussion (see Sect. 9.4).
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9.3.3.1  Accounting-Capital Requirements Feedback Loop

In stark contrast with the lenient preliminary impact assessment (DG 
ECOFIN 2007), some economists issued a critical appraisal of the interac-
tion between market value accounting and capital requirements: the Glachant 
et al. (2010) volume by the French economic council (the prime minister’s 
counselling team) issued an early warning shot. First, Valla (2010) recalled 
that an investor with liquidity constraint might be forced to sell his assets in 
order to get cash; if forced to do so in time of trouble, he would be caught 
in a feedback loop: I need some cash therefore I sell assets, but by doing so I 
increase the excess supply of assets, which leads to falling prices and the need 
to sell more assets in order to obtain the same amount of cash, and so on. As 
Rodarie (2010) shows, the business model of insurance (with inverted pro-
duction cycle) normally leads to positive cash flows; hence no liquidity con-
straint should be experienced unless the firm is poorly managed, in which case 
the supervisor should intervene before the liquidity problem arises. Eventually, 
thinking in terms of liquidity constraints is just like thinking all insurers are 
doing badly, which does not seem a sound basis for supervision.

Lombard and Mucherie (2010) advance a step further, showing that the 
combination of market valuation of asset and one-year value-at-risk (VaR) 
actually transforms the risk of feedback loop into certain procyclicality: when 
the balance sheet of the insurance company is assessed according to market 
value, the value of the asset side will follow the economic cycle, while the 
liabilities (being mostly insurance provisions) will stay steady; hence the own 
funds fluctuate according to the cycle (while the target SCR is approximately 
constant). Insurance firms will then need to build up capital requirements in 
the downturns. If they cannot raise any more own funds, they will need to sell 
part of their asset to diminish their SCR. In the first case, they will crowd out 
other borrowers, hence negatively contributing to the long-term financing of 
the economy. In the second case, they will start fire sales that could cause mar-
ket crash according to Valla’s feedback loop model. In both cases, the capital 
requirements are procyclical and only add problems in time of crisis.

In the same volume, La Martinière (2010) shows that Value-at-Risk (VaR) 
is not intrinsically perverted: if one-year VaR means that we consider stress 
on the economic environment while the assets set to be held to maturity (of 
the corresponding liabilities, as stocks, for instance, do not have an intrinsic 
maturity) are valued at their “long-term” price, then the procyclicality would 
disappear. The problem is that most supervisors interpreted one-year VaR to 
be computed on the liquidation value of assets, which leads to procyclicality. 
Once again, this would mean that all insurance firms are supervised in a way 
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which contradicts their business model. Overall, the Glachant volume calls 
for changes in accounting rules, in order to limit the prudential undervalua-
tion of assets needed for long-term financing (mostly stocks and securitized 
assets) as well as the volatility of the whole balance sheet.

The facts proved the authors of the 2010 volume to be correct. As we have 
seen, from QIS5 on (2010), worsening market conditions led to rising SCR 
for life insurance companies so that many of them were no longer able to cover 
their SCR (Planchet Leroy 2012), as the 2014 stress tests ultimately showed 
(Table 9.2). The same authors diagnosed that the standard formula incentiv-
ized sovereign bonds against other instruments: this is another line of criticism.

9.3.3.2  Long-Term Financing and Asset Concentration

The distribution of investments of the insurance firms dramatically changed 
in the last ten years as Table 9.3 shows. Between 2005 and 2013,10 the relative 
weight of shares fell by almost 50 % (or 18 percentage points) while bonds, 
particularly sovereign securities, rose by a comparable amount: the private 
sector has been losing billions of potential funding to EU states. Given the 
primary importance of the insurance sector in the funding channels of the 
EU economies, this could lead to severe consequences regarding the financ-
ing of long-term growth. Laas and Siegel (2015) have shown this tendency 
to be a direct result of the standard formula, which imposes far higher capital 
requirements on stocks than on sovereign debt, thus negating the benefits of 
the formers’ excess return.

10 No satisfactory consolidated regional data exist beyond 2012 since the ECB and OECD statistics rely 
on different typology (for instance, OECD statistics usually consider a significant share of “other” invest-
ments which have to be broken down). The state-level data confirm that the 2012 level is still valid in 
2015 for many countries.

Table 9.3 Distribution of investments of EU insurance firms

2000 2005 2010 2011 2012 2013

Land and buildings 5.24 % 4.2 % 3.1 % 3.1 % 3.1 % 3.4 %
Participating interests 3.80 % 4.4 % 6.3 % 6.2 % 7.9 % 7.8 %
Shares and variable yield 36.72 % 37.5 % 31.0 % 30.9 % 21.0 % 19.5 %
Debt securities and 

fixed-income
30.98 % 35.7 % 41.6 % 41.8 % 50.4 % 52.4 %

Loans, including mortgages 16.36 % 10.6 % 10.7 % 10.3 % 13.2 % 13.6 %
Deposits 1.07 % 2.4 % 2.5 % 2.4 % 1.3 % 1.4 %
Other investments 5.84 % 5.3 % 4.8 % 5.5 % 3.0 % 1.8 %

Source: Insurance Europe
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It seems difficult to disentangle the combined effects of a major financial 
crisis from the anticipation of S2 by the companies in order to form a definite 
opinion of the impact of the Directive on the financing of long-term growth; 
however, Pradier and El Khalloufi in Chap. 15, this volume argue that regu-
latory uncertainty surrounding Basel III is detrimental to the funding of the 
EU economy by the banks; the same point could be made about S2 and the 
insurance companies. A more detailed look at some countries will show that 
the current structure of investment differs greatly from one EU country to 
another (Table 9.4): Eastern and Latin Europe countries exhibit a very low 
relative weight for shares and conversely a large share of bonds; Scandinavian 
countries are just the reverse; German insurers grant a large amount of loans. 
One would hardly see a common pattern; hence the change might not be 
entirely attributable to S2, as S2 is supposed to imply convergence.

Diversity across countries of the EU would avoid asset concentration, which 
has been shown in the banking sector (Blundell-Wignall and Atkinson 2012) 
to be responsible for the build-up of systemic risk. The level of asset concen-
tration is notwithstanding high enough for the EIOPA to recently announce 
it will “monitor consistency and convergence of supervisory practices” rela-
tive to “the modelling of Sovereign Exposures” (EIOPA 2015). As the inter-
nal models are supposed to be approved by national supervisors, it shall be 
asked whether the difference in Table 9.4 proceeds from national idiosyn-
crasies or from incentives provided by the National Competent Authorities 
(national supervisors; hereafter NCAs). One possible explanation is that 
NCAs in over-indebted countries are especially lenient toward the holding 
of domestic sovereign debt by insurers. This raises questions about a possible 
conflict of interest of national supervisors (an issue which will be discussed in  
Sect. 9.4), for instance in assessing the need for regulatory action, now sup-
posedly prompted by capital requirement thresholds.

Table 9.4 Distribution of investment of insurance firms in selected countries (2013)

Real 
estate

Mortgage 
loans Shares Bonds

Loans, 
non- 
mortgage

Other 
investments

Denmark 0.8 % 0.0 % 50.7 % 40.2 % 1.1 % 7.2 %
Germany 1.8 % 5.2 % 5.8 % 38.6 % 18.9 % 29.7 %
Hungary 2.0 % 0.0 % 1.9 % 88.5 % 0.1 % 7.5 %
Portugal 2.3 % 0.0 % 2.6 % 75.0 % 0.0 % 20.1 %
Sweden 3.0 % 0.1 % 35.6 % 52.9 % 1.1 % 7.4 %
United 

Kingdom
3.9 % 2.9 % 16.6 % 51.1 % 1.6 % 23.9 %

Source: OECD insurance database, authors’ calculations
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9.3.3.3  Very Low Predictive Power

In a risk-sensitive framework, the capital requirements of any firm are pro-
portional to the level of risk it is facing, and the probability of a failure should 
rise with the capital gap. So far, many tests of the US prudential framework 
have been performed to assess its predictive power.11 Cummins et al. (1999), 
for instance, tested on a large sample of insurance companies whether the US 
Risk Based Capital (RBC) formula correctly predicted corporate failures and 
their results were disappointing: type I error (i.e. wrongly assessing a failing 
firm as solvent) as high as 89 % (p. 442), which means that almost 9 out of 10 
insolvency cases are not predicted. This figure can be diminished at the price 
of rising type II error (i.e. wrongly assessing a healthy firm as insolvent): for a 
5 % type II error, type I error ranges from 48 % to 84 % according to the year 
and the test in consideration, while for a 20 % type II error, type I comprises 
between 18 % and 52 %. The lack of predictive power is a serious problem, 
since type I error means failures are not predicted and type II error means 
measures would be taken against healthy firms: in both case, the legitimacy of 
the supervisor is likely to be eroded.

Further advances have shown that prediction is in fact difficult for purely 
statistical reasons: Kartasheva and Traskin (2011) have shown that very low 
insolvency rates lead to low predictive accuracy. As the EU experienced far 
lower failure rates than the USA, as can be seen in Table 9.3, the predictive 
accuracy of the SCR/MCR, whatever their sophistication, is likely to be even 
lower than the often-criticized US RBC model. As a comparison, failure rate 
was equal to zero for the whole 2008–2012 period in many EU countries, 
while 4.6 % (2010) to 28 % (2012) of companies were reported as amenable 
to “immediate and ultimate supervisory action” (DR 2015/35 art. 378–380). 
Type II error is then at 100 % for countries without failures (and above 95 % 
on average): this seems intolerably high after five years of calibration; more-
over type I error is still undocumented in countries with failed firms (Tables 
9.5 and 9.6).

While statistical literature has emphasized the importance of using twin 
threshold (see for instance Lalkhen and McCluskey 2008), the only accept-
able way to deal with the MCR/SCR should be to calibrate them more finely 
in order to guarantee that SCR (which triggers supervisory inquiry) will mini-
mize type I error, which is obtained at the cost of very high type II error. 

11 It should be recalled here that the laws governing US insurance activity and supervision are enabled at 
the state level. The National Association of Insurance Commissioners has nevertheless developed and 
sponsored a prudential framework known as “risk-based capital,” which has been passed into law in most 
states.
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Standard, low-cost procedures should be designed for further inquiry. On the 
contrary, MCR, which prompts immediate action, should be calibrated to 
minimize type I error under type II error constraint of, say 1 or 5 %. These 
figures should be made public so that the supervisory procedures become 
easier to understand for the stakeholders.

* * *

The S2 package is a comprehensive legal reform package, which goes far 
beyond solvency, since it also features provision for consumer protection and 
aims above all at European integration. While the initial assessments of the 
microprudential incentives and the macroeconomic effects were enthusiastic, 
a protracted tuning process has shown, from 2010 on, a significant number 
of the insurance firms not able to meet the capital requirements and, more 
generally, time has paved the way for criticism. The procyclicality issue has 
been reduced by the Long-Term Guarantees Assessment (LTGA) package, 
but S2 (as Basel II–III) still leads to asset concentration on sovereign debt, 
and the usefulness of crucial capital requirements to predict insurance firm 
failures seems unsatisfactory. One can argue that these are necessary costs to 
prevent regulatory arbitrage with the banking sector. Before we can judge on 
this matter, we should add the cost of systemic risk regulation to the equation.

Table 9.5 Fraction of total insurance sector’s liabilities in default, p. 15

Percentage of 
world assets 

(2012) Country 2008 2009 2010 2011 2012 2008–2012

27 % United States 0.042 % 0.006 % 0.012 % 0.013 % 0.004 % 0.0151 %
24 % Japan 0.078 % 0.000 % 0.000 % 0.000 % 0.000 % 0.0147 %
12 % United 

Kingdom
0.000 % 0.001 % 0.000 % 0.000 % 0.001 % 0.0002 %

9 % Germany 0.000 % 0.000 % 0.000 % 0.000 % 0.333 % 0.0075 %
5 % France 0.000 % 0.000 % 0.000 % 0.000 % 0.000 % 0.000 %
3 % Netherlands 0.000 % 0.000 % 0.000 % 0.000 % 0.000 % 0.000 %
3 % Switzerland 0.000 % 0.000 % 0.000 % 0.000 % 0.000 % 0.000 %
3 % Sweden 0.355 % 0.002 % 0.034 % 0.056 % 0.004 % 0.0820 %
2 % Denmark 0.000 % 0.000 % 0.000 % 0.000 % 0.000 % 0.000 %
1 % Ireland 0.000 % 0.000 % 0.867 % 0.000 % 0.000 % 0.1613 %
1 % Italy 0.058 % 0.012 % 0.078 % 0.017 % 0.000 % 0.0326 %
1 % Spain 0.000 % 0.005 % 0.056 % 0.000 % 0.009 % 0.0155 %
0 % Belgium 0.000 % 0.000 % 0.000 % 0.052 % 0.000 % 0.0102 %
94 % Global 

default rate
0.038 % 0.002 % 0.020 % 0.006 % 0.005 % 0.0139 %

Data from Baranoff (2015), The Geneva Association
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9.4  Systemic Risk Regulation

Whether the insurance sector is subject or source of systemic risk is still 
debatable. While the Financial Stability Board (FSB) has concluded that it is  
(Sect. 9.4.1), a large body of evidence suggests it is not (Sect. 9.4.2). We 
shall then distinguish more precisely the type of insurance activity or products 
exhibiting systemic risk.

9.4.1  From Academic Evidence to Enhanced Supervision 
of GSII

In the wake of their landmark paper on financial contagion, Allen and Gale cir-
culated in the early 2000s a paper about “systemic risk and regulation.” They 
showed that “there is evidence that risk has been transferred from the banking 
sector to the insurance sector. One argument is that this is desirable and simply 
reflects diversification opportunities. Another is that it represents regulatory arbi-
trage and the concentration of risk that may result from this could increase sys-
temic risk” (Allen Gale 2007 p. 342). Only months later, the US government had 
to rescue AIG in order to prevent a failure with possible systemic implications. 
The subsequent IMF (2009) report clearly proved that the problems with AIG 
were entirely due to the sale of credit default swap together with securities lend-
ing, carried on by a London branch called AIG- Financial Products, which was 
clearly not active in the insurance business. Nevertheless, the report by the FSB 
at the November 2010 G20 Summit in Seoul insisted on the role of Systemically 
Important Financial Institutions (SIFIs) in financial crises and proposed to miti-
gate systemic risk by identifying such firms and taking appropriate measures. A 
list of Global Systemically Important Banks (G-SIBs) was published in November 
2011 and has been updated every year, while for insurance the IAIS proposed a list 
of nine Global Systemically Important Insurers (GSIIs) in July 2013,12 which was 
confirmed by the FSB in November 2014 (IAIS 2015) and updated in 2015.13

Together with the listing of G-SIIs, a framework of policy measures was 
published (IAIS 2013a, 2013b). These measures include:

 1) Enhanced Supervision comprises both supplementary prudential require-
ments decided by national authorities and proper international coordina-
tion of supervisors.

12 These are: AIG, Allianz (Assicurazioni) Generali, Aviva, Axa, MetLife, Ping An insurance, Prudential, 
Prudential financial.
13 On 15 November 2015, the list became: Aegon NV, AIG, Allianz, Aviva, Axa, MetLife, Ping An insur-
ance, Prudential, Prudential financial.
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 2) Effective resolution of SIFIs in an orderly manner without destabilizing 
the financial system and exposing the taxpayer to the risk of loss should be 
made possible for the supervisors.

 3) Higher Loss Absorbency capacity for GSIIs to reflect the greater risks that 
these institutions pose to the global financial system.

As of 2016, IAIS is still consulting the stakeholders to agree on what will 
be done precisely from 2019 on.

It should be emphasized that there has been a fierce opposition to the clas-
sification of insurance institutions as systemic.

9.4.2  The Insurance Business Is Not Systemic

Since 2009, numerous authors have shown that the insurance business model 
is not systemic by design: the inverted production cycle allows the build-
ing up of capital reserves before payments are due. Only non-traditional 
and non-insurance activities, as in the case of AIG, lead to systemic risk. 
Thimann (2015) reviewed the theoretical literature on this topic and offers a 
nice classification of insurance activities, as well as product and balance sheet 
management tools according to their systemic riskiness. For example, pure 
life annuities are typical insurance business (they rest on a mortality table 
and the law of large numbers) while variable annuities with living benefits 
rely on the uncertain performance of financial instruments, hence they could 
be systemic: as Baranoff 2015 has shown, most failures of large insurance 
companies are linked with interest rate risk (especially in Japan during the 
2000s). The aforementioned GSIIs are financial conglomerates (amenable to 
the Financial Conglomerates Directive (Dir 2002/87/EC) (FiCoD), and their 
systemic riskiness does not come from their insurance business. Overall, it 
appears that the key issue is to distinguish which activities and products could 
really build up systemic risk, being clear that pure insurance business is not 
concerned: Thimann (2015) shows that current typologies are not entirely 
consistent in 2015. Further research seems necessary in this area.

Very recently, empirical papers made a contribution to the question. In 
particular, Bierth et al. (2015) has shown that “the insurance sector predom-
inantly suffers from being exposed to systemic risk, rather than adding to 
the financial system’s fragility.” Very significantly, they added that “our study 
reveals that both the systemic risk exposure and the contribution of inter-
national insurers were limited prior to the financial crisis with all measures 
of systemic risk increasing significantly during the crisis. In contrast to the 
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banking sector, however, systemic risk in the insurance sector does not appear 
to lead but rather follow macroeconomic downturns as evidenced by our anal-
ysis.” While these results have to be confirmed, they add empirical evidence to 
the theoretical assertion that the bank metaphor could be misleading.

9.4.3  Is the Bank Metaphor Fully Justified?

The rationale for capital requirements for banks shall be recalled: banks cre-
ate money by giving credit. They are thus subject to liquidity risk, which 
can be prevented by holding cash balances and having enough own funds to 
absorb losses. Moreover, the banks enjoy a high level of public concern, with 
both a deposit guarantee scheme (which prevents bank runs) and a lender 
of last resort (which provides the banks with liquidity). As beneficiaries of 
public spending, it seems obvious that they should be regulated. Not only 
do the banks benefit from public spending, they also have invisible costs for 
the society: an implicit subsidy, which is more or less the difference between 
what they should pay to borrow at the cost incurred by their standalone credit 
rating and what they do with an implicit state support that will not let them 
fail (Hoenig 2014). The reason why the state will not let the large bank fail is 
simply their systemic relevance. Overall, too-big-to-fail or systemic banks rely 
on hypothetic or probable public support: they should accept some regula-
tion in exchange. Basically, capital requirement lessen the probability of their 
failure and can so be used to diminish the moral hazard, which grows with 
their systemic significance.

For the insurance firms, the picture is quite different: at any rate, the 
expected cost of bailout for an insurance company is small as the probabil-
ity appears minimal; the liabilities side of the balance sheet is only margin-
ally borrowed, hence a minimal implicit subsidy; insurance companies do 
not have access to the lender of last resort (such access qualifies a bank in 
most jurisdictions) and the insurance liabilities are not guaranteed by a public 
insurance scheme in the EU (and nothing like this is planned, albeit there has 
been a white paper: see EC 2010). Overall, the dependence of insurance on 
possible public spending is far less than for banking institutions. And, very 
significantly, it does not seem necessary to pile up own funds to start an insur-
ance business, as payment is made by the customer up front, while a borrower 
must repay the bank for months or years before the bank gets its money back. 
Hence, correctly priced insurance contracts should not consume own funds, 
and the prime motive for supervision is simply to check whether the pricing 
of contracts covers the expenses.
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It seems then legitimate to ask whether the whole project of convergence 
with banking regulation is healthy. While it makes some sense to impose on 
insurers the same kind of constraints the banks experience in order to guaran-
tee that the insurers will not host clandestine banking operations, it does not 
necessarily make sense to impose the same set of constraints on true insurance 
business. The aforementioned supervisor tendency to assume every company 
will act in contradiction to the business model of insurance (Sect. 9.3.3.1) 
adds up to the idea that insurance regulation the way it is brought by the S2 
framework is, unless appropriately proved, not optimal and must thus have 
social costs, which were not appropriately accounted for in the preliminary 
impact assessment. What can be said about this?

9.5  From Private to Social Costs

It appears now that all the costs of the S2 reform have not been taken into 
account. We try to list (Sect. 9.5.1) and assess (Sect. 9.5.2) these costs before 
thinking of the consequences (Sect. 9.5.3).

9.5.1  How Many Costs?

So far, we have mentioned many cost sources which are amenable to categori-
zation. Impact studies usually distinguish between the direct cost of regulation 
(i.e. funding of regulatory authorities through taxes) from indirect costs, fea-
turing a one-off cost of implementation of the reform (a project team should 
be set up in order to meet the new supervisory expectation, IT systems are 
often in need of a revamp, etc.) and the recurring cost of compliance (addi-
tional capital and reporting requirements). In the case of S2, the literature 
has taken into account administrative costs, but costs of additional regulatory 
capital (as S2 commands more costly capital than the current framework) for 
instance, or cost of asset concentration (since sovereign bonds have a lower 
return than stocks, especially in conjunction with OECD-wide Quantitative 
Easing) should have been reviewed.

It should even be noticed that, while impact studies usually consider the 
cost of optimally working regulation, the process of fine-tuning S2 through 
the QIS is still far from this ideal state. Chneiweiss and Schnunt (2015) 
recently argued that the distribution of power among authorities has not yet 
reached an equilibrium point; on the contrary they give many examples for 
what they call “competition between authorities […] to take an ever larger 
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share of the market regulation.” Taking a more theoretical approach, Plantin 
and Rochet (2007) concluded their remarkable book with a warning that 
“public regulators might aim to expand the scope of their mission in order to 
increase their resources.” A few examples will show how the legal innovation 
of the past years opened many avenues for coordination problems, both inside 
member states of the EU and between local and regional authorities.

Inside member states, interesting cases of competition between authorities 
involve, for instance, the following:

 1) Double jeopardy—The European Court of Human Rights (ECHR 2014) 
recently settled the Grande Stevens v. Italy case condemning Italy for vari-
ous procedural offences as well as a double punishment in the same case. 
The plaintiff has been imposed an administrative sanction by CONSOB 
(Italy’s financial market regulator) together with a sentence by a criminal 
court; this contradicts a legal principle that has held since the Roman 
Republic: non bis in idem.

 2) Insufficient legal provision—The French Conseil Constitutionnel (2015) 
ruled against the national supervisor (ACPR), which transferred for sol-
vency reasons an insurance company’s portfolio to another company: the 
French Code monétaire et financier was ruled unconstitutional, violating 
property right, as the plaintiff was not given the opportunity to find a 
buyer for his portfolio.

As to the relationship between national and regional authorities, there 
has been a clear distribution of powers in the banking sector with first the 
Eurosystem and then the banking union. In the insurance sector, EIOPA is 
producing standards and recommendations according to the Lamfalussy pro-
cess, but also opinions, which might contradict the ACPR instructions (eight 
such texts about insurance have been produced between 2010 and 2015 with-
out a clear legal status; see Thourot 2015). Another example is the interpreta-
tion of the insurance Directives: we already mentioned in Sect. 9.3.3.1 how 
the one-year VaR was interpreted in the most counterproductive way; today 
there are some worries on the implementation of the “fit and proper” condi-
tion as part of Pillar 2. As the IMF assessment of observance of the ICP has 
shown the French regulator was too lenient on the suitability of persons, there 
seems to be room for “setting an example,” especially with the administrators 
of (small) mutual insurance societies. ACPR first held that the chairman of the 
board could not be counted as executive director, but since 2015 it has held 
to a “one-size-fits-all” approach to “properness,” in contradiction to ICP2.5: 
“the supervisor applies [requirements and procedures] consistently and equi-
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tably, taking into account the nature, scale and complexity of insurers.” It 
seems fairly obvious now that some member states’ regulators (e.g. Ireland and 
Luxembourg) adopted a more relaxed and business-friendly stance than some 
others; different interpretation from country to country would mean differ-
ent costs to the companies, this therefore being a case of regulatory arbitrage 
among jurisdictions.

Regulatory arbitrage incurs social costs, as it leads to capital misallocation 
and above all increased risks, hence a larger probability of a more serious finan-
cial crisis. Among other social costs, one can imagine that larger capital require-
ments will raise the demand for capital, which could cause a crowding out effect 
(although probably not in the same amount as Basel III: Oliveira Santos-Elliott 
2012). While crowding out has been prevented by years of relaxed monetary 
policy, regulatory arbitrage is precisely what S2 was aiming to destroy: albeit 
there can still be competition among authorities as illustrated by Chneiweiss 
and Schnunt (2015), risk transfer from banking to insurance seems under con-
trol, as Laas and Siegel (2015) have shown that it is usually more costly (in 
terms of regulatory capital) to hold assets under S2 than under B3. One could 
be tempted to think, then, that the current European regulatory framework is 
successful at controlling social costs at the expense of the insurance sector. The 
next section elaborates on this idea to compute the cost to the sector.

9.5.2  The Cost to the Insurance Sector (See Also 
Appendix 9.2)

While some preliminary impact studies made some significant contributions 
to the computation of regulatory costs, it should be made clear that the costs 
and their effects were considerably underestimated, both at sector and indi-
vidual firm level.

9.5.2.1  Sector-Wide Costs

From QIS4 on, the preliminary impact studies have computed the overall sur-
plus, that is to say, the difference between the excess regulatory capital in the 
whole insurance sector under solvency 2 minus the same under solvency 1. 
While this overall surplus provides an indicator of the sector’s health, it has no 
practical meaning for cost computation since it gives no information about 
the distribution of shortage (which implies effective costs) among companies. 
Under the vague assumption of conserving the same level of overall surplus 
with a mean cost of capital (see Table 9.2), QIS5 would imply €10 billion 
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additional cost of capital per year, but this figure is extremely variable from 
one QIS to another and sensitive to the distribution of surplus/shortfalls.

While it could be computed straightforwardly (national supervisors pub-
lish detailed reports), the direct cost of regulation is rarely mentioned since 
supervisors usually argue their mandate is country-specific. Eling and Kilgus 
(2014) produced a notable breakthrough by computing the cost of supervi-
sion per employee in the financial sector in Austria, Germany and Switzerland. 
In order to expand the comparison, we performed additional computation for 
France and the UK. The results appear in Table 9.7.

France and Germany seem to enjoy the same cost per employee, while the 
financial centres of the UK and Switzerland are higher, with Austria some-
where in between. Nevertheless, it should be emphasized that the data for 
the UK were taken before the split of the Financial Services Authority (FSA) 
into the Prudential Regulation Authority (PRA) and the Financial Conduct 
Authority (FCA). The budget of the PRA alone, which is closer to the current 
definition of ACPR and BaFin, is of the same order of magnitude (**), while 
the FCA has a larger budget. Evolutions should be taken into account: for 
instance FSA/FCA+PRA had the strongest growth since 2008 with the bud-
get doubling; in France the tax on insurance was raised sharply in 2013; hence 
the cost of regulation per employee in the insurance sector is 50 % above the 
average cost per employee in the overall financial sector (*). While a compara-
tive appraisal of the value for money of regulation remains to be done, there is 
much room for European harmonization, and regulatory arbitrage.

9.5.2.2  Individual Level Costs

Preliminary impact studies focused on administrative costs (linked to report-
ing and governance requirements of Pillars 2 and 3 in S2): CEIOPS (2007 
p. 16) counted €2.7 billion overall for the whole EU27, or €40,000 for each 
insurance company, on the basis of two months’ equivalent full-time job 
for each of the four “key functions.” A report by the Centre d’Etude des 
Assurances on the very same year (CEA 2007 p. 22) counted twice as much 
overall, while in 2011 Ernst and Young estimated with the FSA that the figure 
was close to £1.8 billion (€2.3 billion) for the UK alone, accounting for one- 

Table 9.7 Cost of supervision in € per employee in the financial sector in 2012

AT CH DE FR UK

467.07 593.62 231.45 222.30 645.07
2014: 334.2* 244.71**
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fifth of the European insurance market. The implementation costs have then 
been multiplied at least by five between 2007 and 2011, and they continue 
to grow with every new QIS, with the recurring cost of compliance still dif-
ficult to assess. The only certainty about these recurring costs is that the 4 x 2 
months-persons are insufficient to staff the key functions and fulfil the report-
ing obligations: Chneiweiss and Schnunt (2015) lists the 21 reports to be pre-
pared annually for the stakeholders (including the supervisors) and reviewed 
by board members. Administrative costs thus appear as non-negligible fixed 
costs, which must be added to the legal uncertainties reviewed in Sect. 9.5.1, 
and, rather unexpectedly, to regulatory capital-linked fixed costs.

Regulatory capital as it appears in Pillar 1 of the S2 reform is supposedly 
risk-based; it should then be treated as a variable cost. Nevertheless, the QIS5 
and later quantitative assessments have shown that the internal models were 
able to save a considerable amount of capital.14 More precisely, they benefited 
large insurance companies more than medium and small ones, as Table 9.8 
demonstrates:

While the standard formula leads the large companies to halving their over-
all surplus, internal models allow them to boost their surplus by 137 % and 
look even better under S2 than under S1. The boost is less than 20 % for both 
medium and small companies, which cannot reclaim under S2 the surplus 
level they have under S1. Internal models thus appear as an investment: they 
are costly to develop but can save regulatory capital and lower the mean cost 
of capital, since firms with better solvency experience better financial rating 
and lower funding costs. A very productive investment, since they save the 
large companies more than €70 billion (hence at 10 % WACC (weighted 
average cost of capital), which was the working assumption of QIS5, close to 

14 More recently, Picagne and Tam (2016) have shown that the definition of capital was broadened during 
the S2 maturing process, with additional categories (such as Deferred Tax Assets) being added under the 
pressure of companies to achieve more easily the requirement threshold. This analysis marginally lowers 
the overall cost of S2 without changing the argument in this section (on the contrary, these authors show 
that new capital categories were included as a consequence of efficient lobbying by larger insurance 
companies).

Table 9.8 Solvency global surplus and internal models

Insurance company 
type

S1 
surplus

S2 surplus/Standard 
formula

S2 surplus/Internal 
model

Large 109.4 54.6 129.5
Medium 26.7 15.5 18.3
Small 64.3 43.6 49.5

Source: CEIOPS (2010) p. 136
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€7 billion a year). While it seems obvious that the largest companies need a 
more complex model, there is still a minimum cost to these internal models, 
which make them look like fixed costs.

The discussion of implementation and compliance cost might seem 
trifling in comparison with what has been lost on investments in crisis-
stricken countries or with potential losses in life insurance when interest 
rates will revert to their normal level. Although trifling at industry level, 
they are more or less in the nature of fixed costs (larger insurers had larger 
project teams but some of them prepared internal models to save regulatory 
capital); hence they weigh far more on small businesses and must lead to 
concentration.

9.5.3  From Costs to Concentration and Uniformization

The preceding section has argued that most recent reforms, whether pru-
dential (such as S2) or consumer oriented have been basically adding 
to fixed costs, thus promoting concentration in the sector. Do we really 
observe concentration in the insurance industry? While the summer of 
2015 saw many merger announcements, Table 9.9 shows the broader per-
spective. It features the rate of reduction in the number of insurance firms, 
hence a positive rate means the number of firms is falling and conversely 
a negative rate means a rising number of firms. Perimeter is crucial to the 
understanding of concentration in Europe. In EU28, the number of firms 
is most often rising, with an exception between 1998 and 2003; EU12 
seems to be less dynamic with 0.5–1 % more concentration per year, prob-
ably because the market is more mature. But only the UK has a rising 
number of firms: with the UK excluded, the EU12 market is experiencing 
accelerating concentration: more than 3 % of insurance firms disappear 
every year between 2008 and 2013. A line EU28 minus UK is added for 
symmetry: it should be pointed out that without the UK, the entire EU 
insurance sector has been experiencing consolidation since the beginning 
of the century (Table 9.9).

Is the acceleration of concentration the effect of regulatory proliferation 
or the proof that additional regulation is necessary? Given the institutional 
variety of the insurance sector, takeover is not the only possibility for firms 
to merge: one can also go on runoff and choose its legatee, in the case of 
mutuals friendly fusions are also possible directly (in France, the legal regime 
thereof has been modernized by decree 2014–12, 8 January 2014 on fusion of 
mutual insurance societies), or through specific forms such as SGAM (société 
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de groupe d’assurance mutuelle) or even complex business agreements where a 
large group backs a small insurer by providing it with solutions to complete 
its product range, and comply with S2. These kind of packages make the 
smaller insurer look more like a front for the larger group without economic 
capital links (although the group can provide regulatory capital through rein-
surance treaties, for instance). Hence it is likely that the concentration process 
is underestimated by counting the number of companies: the driver of this 
trend does not seem to be multiple failures calling for additional supervision, 
but the financial crisis, changes in consumer tastes and distribution channels 
(especially investments required to follow the evolution of digital technolo-
gies) leading to increased competition might have their impact, as well as the 
increase in the cost of regulation. Therefore, the acceleration of concentration 
deserves attention.

Concentration will lead to larger firms: while the US experience shows that 
very small insurance firms are more prone to bankruptcy (see e.g. Baranoff 
2015), further concentration has serious drawbacks, illustrated by the bank-
ing industry. A paper by Demirgüç-Kunt and Huizinga (2011) has shown 
that relative (to their home economy) size is “a liability, as it lowers return 
without an offsetting reduction in risk,” and that systemic size protects banks 
from market discipline and supervisory action through moral hazard result-
ing from being too big to fail. Recent empirical studies confirm the increasing 
risk of concentration. Mühlnickel and Weiß (2015), for instance, conclude 
that “insurance mergers thus (expectedly) on average do not lead to immedi-
ate crashes of the financial system, they nevertheless coincide with a significant 
increase in the potential of a system-wide crash [emphasis added]. Thus, our key 
result is that mergers in the insurance industry can have a destabilizing effect 
on both the insurance as well as the banking sector.” A more general statement 
was made in a previous paper by the same authors, since Weiß and Mühlnickel 
(2014), after studying a sample of US insurance companies, concluded that 

Table 9.9 Concentration rate in the EU insurance industry

1993 1998 2003 2008 2013

EU28 5083 5173 4756 4914 4968
Yearly concentration rate −0.3504 % 1.6951 % −0.6515 % −0.2183 %
EU28 – UK 4255 4341 3984 3942 3739
Yearly concentration rate −0.3994 % 1.7312 % 0.2122 % 1.0630 %
EU12 4284 4212 3804 3741 3611
Yearly concentration rate 0.3396 % 2.0586 % 0.3346 % 0.7099 %
EU12 – UK 3456 3380 3032 2769 2382

Yearly concentration rate 0.4457 % 2.1968 % 1.8313 % 3.0567 %

Source: Insurance Europe
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“contrary to current conjectures of insurance regulators, we find that the con-
tribution of insurers to systemic risk is only driven by insurer size.”

There are hence some converging signs that the cost of regulation is leading 
to concentration and through concentration, to systemic risk. A concurrent 
process of uniformization deserves attention of its own. The S2 process is a 
strong factor of uniformization. ECB (2007) has already interpreted conver-
gence in terms of “herding behaviour,” possibly leading to systemic risk:

As S2 aims at consistency with the banking regulatory framework and at reduc-
ing regulatory arbitrage opportunities, a certain degree of convergence will be 
achieved regarding risk and capital management across the two sectors. As a 
result, more homogeneous risk assessment and management within the 
European financial landscape may be expected from the implementation of S2. 
This could result in herding behaviour if a growing number of financial institu-
tions were to adopt a common risk modelling framework, possibly posing risks 
of adverse dynamics at times of market stress.

Herding behaviour may result in cycles and systemic risk, two notions the 
authors of the ECB report purposively refrained from using because they 
are infamous keywords. The idea is nevertheless simple: if all decision-
makers decide on the same grounds, they might find no counterparty in 
time of uncertainty. This is what happens during panic when all owners 
of an asset try to sell while nobody wants to buy. So far, the insurance 
business has been safe as most decisions have been driven by “industrial” 
reasons with rigid asset management rules (the life insurance business is 
an exception since the huge balance sheet is financial in nature). S2 leads 
give insurance decision-makers much more freedom to optimize but at 
the cost of thinking in financial terms: this might induce decisions to be 
strongly correlated, especially for those who do not have the means to 
behave as sophisticated investors. Recently, Danielsson, Shin and Zigrand 
(2013) provided a theoretical framework for this unpalatable phenomenon 
labelled “endogenous risk.”

Since John Maynard Keynes, there has been some literature about the 
unexpected composition effect of individual decisions. A paper by De Long 
et al. (1990) is especially interesting since it showed how overconfident specu-
lators can benefit from self-fulfilling returns, at the cost of augmented risk. 
The model by De Long could describe the behaviour of insurers under S2, not 
because the insurers overestimate the return on risky assets, but because the 
insurers’ metric is different from the other players on the market: the insurers 
subtract from the return experienced by other players the cost of regulatory 
capital. The result is concentration on sovereign debt (Frunza 2014 p. 22), 
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which no longer appears risk-free and paradoxically exposes the companies 
to capital shortfall when the interest rates rise to their long-term average. It 
should be emphasized that, without the current QE, the interest rate risk 
would be a major risk for insurance companies.

A recent paper by Lévy-Vehel (2015) gives an even more precise example of 
how new management rules could polarize financial decisions. If one thinks 
of S2 as a global valuation of risk, as opposed to rigid rules (such as con-
centration thresholds) in S1, then S2 leads to match regulatory capital with 
both asset management and underwriting policy. The latter being given, the 
optimization problem is focused on the 99.5 % VaR of Pillar 1. This is the 
precise point of Lévy-Vehel, who shows that under the (false) assumption of 
continuous prices, while prices actually make jumps, trying to minimize VaR 
under a constraint of activity leads to maximizing the value-at-risk of the deci-
sion portfolio. Hence, improper implementation of a rational management 
rule turns out to produce adverse effects. The Lévy-Vehel model could well 
be interpreted to account for asset concentration on sovereign debt: insurance 
companies’ balance sheets appear almost riskless until it is too late to react.

It might seem ironic that the solvency framework, which focuses on indi-
vidual firm solvency, and was amended (LTGA) with much care in order to 
avoid procyclicality as seen in Basel II, might nevertheless lead to systemic 
risk through the polarization of decisions. Scholes had already argued in 2000 
that this unexpected result was the consequence of an outdated conception 
of systemic risk, inherited from 1929, when initial failures triggered a chain 
reaction of bankruptcies. This model still dictates our response to systemic 
risk with the prevention of individual failures. The FSB approach to systemic 
risk directly inherits from this tradition, as it calls for more regulatory capital 
in individual firms. While the contagion and build-up kind of systemic risks 
are consciously addressed by the current regulatory evolution,15 the polariza-
tion of financial decisions problem, noticed by ECB (2007) and documented 
by our examples, did not deserve much attention. It should be emphasized 
that not just decision-making processes are subject to uniformization: the 
Directive also does not seem neutral about ownership structures.

It has been stated already that a first draft of S2 did not incorporate spe-
cific provisions for “the limited possibilities [the mutuals] have in raising own 

15 Geneva Association (2010) has shown that some “non-core activities [when] they are conducted on a 
huge scale and using poor risk control frameworks” could have the potential for systemic risk. S2 has 
targeted sources for systemic risk as excessive concentrations on a given class of asset that could build up 
structural fragility set to detonate when asset price dynamics changes (see e.g. the connection between 
mortgage backed securities and the bursting of the real estate bubble in the USA). Recent research has 
tried to assess the potential for systemic risk in the equity sub-module (Martin 2013, Eling-Pankoke 
2014): generally speaking, firms with a systemic potential are likely to develop an internal model; hence 
the control of systemic risk is at the discretion of the supervisor.
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funds” (CEIOPS 2007b, p. 47). Though this had been corrected by incorpo-
rating supplementary member calls in Tier 2 capital by the 2009 Directive, 
this demonstrates how difficult it is to find a common measure between stock 
and mutual insurers. Another instance of the same problem might appear 
with the Pillar 1/Pillar 3 articulation: while MCR prompts for immediate and 
ultimate supervisory action, SCR is more likely to be a signal for stakeholders, 
together with the yearly Solvency and Financial Condition Report. It is very 
unlikely that the policyholders will read these reports: Plantin and Rochet 
(2007) rightly pointed out that their personal stake in the firm is too low to 
invest much time in reading all the reports of all operating companies before 
choosing one. As members of a mutual association have basically the same 
amount at stake than policyholders, the agency problem is the same for them. 
Only large investors with a significant interest in the firm will take their time 
to read the supervisory report. It seems, then, that the whole architecture of 
the Directive can be interpreted as promoting an ownership structure open to 
large investors, that is, large joint-stock companies.

While the European Community never agreed to this idea, the nature of 
information disclosed to parties, as well as the tendency toward concentration 
with the rising cost of regulation, are undeniable evidence of a bias in favour 
of joint-stock insurers. While joint-stock companies have without doubt been 
a powerful vector of economic progress since the eighteenth century, there is 
some misplaced irony in trying to shape insurance after them when mutual 
insurance societies have been the basis of insurance since antiquity. The shar-
ing economy is experiencing a very peculiar moment, with the information 
economy allowing for direct contact between people and direct support to 
projects (such as crowdfunding). Start-up companies recently introduced 
some fresh new ideas into the insurance business through shared deductible 
(e.g. Friendsurance in Germany, Guevara in the UK, Inspeer in France): none 
of these platforms offer real insurance activity, only legal counsel for drafting 
the sharing contract between the coinsured. It should then be asked whether 
the current regulation does not act as a barrier to entry for new schemes. While 
EC (2015) boasts the numerous measures designed to lower the cost of small 
insurance businesses, the planned framework might be too complex for new, 
innovative ventures as well as small mutuals and other grassroots projects. This 
could both hinder innovation and lessen resilience of the insurance sector.

* * *

The legal package under elaboration in the EU has so far raised the admin-
istrative costs of insurance businesses. It is likely also to raise the costs of 
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capital requirements, especially for insurers without internal models. While 
the social costs seems to be efficiently blocked—in the long run S2 will rule 
out regulatory arbitrage, and in the short run crowding out is unlikely under 
QE—the insurance sector seems to bear the brunt of the regulatory overhaul 
after a crisis to which it did not significantly contribute. Other unpalatable 
aspects of the planned reform include a protracted tuning process, with com-
petition among authorities and rising administrative cost, all being very likely 
to add fixed costs to insurance businesses, leading to increased concentration 
in the sector. Adding uniformization of decision processes to the picture leads 
to the conclusion that the current package is probably building up moderate 
but significant systemic risk. The common FSB–IAIS effort to supplement 
GSII supervision draws a path for further regulation; one could nevertheless 
ask whether this is the only avenue for the insurance sector.

9.6  Rationale for Regulation and Future Agenda

So far, the evolution of the EU regulation appears as a drive to rule out insol-
vency of individual financial institutions; this concern constrained a no arbitrage 
between sectors approach, which appears costly for the insurance business while 
it leads to significant increase in complexity. This whole process seems in con-
tradiction to the intuitive appeal of a European market, which should bring in 
simplified procedures, lower prices and increasing opportunities for stakeholders. 
Before we suggest further moves, one should understand how the stakeholders 
behave. To this end, Table 9.10 gives some insight into the rationality they pursue.

From this table, it is clear that most European insurance supervisors were 
largely sleeping partners until recently: insurers under the direct monitoring 
of the State, who offered to be lenient in exchange for arbitrary levies and 
employment protection (Plantin-Rochet 2007 pp.  13–14). When supervi-
sors became independent, the mandate remained the same: no fuss, employ-
ment must be protected, hence no strong action should be taken against firms 
because that would push consumer toward foreign firms with better cred-
ibility. At best, this could be interpreted as a delegation of public authority 
to a supervisory body in charge of brokering deals that would serve “general 
interest” in the way they would interpret it. Since the mid-2000s the politi-
cal authorities chose a stiffer stance on finance and the supervisory authority 
chose to “set examples” in order to attract attention and further resources. 
Generally speaking, the current approach to supervision is confused: the pol-
iticians are struggling to convince the voters they are tough on finance so 
they should vote for them, the supervisory authority is struggling to convince 
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the politicians that they should invest with them to show how tough they 
are, while the European Commission and European Parliament are playing 
their own part. This looks very much like competition between authorities 
at all possible levels with rising costs and efficiency missing in action. We 
believe, therefore, that the problems should be fixed as further integration of 
the EU market takes place. In the next sections we offer three main lines for 
the agenda.

9.6.1  Addressing Transition Costs and “Regulatory 
Avalanche”16

The European Commission is conscious of the general problem of overlapping 
or competing authorities and has addressed it by describing as much as possible 
the future practices of the insurance sector: put together, the 2009 and 2014 
Directives plus the 2015 Delegated Regulation amount to 1,013 pages in the 
Official Journal of the European Union (at 5,000 typographical signs per page). 
This is far less than the literature surrounding the US Dodd–Frank Act, but 
the aim is more modest, with directives of pending implementation such as the 
Packaged Retail and Insurance-based Investment Products (PRIIPs, Regulation 
EU1286/2014 due for implementation in national laws in late 2016) and 
Insurance Distribution Directive (EU 2016/97, due in early 2018) about to 
further impact the insurance sector. The “simplification” effort looks somewhat 
contradictory, though, as adds to the regulatory burden (see for instance art. 
56–61 of Delegated Regulation 2015/35). Eventually, the law, as any contract, 
can never describe completely every possible event: this should be taken into 
account in organizing the delegated supervision of the financial institutions.

It is of course the responsibility of national authorities to adapt smartly 
to the European regulation, reducing double costs and double jeopardy by 
avoiding competing authorities. The UK has taken a dramatic step in this 
direction with the better regulation initiative, which seeks simplification of 
regulation and questions the utility of government involvement in private 
affairs (NAO 2006). Nevertheless, in the banking sector, this drive is not left 
to member states, and a banking union has superseded the principle of subsid-
iarity: Regulations 1022/2013 and 1024/2013 established the ECB as super-
visor for the largest European banks, with national supervisors being left with 
the non-significantly systemic institutions; Regulation 806/2014 established 
a single resolution mechanism intended to cover the banking sector as well 

16 The expression “regulatory avalanche” appears in Chneiweiss and Schnunt (2015).
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as conglomerates operating under the FiCoD (which can include  insurance 
groups and notably GSII) and subsidiaries thereof. In the insurance sector, we 
surveyed two reasons to proceed in much the same way:

 1) EIOPA is concerned with possible conflict of interest between states as 
borrowers and states as supervisors in assessing the internal models related 
to sovereign exposures (see above Sect. 9.3.3.2),

 2) Competition between authorities has led to misinterpretation of EU rules 
(see above Sects. 9.2.2, 9.3.3.1, 9.5.1) and redundant costs.

We believe that a direct European supervision should be relevant in the 
insurance sector too. A true European supervision agency would solve at the 
same time the competing authorities and complexity issues as well as the 
agency problem of delegated supervision. Hence it might be convenient to 
think of an insurance union that would produce harmonization by teaming 
together member states’ supervisors: the banking union has taken this course, 
at a high cost since 1,000+ positions have been created. In order to reduce 
costs, a ten or 15 year schedule for extinction of member state authorities can 
be set up, with progressive transfer of volunteers to the new entity.

Complexity, cost and barrier-to-entry issues could be more broadly targeted 
by easing up the present complex rule-based approach by enabling principles- 
based simplification, especially for smaller and innovative businesses. 
Unfortunately there is no reason for the supervisors nor the EU Commission 
to follow this simplifying trend on its own (Table 9.9). Hence, simplification 
has to be incentivized: this is a complex matter of political science (OECD 
2010), and of political priority. The “best idea for red tape reduction award” 
could be restarted, for instance, and given a sectorial declination to promote 
cooperation between firms and supervisors. While the trend of regulation 
since 2009 has been in the opposite direction, it seems necessary to recall the 
academic evidence for focused supervision.

9.6.2  Toward Focused Supervision

While S2 and the Insurance Core Principles of the IAIS offer an all- 
encompassing supervisory program that derives from the banking meta-
phor, Plantin and Rochet (2007) in their landmark contribution advocated 
for a more focused approach to supervision. Their book started from case 
studies of insurance failure to introduce the peculiar feature of the so-called 
inverted production cycle. As the true production cost of insurance is only 

234 P. Pradier and A. Chneiweiss



known years after the premium has been paid, since long-tailed events can 
span on decades, risk-loving insurance stockholders and managers may have 
a tendency to underwrite too much contracts at too low a price to gather 
premiums, underestimate future liabilities and pocket “profits,” which are 
overvalued at the expense of policyholders. Plantin and Rochet show with 
some insolvency cases that even well-established companies may be guilty 
of this misconduct by trying to “gamble for resurrection” when their eco-
nomic model has lost momentum. They argue that the policyholders hold 
insufficient incentive to take action against the stockholders and managers, 
hence the conflict of interest is aggravated by asymmetric information: pub-
lic intervention is then needed to prevent the collapse of the insurance busi-
ness that simply could not exist with too much information asymmetry. The 
precise role of supervision is then to act as an informed policyholder and 
make sure that the money collected from customers is not “gambled” for 
further growth.

The case made by Plantin and Rochet is especially important under strictly 
competitive pressure, when insurers cannot charge the customer too much. 
As we have seen in Sect. 9.2, this seems to be the case in Europe now. As 
the customer decision is mainly concerned with the price/service arbitrage, 
only the supervisor is able to deduce from periodical reporting the true prob-
ability of failure of the insurance company. In case this probability becomes 
significant (so as, for instance, the customer would not have bought insurance 
from the company), the supervisor takes all necessary action to ensure that 
the policyholders will be paid accordingly to the contract they signed. This 
might involve radical measures such as the transfer of the portfolio to another 
firm or resolution of the failed firm. But this is not the only way in which the 
supervisor could act. Table 9.9 summarizes the likely objective of the stake-
holders: while it has its own agenda, the supervisor could be incentivized to 
act on behalf of others. There must be a clear political choice of which point 
of view the supervisor is supporting.

We think the mandate for supervisory authority should be to protect 
policyholders against conflicting interests of other parties. Period. The other 
consumer protection issues related to business conduct should be dealt with 
by a separate entity in order to curb the tendency of the supervisor to seek 
new resources. Moreover, the insurance supervisor should focus on its insur-
ance expertise and leave complex asset schemes for the single supervisor 
already set up for banks and financial conglomerates. This will lead to a 
reduction in the cost of supervision, a useful reversal of the recent trend. 
Meanwhile, the steering of risk aggregates should be left to higher-level 
authorities.
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9.6.3  From (Infinite) Layer Cake to Fitness Menu

With the Insurance Capital Standard and other GSII requirements under 
elaboration by the IAIS, European insurers might by 2019 experience three 
levels of regulatory compliance: national, European and global. The overall 
result will probably look like a layer cake where different layer are produced 
by competing authorities with no overall regulation. This will add more fixed 
costs, and, as we have shown in Sect. 9.5, this approach to systemic risk is 
basically flawed since it is likely to produce endogenous risk. The idea of a 
more holistic approach (or macroprudential policy) has been put forward by 
many authors. In the insurance context, this could take the form of EU level 
reserves for specific risks, which would be broken down among companies 
according to individual prudential indices (see for instance Macron 2016 or 
Rodarie 2015 p. 357–9). This approach seems necessary to address systemic 
risk, and to decide at what price (in terms of regulatory capital) insurance 
companies should continue non-insurance business. This seem to be a matter 
for the European Systemic Risk Board, but there is no reason to think its action 
should not be supervised by the European Parliament, in order to add a slice 
of transparency and accountability in this menu, which should target a more 
appropriate balance between regulatory capital and EU-wide perceived risk.

* * *

9.7  Conclusion

Since the Directives of 2002, Europe has abandoned direct price supervision 
and is relying on effective competition to achieve price discipline in the insur-
ance sector. This move has had positive results in terms of prices, without 
degrading the soundness of the insurance businesses, which proved far more 
resilient than banks during the overstretched financial crisis. Nevertheless, 
governments and supervisors adopted a tough stance toward the insurance 
sector, which somewhat hijacked the Solvency 2 reform: competition among 
authorities produced a rigid interpretation of European texts, leading to 
infamous cases such as the condemnation of the French supervisor by the 
Conseil d’Etat, or the resignation of the head of the UK conduct authority. 
On the strictly prudential side of the reform, while the initial assessments of 
the microprudential incentives and the macroeconomic effects were enthu-
siastic, a protracted tuning process has shown a significant part of the insur-
ance firms not to meet the capital requirements and, more generally, time has 
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paved the way for criticism. The procyclicality issue has been reduced by the 
LTGA package, but S2 (as Basel II–III) still leads to asset concentration on 
sovereign debt, and the usefulness of crucial regulatory indices (the capital 
requirements) to predict insurance firm failures seem unsatisfactory. While 
the social costs seems to be efficiently blocked—in the long run S2 will rule 
out regulatory arbitrage, and in the short run crowding out is unlikely under 
QE—the firms experience costs, which have been vastly underestimated. 
The insurance sector seems to bear the brunt of the regulatory overhaul after 
a crisis to which it did not significantly contribute.

Focusing on the cost of regulation brings some unexpected results: regula-
tory capital charges are not just variable costs increasing with the insurers’ risks. 
Thank to internal models, the larger insurers can save significant amounts of 
capital. Internal models are but fixed costs, adding to the already burdensome 
reporting and governance requirements, and to the protracted implementation 
and legal uncertainty. All these costs are more or less fixed costs: overall, the 
reform package weighs more on small businesses, and is likely to strengthen a 
trend of concentration in the sector. Adding uniformization of decision pro-
cesses to the picture leads to the conclusion that the current package is probably 
building up moderate but significant systemic risk. The common FSB–IAIS 
effort to supplement Insurance Capital Standard and GSII supervision draws a 
path for further regulation; one could nevertheless ask whether this is only an 
avenue for the insurance sector. The agenda is thus consistently addressing the 
foreseen issues, but at rising costs which penalize future activity and innovation.

To prevent rising costs, it seems necessary to focus on the rationale of stake-
holders and design incentive schemes to improve efficiency of the supervis-
ing process. We advocate a clear mandate for a single European supervisor, 
with strong incentives to simplify an overly complex regulation and a steering 
of regulatory capital from a higher-level authority, preferably with European 
Parliament approval. Moreover, we would like to plea for the advent of a 
more European insurance market. At the moment, it is difficult to insure 
a German-registered car with a Spanish insurer, or a home in Italy with the 
Belgian branch of a Danish insurer; it is almost impossible to transfer motor 
insurance personal records as a French driver to the Irish market, even at 
branches of French companies. Moreover, the Spanish leader is unknown to 
Italian customers, as is Germany’s number two insurer, and so on. While these 
facts do not seem a problem for most EU consumers, they are likely to limit 
workers’ mobility inside the EU, and they would be solved by further integra-
tion: now that insurance companies obey the same supervisory framework, 
it should be easier; let us hope for the benefit of all stakeholders that further 
unification will result from simplification.
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 Appendix 9.1: Relative Insurance Prices in EU28

The following table shows the average level of insurance prices relative to 
CPI in 2014, where base 100 was in 1996, 2000 or 2005 according to data 
availability.

Country Insurance price in 2014 / CPI Base 100 in

AT – Austria 98.29 1996
BE – Belgium 104.27 1996
BG – Bulgaria 206.95 2000
CH – Switzerland 96.33 2005
CY – Cyprus 103.06 1996
CZ – Czech Republic 129.46 2000
DE – Germany 104.94 1996
DK – Denmark 130.97 1996
EE – Estonia 75.16 2000
EEAa 113.92 1996
EL – Greece 89.09 1996
ES – Spain 123.73 1996

EU28 104.26 1996
FI – Finland 144.23 1996
FR – France 100.74 1996
HR – Croatia 81.26 2005
HU – Hungary 72.34 2005
IE – Ireland 225.93 1996
IS – Iceland 125.46 1996
IT – Italy 180.66 1996
LT – Lithuania 83.95 1996
LU – Luxembourg 85.23 1996
LV – Latvia 63.70 1996
MT – Malta 97.37 1996
NL – Netherlands 123.22 1996
NO – Norway 132.27 1996
PL – Poland 78.90 2000
PT – Portugal 101.39 1996
RO – Romania 361.48 2005
SE – Sweden 156.24 1996
SI – Slovenia 124.67 2000
SK – Slovakia 127.70 1996
TR – Turkey 100.36 2005
UK – United Kingdom 187.63 1996

Reading the table: “Between 2005 and 2014, the average price of insurance contracts 
grew 81.26% of the consumer price index in Croatia”

aEEA = European Economic Area = EU28 + Iceland, Lichtenstein, Norway
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 Appendix 9.3: Insurance Core Principles

While the banks have enjoyed since 1974 an international Committee 
on Banking Supervision (BCBS 2014), which produced the three Basel 
Agreements plus an enormous literature on good supervision practices, the 
insurance relative (International Association of Insurance Supervisors or IAIS, 
also hosted by the Bank of International Settlements since 1994) did not 
provide for a similarly globally accepted framework. Nevertheless, the role of 
IAIS has dramatically increased since the US financial crisis, with the G20 
establishing the Financial Stability Board (FSB) at the London Summit in 
2009. Since then, the IAIS has been producing recommendations in three 
areas to international convergence: (1) Insurance Core Principles (ICP); (2) a 
Common Framework (ComFrame) for the Internationally Active Insurance 
Groups (IAIG) and a global Insurance Capital Standard (ICS); and lastly 
(3) additional supervision requirements for Global Systemically Important 
Insurers (G-SIIs).

 Insurance Core Principles (ICP)

The aim of the ICP is to provide a globally accepted framework for the 
supervision of the insurance sector. These principles are supposed to apply 
in every jurisdiction, whatever the level of development of the insurance 
market and the type of activity being supervised. They define the objec-
tives of supervision—“maintaining a fair, safe and stable insurance sector 
for the benefit and protection of the interests of policyholders” (IAIS 2013c 
p. 4)—as well as the limits of the insurance sector. In this respect, the frame-
work states that entities providing reinsurance and intermediation services 
are not directly under the scope of supervision, but their indirect impact 
on insurance activity command supervisory attention. For reinsurance, the 
supervisor should ensure that the guarantee provided by the reinsurance 
treaties effectively meets the expectations of the cedants (as reported in the 
assets side of their balance sheet). For insurance intermediaries, the ICP 
prescriptions are far more stringent, since they cover consumer relation-
ship management at large in ICP18 (intermediaries), ICP19 (conduct of 
business), ICP21 (countering fraud) and ICP22 (AML-CFT regulations 
enforcement). Eventually, IAIS recommends a careful monitoring of inter-
mediaries and reinsurers, but this is not necessarily to be done by the super-
vising body of insurance companies.
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These principles are not just theoretical. In April 2009, the London G20 sum-
mit decided to have the IMF producing detailed assessments of the observance 
of the ICP as part of the Financial Sector Assessment Program. Since 2011, 15 
countries have been surveyed and the results are shown in Table A.9.1. While 
KPMG 2014 insists that “the reviews demonstrate major themes that permeate 
the ten reviews,”17 the whole picture shows large differences in practices among 
countries, even inside the EU: for 11 of the 26 insurance core principles,18 the 
difference between the most and the least compliant EU member state is two 
notches or above on a four notch scale (from 0 – principle not observed to 
3 – observed). Large differences in insurance supervision across countries pave 
the way for supervisory arbitrage; this is particularly the case in the EU, as pass-
porting enables companies to operate across jurisdictions. While the EU has a 
specific approach to this issue (see above Sect. 9.2.1), the objective of tightening 
supervisory gaps seems of general relevance: IAIS is then working on a common 
framework for insurance groups operating across borders.

 Common Framework for International Groups and Capital 
Standard

The IAIS issued its first exposure draft of the Concept Paper on ComFrame in 
July 2011 (IAIS 2011). The idea behind this project, which is due for imple-
mentation in 2019, is to impose convergent prudential rules to Internationally 
Active Insurance Groups (IAIGs) in order to prevent supervisory arbitrage. 
Around 25 IAIGs have volunteered to work on the project, since they too 
would be more comfortable with a harmonized regulation rather than mul-
tiple group supervision framework in the jurisdictions they are operating in.

ComFrame is to include a risk-based insurance capital standard (ICS), 
which will set minimal rules that can be supplemented by additional rules at 
local level (“goldplating”), in contrast to the European S2 regime (see below 
Sect. 9.3), which is based on maximum harmonization. While IAIS is still 
consulting to determine these capital standards, the definition of internation-
ally active insurance groups (IAIGs) is now accepted as

• writing premiums in at least three jurisdictions,
• total assets must be at least US$50 billion

or gross written premiums at least US$10 billion.

17 Five more have been published since the KPMG survey.
18 These are ICP7, ICP8, ICP14, ICP16, ICP18, ICP19, ICP21, ICP22, ICP23, ICP24, ICP25. For 
ICP2, ICP17 and ICP20, EU member states appear to perform poorly overall: Solvency II is addressing 
these issues in priority.
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According to this definition, the IAIS expects there to be about 50 
IAIGs worldwide (IAIS 2014). The process of refining this Insurance 
Capital Standard is complex, involving IAIS consultations of insur-
ance companies and detailed responses with no synthesis to date (see 
http://www.iaisweb.org/page/news/consultations/closed-consulta-
tions/insurance-capital-standard-ics//file/58015/ics-cd-resolution- 
of-comments-october-stakeholder-meeting).

It should be noted that these capital standards will also apply to Global 
Systemically Important Insurers (G-SIIs), although the definitions of 
IAIGs and G-SIIs are not exactly aligned. First, there are no clear-cut 
criteria for defining a G-SII: G-SIIs are designated by the FSB follow-
ing consultation with the IAIS and national authorities. Then, proceeding 
from the definition of IAIGs, it appears that a solo national insurer of 
global systematic significance could be a G-SII without being active in 
three jurisdictions, hence without being an IAIG. Ping An for instance, 
while being a global systematically important financial institution with 
geographically diversified interests in banking, is underwriting mainly in 
China, hence it would not necessarily qualify as an IAIG if it were not 
designated by the FSB as a G-SII.

While the G-SIIs will be submitted to the same requirement as the IAIGs, 
they will deserve additional supervisory attention since national supervisors 
might not correctly address the systematic risk.

 Additional Supervision Requirements for G-SIIs

See above Sect. 9.4. Systemic risk regulation.
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10
The Impact of Basel III on the Operations 

of Retail Banks

Eric Lamarque

For many bankers, Basel III has led to a change of world, a change of model 
and for some even a change of profession. These views initially reflect the con-
tent of the Basel principles relating to two major indicators of bank stability, 
namely: (1) solvency via the level of equity capital required and (2) liquid-
ity in terms of assets held. The mainstream financial press and bankers have 
largely discussed the impact of these measures on the banking sector and the 
wider economy. There is no doubt that they have significant consequences 
on banks’ activities and financing capacity. But Basel III also deals with other 
issues relating to the organisation and governance of financial institutions. 
These have been less publicized, but affect banks and the way actors operate 
on a daily basis as much, if not more.

Basel III is a system based on three pillars. Pillar 1 is detailed in EU 
Directive CRD4. It concerns the definition of equity required to cover expo-
sure to credit, market and operational risks. Such exposure is gauged by risk- 
weighted assets (RWAs), and regulatory equity capital is defined differently 
compared to usual accounting definitions. Pillar 2 leads to the implementa-
tion of control measures of equity capital, of exposure to risks. It also includes 
measures to be pursued to meet these requirements. Lastly, Pillar 3 relates to 
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market discipline, with emphasis on the information financial institutions 
must communicate in terms of risks.

The motives of regulators in adopting Basel III clearly follow the banking 
crisis in September 2008: they seek to ensure that governments will no longer 
be obliged to protect banks from filing bankruptcy. The decisions to take 
capital holdings in banks in October 2008 were not understood by the public, 
even if the public monies committed were recovered with a profit. The politi-
cal cost of such interventions has been so high that it is no longer possible 
for governments to find themselves in a similar situation. Public regulators 
have had the mission of reinforcing the safety and financial stability of banks, 
as well as ensuring and reinforcing the quality of internal bank controls and 
those carried out by national and European supervisory agencies.

The European Capital Requirements Directive (CRD 4) runs to nearly 340 
pages. It covers the three pillars and aims to provide precise recommendations 
on how banks can protect themselves against insolvency risks with sufficient 
levels of equity capital, and how to protect themselves against liquidity risks 
to prevent sudden bankruptcies. These two risks lie at the heart of regulatory 
concerns. But the Directive also addresses the conditions under which banks 
are supervised, the bodies involved in such supervision and the resolution 
mechanisms they put into place. Basel III therefore addresses criteria for risk 
and financial management as much as it stresses organizational and strategic 
criteria.

The aim of this chapter is to review and assess the two dimensions of the 
consequences induced by these new texts. It seeks to see what is truly new and 
how financial institutions will adapt—more or less easily—to the new condi-
tions for exercising their trade.

The chapter will therefore focus on two questions. It will look first at 
how Basel III hopes improving banks’ solvency, mainly in their retail activi-
ties. The aim is to assess the improvement in institutions’ financial stability. 
Subsequently, the chapter will review the principles put forward to improve 
banks’ control by focusing on the organization of internal control, the reso-
lution mechanisms and the role played by governance bodies, which have a 
special place in Basel III.

In these two areas, particular attention will be paid to how the new regu-
lations affect cooperative banks, which are a particular type of actor in the 
retail banking. This sector is indeed characterized by a diversity of governance 
models. Financial cooperatives have a special position, especially in France, 
where they are even dominant actors. The regulations set out in Basel III 
make no distinction concerning such banks, assuming that operating condi-
tions should be the same for everyone. Furthermore, the cooperative sector 
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as a whole has to deal with special legislation that sometimes interferes with 
measures put forward by regulators. This chapter also sets out to address these 
specific issues.

10.1  Improving the Reliability and Safety 
of Financial Institutions

The question of improving banks’ safety is the very basis of the Basel 
Committee’s existence, which has looked at the matter for nearly 30 years. 
The risk of solvency may be defined as the risk of a bank not being able to 
meet losses linked to its activities (credit, markets and operations). In this 
case, equity capital must be able to cover losses. As with any company, liquid-
ity risks involve not being able to meet short-term payments. The two are 
linked, but the Basel Committee has only been interested in the latter since 
the 2008 banking crisis. This chapter starts by examining issues linked to 
equity capital and the consequences for banks, as well as their clients. It then 
examines problems of liquidity, in order to identify changes to the financial 
management of banks.

10.1.1  The Progressive Increase in Capital Equity 
Required by Regulators

Basel I introduced the requirement for banks to cover their credit risks with 
sufficient equity at the end of the 1980s. Equity capital had to be equivalent 
to 8 % of risk exposure. The Basel II agreement, which was initiated in 2004, 
came into force in January 2007. This extended the range of risks covered, 
by including market risks and operational risks, while maintaining the 8 % 
threshold. However, the impact of this agreement was not really felt, owing 
to the rapid increase in bank failures that year. Basel III was signed in 2010, 
and will be fully implemented by 2019. It has not changed the risks requiring 
cover, but it has raised equity capital requirements further, bringing these up 
to a minimum of 10.5 % and even 15 or 16 % in certain cases. Basel III has 
also brought in new demands in terms of liquidity: Table 10.1 below sets out 
the accord’s obligations.

The general principle is that prudential equity capital is equal to a minimum 
of banks’ exposure to risks, according to the principles of banking regulation. 
In the case of the Basel III framework, all actors expect that equity require-
ments will rise, even if thresholds are not increased, given present  portfolio 

10 The Impact of Basel III on the Operations of Retail Banks 



256 

Table 10.1 From Basel II to Basel III

From Basel II to Basel III

Pillar 1
Equity capital 

requirements

The minimum requirements in equity capital in view of the 
assessment of exposure to credit, market and operational risks

Prudential equity capital
Credit risks market risks operational+ + rrisks

%> 10 5 18, to

Regulators are increasingly restrictive in terms of the elements that 
can be included in prudential equity capital and also demand 
models for evaluating exposure to different risks that are 
increasingly “stressful”: that is, corresponding to extreme situations.

The methods used for evaluating risks are put forward or 
validated by regulators. Thresholds have been set in a range 
from 10.5 % to 15 %, depending on the banks and the countries 
in question, as part of the Basel III process. This method requires 
calculating two variables:
 – The exposure to RWAs: it depends on the content of balance 
sheets, but also on how they operate on a daily basis. For banks, 
this exposure stems mainly from credit risks (at least 85 % of 
total risks). On top of this, there are market risks (about 5 %) 
and operational risks (about 10 %). It is therefore necessary to 
assess exposure, which provides the basis for estimating required 
equity, under the auspices of the European Central Bank or the 
resolution authority (Autorité de Contrôle Prudentiel et de 
Résolution, or ACPR) in France.

 – Prudential equity capital: financial services are one of the few 
sectors in which the perimeter defining equity capital has a 
regulatory dimension. As a result, the value of such capital may 
diverge from accounting equity values and a series of processing 
measures need to be taken into account in these calculations. In 
particular, intangible assets, often arising from goodwill associated 
with external growth, need to be eliminated. Institutions which 
engage in such acquisitions in order to expand may be penalized.

 – One novelty of Basel III is the proposition of a new ratio linked to 
solvency risks: the leverage ratio is set at the 3 % threshold at least.

leverage ratio
Tier one capital

Exposure
=

Exposure = balance sheet excluding derivatives and pensions + 
off-balance sheet {derivatives + pensions} withdrawn 
prudentially

Furthermore, liquidity ratios need also to be included: the Liquidity 
Coverage Ratio (LCR) is the available liquidity over one month, and 
the Net Stable Funding Ratio (NSFR) is the liquidity for one year

LCR
High Quality Liquid Assets

Total net cash out flows over the next
=

330
100

calendar days
≥ %

NSFR
to

=
Available amount of stable funding year
Required amo

1
uunt of stable funding yearto 1

100≥ %

The numerator and denominator of each ratio are defined by BCBS 
specific document. All these thresholds have to be reached by 2019.
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activities and assets held on balance sheets. If on top of this requirements 
continue to rise, as is the case for banks, then considerable changes have been 
envisaged by banks, in terms of strategic and commercial positioning, includ-
ing withdrawing or reducing finance to certain types of clients. Three trends 
can be identified today, as follows.

10.1.2  The Reduction in the Risk Exposure

Banks track permanently the use of equity capital associated with each of their 
activities and especially their credit policy. As shown in Table 10.2 below, the 
latter influence the amount of required equity capital, first and foremost.

Table 10.1 (continued)

From Basel II to Basel III

Pillar 2
Supervision of 

the adequacy 
and 
management 
of equity 
capital

Banks are required to implement a prudential supervision system, 
in coordination with the regulatory authorities. This system is 
called SREP—the Supervisory Review and Evaluation Process—
and aims to analyse all risks on a permanent basis, including 
solvency risks and liquidity for Pillar 1, as well as to calculate 
equity capital needs.

It has four components:
  An analysis of banks’ business models, by market and by entity 

in order to assess the sustainability of the model, at a given date 
in the future.

  The assessment of the adequacy of equity capital relative to 
risks, using quantitative and qualitative measures. This 
component clearly envisages overloading equity capital 
depending on the assessment, in order to ensure the 
sustainability of the business model.

  The assessment of liquidity and funding by quantitative and 
qualitative measures, according to the risks that may affect it. 
The ability to search for resources is a key aspect of this 
assessment.

  The assessment of governance, as well as management and 
control processes. This component complements the 
implementation of the internal control system which has existed 
for several years in France, in particular.

The supervisor can demand higher equity capital or the 
implementation of any action capable of improving the safety of 
the institution.

Pillar 3
Market 

discipline

This pillar aims at improving banks’ financial transparency, 
obliging them to communicate information needed to allow 
third parties to appreciate the adequacy of their equity capital. 
It is hoped that this will lead to better market discipline.

Source: Adapted from the BIS—Basel Committee 2013a, European Commission and ECB
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The table indicates that two factors affect total exposure in particular: credit 
risk accounts for more than 71 % of total exposure. This does not include 
counterparty risks, the importance of exposure to risks associated with inter-
national activities, in respect to the scale of such activities in banks’ balance 
sheets.

10.1.2.1  The Consequences in Terms of Credit Risk Policies

The mechanics of calculating required equity capital under Basel II was rela-
tively simple. The more a bank finances a risky client, the more equity it 
has to accumulate to deal with bankruptcy. The more a bank is exposed to 
a sector which is sensitive to economic conditions, the more it has to cover 
itself. A bank’s policy in terms of taking risks determines its capital require-
ments directly. This situation is especially sensitive in the corporate market 
(especially for small and medium-sized enterprises, SMEs). This market has 
traditionally been more risky than the household sector.

Some sectors are impacted by economic conditions and the business cycle. 
They risk facing credit rationing, because default risks are too high. The prin-
ciple of individualized credit rating for each “corporate” client is now a key 
instrument in decision-making.

Looking at the above example in detail, it is clear how trends in the expo-
sure to risks are combined with an increase in thresholds under Basel III.

It is clear here that the reduction in exposure to credit risk between 2011 
and 2012 allowed the bank to “save” €2.7 billion in equity capital. Conversely 
between 2013 and 2014, the rise in exposure meant that another €2 billion 
had to be found. Lastly, between 2014 and 2015, the volume of credit dis-
tributed expanded by 4 %, but total exposure only increased by 1.6 %. This 
implies that such credit was mainly granted to safe counterparties.

In addition, companies represent more than half of this total exposure, and 
hence the variations of exposure on this market affect regulatory capital first 
and foremost.

For all retail banks, three factors explain the changes in exposure:

 1) The quality of borrowers: the more banks lend to highly ranked borrowers 
(1–2 on a scale running to 9) the more RWAs will be minimal or even zero. 
Thus the best clients will have no problems in satisfying their demand for 
credit, whereas the most risky borrowers will have problems in obtaining 
finance. This is especially so for SMEs.
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 2) The economic situation: in times of slow or even negative growth, the 
number of troubled borrowers will increase. When specific sectors are fac-
ing problems, risks to actors increase. At that point, exposure and equity 
capital increase for a given level of debt. As a result, certain sectors experi-
encing worsening economic problems risk having less access to bank 
finance.

 3) The volumes of credit granted: the volume of credit granted impacts the 
level of RWAs upwards or downwards, in a fairly mechanical way. In eco-
nomic slowdowns, retail clients borrow less and vice versa.

It is hard to say which of these three effects has been the most important 
in recent years. All have undoubtedly been significant. Some banks publish a 
statement analyzing the different effects impacting exposure between the two 
last years. But economic actors with average rating clearly face real difficulties, 
or at least are at the limit of what banks accept today. Institutions quite evi-
dently set themselves boundaries which are not overstepped. Credit policy thus 
includes a new dimension which is more or less explicit, namely clients’ ratings.

In the retail banking sector, this conflicts with the positioning sought by coop-
erative banks in terms of risk policy, and raises questions of the ability of actors 
to pursue more accommodative policies in this area. Indeed, within the frame-
work of their local (territorial) commitment to local firms, some cooperative 
players are more inclined to accept and finance clients with more risky ratings. 
Such a policy is consistent with their cooperative engagements. But it generates 
problems because this policy automatically leads to greater equity requirements. 
Cooperative banks cannot therefore increase their shares of such clients without 
having large surpluses of equity capital and accepting the costs of higher risks.

This illustrates a phenomenon which we will find throughout this chapter, 
namely the fact that regulatory principles largely oppose the natural position-
ing of cooperative banks. As a result, they too behave more and more like 
traditional banks, favouring less risky clients too. In fact, they often argue 
that their specificity lies in the fact that they carry lower risks, which is quite 
paradoxical.

10.1.2.2  When Retail Banks Develop Internationally

External growth strategies are largely favoured by retail banks to obtain 
positions in new countries. These strategies may not always be successful. 
However, the search for new sources of growth and the acquisition of banks 
with many clients is always tempting. But such growth also generates extra 
credit risks and extra operational risks.

 E. Lamarque



  261

Credit risks arise because most of these acquisitions take place in emerging 
countries, where policies for granting loans are probably less supervised than 
in France. Risks in the company sector are more important and the quality of 
information they provide to assess default risks is not the same as in developed 
countries. Moreover, systems of evaluation are not exactly identical and so 
there are problems with reporting and consolidation of exposure to such risks. 
This can put a brake on such initiatives, given that the quality of data on risks 
is an important issue at present, owing to reforms concerning the principles 
for registering accounts.

Lastly, the acquisition of retail banks in a foreign country often leads to an 
increase in operational risks that come under Basel III. These risks are linked 
to the inadequacy of the systems, procedures and practices, as well as to exter-
nal events that may lead to direct losses, legal risks or more often to reputa-
tional risks. Credit activity is subjected to these kinds of risks when procedures 
are not respected and clients are granted loans they should not have been able 
to obtain. These risks also arise in the collection of deposits, when measures 
appropriate to controlling the origin of funds collected are not implemented.

The distance between the subsidiary and the parent company makes it more 
difficult to implement required controls. This leads to higher risks automati-
cally, and hence a greater demand for equity capital. International develop-
ment thus requires more investment in equity.

Credit policies and international development are two fundamental com-
ponents of investment banking. Since the beginning of 2015, Pillar 2 has 
come into force, and actors have to think in terms of risk appetite. As a result, 
there is an explicit link between strategic positioning in terms of products, 
clients and geographical zones, as well as the exposure to risks. A way for 
managing such exposure clearly resides in the redefinition of a bank’s busi-
ness model, unless it has no problems in finding the equity capital required 
to cover risks. Here again, the diversity of models within the banking sector 
means that many actors have to be taken into account, especially financial 
cooperatives. Actors may not always be able to deal with positions they may 
take, concerning clients facing the greatest difficulties.

For universal banks, changes to their business model involve dropping 
certain activities in some countries. Several actors have sold some activities 
deemed to be non-strategic in recent years, though on the basis of criteria that 
are not very clear. Apart from the two cases referred to in the previous table, 
the sale by BBVA of its life insurance subsidiary in Spain may be mentioned, 
as can the management of assets by Santander. In France, Société Générale has 
pulled out of the asset manager Amundi, while BNPP has given up insuring 
certain types of financing (planes and ships), and has reduced its investment 
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banking activities in several geographic regions. Consumer credit and credit 
leasing have also been much affected by the rundown of operations.

Finding a new balance between strategic positioning and the capacity for 
satisfying equity capital requirements has become the decision-making model 
of the sector today

10.1.3  Raising Equity Capital and the Capacity to Absorb 
Losses

The preceding examples all point to the conclusion that equity capital needs 
to be increased. Table 10.3 shows the strong rise in capital for shareholder 
capital banks. Generally speaking, the equity capital of European banks rose 
by nearly 50 % between 2009 and 2014, and is expected to rise by a further 
25 % by 2018 (Table 10.4).

Apart from what has been already highlighted out in the preceding point 
concerning the need to change banks’ business model to raise the level of 
equity capital, regulatory changes also impose new management of equity in 
retail banks. There are three components to this:

Table 10.3 Trends in RWA credit and equity capital requirements

€ billions

2015 2014 2013 2013 2012 2011

Basel 
III

Basel 
III

Basel 
III

Basel 
II ½

Basel II 
½

Basel 
II

Total credit granted 685 657 612 617 630 666
Total RWA credit 449 442 418 411 411 446
Equity capital required to 

cover credit risk
35.9 35.3 33.4 32.8 33 35.7

RWA “company” credit 257 246 232 234 236 254
Equity capital required to 

cover “company” credit risks
20.6 19.6 18.5 18.7 18.8 20.3

Source: Documents de Référence, BNPP

Table 10.4 Change in equity capital with respect to balance sheets (in € billions)

Banks
Book equity 
2007

Total balance 
sheet 2007

Book equity 
2015

Total balance sheet 
2015

Société 
Générale

31 1071 62.6 1334

BNPP 59 1694 100 1994
BPCE 47.8 (2009) 1029 (2009) 57.6 1166
CA SA 46 1414 59.4 1529

Sources: Reference documents
Note: Consolidated accounts for BPCE have only been available since 2009
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 1) Further improvement of financial results: the most virtuous way to achieve 
this increase is above all to raise operational performance and to have the 
capacity to improve net earnings. Looking at the situation of retail banks 
today, however, shows that achieving this goal is difficult, and banks are 
increasing layoffs across the world. The first reason for this lies in the fall 
in interest rate spreads (the difference between the rates paid by clients and 
the rates at which banks can refinance themselves). The fall in rates has led 
to a wave of loan renegotiations by clients. As banks favour less risky cli-
ents, interest rate margins have fallen all the more. This fall in interest rate 
spreads has not been compensated by higher commissions on the sale of 
products and services (as most clients do not easily accept such payments), 
nor by higher returns on market products. The latter have in fact been 
affected by new regulations concerning market risks, which push banks 
and other institutional investors to turn towards safer financial products 
(such as government bonds), that are less profitable.

Net bank earnings have therefore been stagnating in France for two 
years and forecasts are not optimistic. As a result, the only way to obtain 
margins is by limiting operational costs (more than 60 % of which are 
made up of wage bills), and limiting the costs of risks (see Lamarque 
2014). This leads to credit policies that are as riskless as possible, which in 
turn weighs on GDP.

 2) Paying fewer dividends to shareholders: a seductive solution for many is to 
limit payments to shareholders and hence retain more earnings for equity 
capital. Publicly listed banks and more generally banks with shareholder 
capital face a dilemma, however. Limiting dividends over the long term 
runs the risk of encouraging potential investors and existing shareholders 
to turn to other shareholdings. The most spectacular example in recent 
years has been the way General Electric (GE) has pulled out of financial 
services, which accounted for half the group’s earnings in 2000. Not only 
have immediate returns on dividends been reduced, but falls in stock 
prices following the crisis in 2008 have yet to be recovered, despite a gen-
eral rise in market values.

The main explanation for this is a structural decline in Return on Equity 
(ROE or financial profitability), which is a benchmark for many share-
holders. Not only are earnings no longer rising, in fact they are stagnating 
and falls are to be expected. At the same time, equity capital requirements 
are rising endlessly. For retail banking, ROE has fallen from between 12 % 
and 15 % in 2007, to between 6 % and 8 % today.

 3) Having the capacity to raise equity capital quickly: the last solution to rais-
ing equity capital is to have quick access to investors who can provide 
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further capital. A publicly listed bank has an advantage from this point of 
view, because it is easy to issue new shares, even though this may lead to a 
low share price. To overcome uncertainties faced by shareholders, the regu-
lator is now clearly envisaging the possibility of transforming bond debt 
into capital in an authoritarian way, which broadens the notion of equity 
capital.1

This raises a new problem faced by cooperative banks, as the retention 
as equity capital of all net earnings lies at the very heart of the cooperative 
system, which is not constrained by the fact of having to reward sharehold-
ers. Cooperative banks should have an advantage from this point of view. 
However, the regulator and supervisor are wary about the stability of equity 
capital and the ability to raise further equity quickly. On the first point, it is 
true that members of a cooperative who provide funds, which can be deemed 
to be equity capital, can ask to be paid back by the cooperative every year. The 
cooperative has to make such paybacks. If a large number of members make 
similar demands, then the institution is threatened. This cannot occur with 
shares, whose transfer between shareholders does not affect the level of equity 
capital available. As a result, the regulator is quite tempted to view share cer-
tificates in a cooperative more as a form of debt. This is all the more the case as 
they are often sold as a financial investment to clients of the cooperative bank.

Another difficulty in the event of financial distress concerns the speed with 
which cooperative banks can issue new share certificates. Following the imple-
mentation of the Basel regulations, all financial cooperatives have embarked 
on ambitious plans to issue share certificates. Without going into too much 
technical detail, different types of share certificates exist, some of which 
enhance cooperatives’ stability. Efforts to collect and reinforce capital have 
met with some success, but for long timespans. However, this is not enough 
in the face of short-term liquidity shortages. In this case, the essential thing 
is to have the capacity to react quickly when incidents threaten bank liquid-
ity. What matters most is the possibility of accessing sources of liquidity as 
quickly as possible. Rightly or wrongly, it often seems that of all possibilities 
for obtaining liquidity, the reactivity of shareholders is greater than that of 
members of cooperatives.

The Total Loss Absorbance Capacity (TLAC) and the Minimum 
Requirement for Eligible Liabilities (MREL), as a percentage of TLAC, are 
new ratios that have been established to deal with liquidity issues. Leaving 

1 Supervisors introduced Total Loss Absorbance Capacity (TLAC) as a new indicator of resources that can 
be mobilized in a balance sheet to meet exceptional losses.
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aside technical questions, the basis of these ratios is the “bail-in” mechanism, 
in other words the capacity of banks to mobilize resources to meet liabilities, 
aside equity capital, in order to absorb losses that threaten the survival of the 
institution. These mechanisms are now much under discussion, and the abil-
ity of transforming certain types of bearers of bank-issued bonds into share-
holders in an authoritarian manner raises legal issues. Here again, cooperatives 
and their system of share certificates, which can be paid out to members on 
demand, are especially affected. So the question of their current remuneration 
needs to be looked at.

10.1.4  Strengthening Liquidity

Equity capital was very much an issue at the forefront in the years 2010–2015. 
Many banks strove to comply with the new Basel III thresholds, under pres-
sure from the rating agencies in particular. Today’s main issue concerns liquid-
ity, and all thresholds have to met by 2019. We have already briefly looked at 
the ratios to be used (LCR for 30 days and NSFR for one year). A detailed 
analysis of these elements takes into account the numerator and denominator 
of each of these ratios,2 and makes it possible to anticipate the consequences 
for financial institutions.

Liquidity risks lay at the heart of several bank restructuring operations in 
France, such as with Dexia or Crédit Immobilier de France. They were oper-
ating using a non-viable refinancing model, despite having equity capital. 
Northern Rock in 2007 in the UK, Washington Mutual and the Royal Bank 
of Scotland in 2008 were similarly affected. At some point, these banks were 
no longer able to access liquidity in the financial markets owing to investor 
wariness. The drop off in liquidity put them in great difficulty in meeting 
their commitments and they were unable to access other sources of funding. It 
also became apparent that most of France’s major banks were operating with 
insufficient liquidity, in other words, loans granted exceeded the sum of avail-
able deposits accounts. The dependency on refinancing through  borrowing 
in capital markets is always held to be risky, and weighs on banks’ ratings. 
Similarly, demands by clients to extend loans were not balanced by the length-
ening or greater stability of deposits. Most bank deposits are sight deposits 
and are therefore subject to significant variations.

2 BIS, Basel Committee, Basel III: The Liquidity Coverage Ratio and liquidity risk monitoring tools, January 
2013.
BIS, Basel Committee, Basel III: The Net Stable Funding Ratio, Consultative Document, 11 April 2014.
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The awareness of the fragile financial structure of certain bank balance 
sheets has led to several changes, notably with the aim of consolidating and 
diversifying access to liquidity:

 1) Business policy: this is surely the most visible consequence for consumers. 
France is one of the few countries to have allowed a situation of insuffi-
cient liquidity to arise, in other words to have a stock of bank deposits 
which are less than loans granted. This is even true for the cooperative 
banks, which historically were in the opposite situation, with far more 
deposits than loans. The indicator measuring this phenomenon is the Loan 
to Deposit Ratio (Total Loan / Total Deposits)3 The ratings agencies have 
penalized and continue to penalize institutions with a Loan / Deposit > 1, 
because they are dependent on financial markets for refinancing. The retail 
banks have taken this situation into account and have adopted, or 
attempted to adopt, changes in their business policy to reduce the gap 
between the two components of this ratio, in order to return to a more 
balanced position. This has led the banks to review their relations with 
their customers. From about 2012 onwards, account managers have been 
clearly instructed to achieve more balanced relationships in terms of liquid-
ity. For years, the main priority was to sell loans, accompanied possibly 
with the hope of recovering flows and savings from their clients. But this 
latter objective was not followed up much. This requirement has now been 
strengthened, although legislation does not demand this. As a result, two 
situations may be observed: banks do not provide all financing demanded 
buy the borrower or they put pressure on customer to manage more sav-
ings and current accounts from them. This reduces liquidity needs. This 
change in business policy has taken place quite quickly, and has been 
strongly felt by customers, who have not fully understood the reasons for 
it, and have viewed it as a worsening of their bank relationships.

In the same logic, it can be pointed out that some banks linked to car 
producers, such as PSA Finance or RCI Banque (Renault Group), have 
begun collecting deposits by offering savings accounts. This acceleration in 
the collection of deposits risks keeping relatively high interest rates on such 
accounts. Special offers by some market players of interest rates at between 
3 % and 4 % for several months bear this out. Another indicator is the 
interest rate on France’s traditional savings account for small savers—the 
Livret A—which is surely overvalued at present, given prevailing economic 
circumstances. Changes in this business strategy have stretched interest 

3 Total credits granted to clients/total deposits by clients.
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rate margins—the main source of income—a little. This, however, compli-
cates banks’ capacity for increasing equity capital out of profits.

 2) The acquisition of retail banks in developing countries: many institutions 
in these countries have an excess of liquidity coming from an amount of 
deposits higher than credits. In these countries, the number of depositors is 
growing with the trend to opening accounts leading the granting of financ-
ing. Even if there is no transfer of liquidity between merged entities, con-
solidated accounting methods mean that all deposits and loans can be 
consolidated in the same balance sheet. Liquidity ratios are assessed mainly 
using consolidated accounts, so that the ratios may improve mechanically.

 3) Access to liquidity in the markets: In situations where there is a lack of 
liquidity, access to financial markets is unavoidable. Banks generally have 
two options. Either they can turn to the interbank market, or they can 
access classical market debt directly. The interbank market was relatively 
unreliable in providing liquidity after the collapse of Lehman Brothers and 
at the height of the euro crisis. Banks lost confidence in the market and the 
ECB had to intervene to reestablish some visibility. However, quantitative 
easing will not continue indefinitely. Banks have turned more and more to 
debt markets to refinance themselves recently. But this supposes that:

 a. Markets are given visibility through the proposal of creating a multi- 
annual programme to provide access to liquidity, indicating when a 
bank issues paper and for how long.

 b. Better long-term and short-term management of ratings in order to 
provide visibility of interest rates offered to investors. Tracking such 
ratings is particularly sensitive as the least worries linked to a downward 
change in ratings may provoke a liquidity crisis. In the autumn of 2012, 
for example, the cut in the rating of the PSA Group led to an automatic 
fall in the rating of PSA finance. The French government was obliged to 
intervene to guarantee access of the French car-maker’s bank to markets 
as investors adapted to this new situation.

 4) Managing the banks’ balance sheet: this last change follows modifications in 
regulations in terms of liquidity. It concerns the necessary adaptation of 
investment policies and investments. Indeed, the very definition of the LCR 
and even more the NSFR ratios assumes the availability of balance sheet 
assets with low risks when being transformed into liquidity. Accordingly, 
banks are tempted to hold high-quality assets, above all government bonds. 
There is thus a danger that banks buy more of such assets, at the expense of 
providing credit to companies or buying up corporate bonds.
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 5) Another evolution linked to these new ratios lies in the comeback of secu-
ritization. This technique was emblematic of the subprime crisis, the main 
channel through which the banking crisis was transmitted to the whole 
economy. Securitization is now being used more and more by the banks. 
Indeed, given that the ECB recognizes the quality of such security issues, 
banks are once again tempted to use securitization to make their best loans 
more liquid (mortgage loans on housing): in other words credit with the 
highest ratings. This constitutes a return to the historical balance sheet 
management practices that were misused by American banks in the 2000s.

The question of liquidity securitization is not therefore merely a simple tech-
nical matter. Instead, it affects the whole of an institution’s strategy, as do the 
new equity capital requirements. These two ratios have thus become the essential 
determinants of top managements’ strategic choices (BRI 2013a and BRI 2014).

10.2  Improving the Control of Financial 
Institutions

The prudential regulations issued by the Basel Committee not only con-
cern quantitative ratios. They also have a qualitative dimension stemming 
from the implementation of supervisory measures. These are based on the 
Supervisory Review and Evaluation Process (SREP) which translates the 
philosophy of Pillar 2 of the Basel regulations. SREP deals both with the 
control of levels of equity capital and liquidity, the definition of an insti-
tution’s “risk appetite” and the governance mechanisms set up to ensure 
supervision of these issues. Changes are surely likely to be most sensitive 
for actors concerning the question of governance, notably governance of 
financial cooperatives (10.2.1.). It should also be noted that as part of the 
continuity of these supervisory measures, major financial groups will have 
to present their organizational structures in which responsibilities for con-
trols are clearly identified (10.2.2.).

10.2.1  The Strengthening of Financial Institutions’ 
Governance

The roles of governance, top management and company boards are central 
to the systems of internal control set up by financial institutions (Lamarque 
and Karfoul 2009). The concern for the quality of governance, however, does  
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not only affect questions of control, but also reinforces the weight and con-
tribution of control in strategic decisions and in the fixing of risk taking. 
This shift is the logical consequence of criticisms made by the authorities of 
the passivity of governance bodies (company boards and supervisory boards) 
about controls over risk-taking by institutions which these bodies should have 
been supervising in theory. In July 2015, the BCBS published its latest recom-
mendations on the principles of company governance for the banking sector.

10.2.1.1  Regulatory Requirements in Terms of Governance 
Quality

Since 2012, these requirements have mainly been fixed by the European 
Banking Authority (EBA), which was given its official mandate as part 
of CRD 4 (Art 91-12) to put forward Guidelines. The latter relate to the 
competence, experience and honorability of top executive managers: the 
Management Body. These guidelines are generally translated today as requir-
ing managers and directors to be “fit and proper,” and are grounded in the 
following principles:

 a. The allocation of enough time by top managers to their commitments;
 b. Adequate knowledge, competence and collective experience;
 c. Concepts of honesty, integrity and independence of judgement;
 d. Concepts of human and financial resources that are adequate for the train-

ing of members of the executive and the supervisory functions of the bank;
 e. Concepts of diversity.

Box 10.1 European Banking Authority Guidelines for “Fit and Proper” 
Board Directors

 1. Appropriate knowledge and experience

 a. Relevant training: diploma, on-the-job learning, in-house training 
programmes

 b. Relevance of the content of training: banking, finance, insurance, eco-
nomics, law, management

 c. Specific knowledge of strategic planning, risk management, rules of 
governance and analysis of financial statements

 d. Work experience: level of responsibilities held, duration (five years), 
number of subordinates, size of organization, date of leaving position 
(three years at most)
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 2. Professional behaviour: search for indices aiming to verify such 
behaviour:

 a. Potential conflicts of interest with other functions, relations between 
interested parties and shareholders or companies in the group, relations 
with senior executives

 b. Excessive number of mandates/directorships (positions held)
 c. Verification of directors’ independence in the positions given to them

 3. Skills: decision-making abilities, a faculty for judgement, communication 
capacities, abilities to detect risks, leadership, loyalty, independence, power 
of persuasion, resistance to stress, capacities to work with others, courage 
and so on.

 4. The weighting of the above criteria according to:

 a. The characteristics of the financial institution: the nature of activities, 
size (employees, balance sheet, number of clients)

 b. The functions the person will need to conduct: chair of the company 
board—the ability to act as chair, leadership, strategic direction

 c. Collective expertise by the board: checking whether the expertise of the 
board is guaranteed by the candidate. In case the director is replaced, 
checking the expertise he/she applied, in order to replace it and rein-
force the training of present administrators in the area

Adapted from the European Banking Authority 2012

These principles affect not just members of a bank’s top management but 
also persons responsible for supervision, in other words a bank’s company 
boards. Specific criteria are not assessed here. However, it is to be noted that 
as of 2012, the EBA set out factors to help evaluate a certain number of char-
acteristics of the individuals concerned (see Box 10.1).

The principles of bank governance put forward by the Basel Committee on 
Banking Supervision in July 2015 support the same approach. They include 
points on the composition and qualifications of company boards. There is 
thus a general convergence for raising the level of expertise of governance 
bodies so that they can increase their supervisory powers over management 
decisions in good conditions, and so that boards can challenge such decisions. 
But moreover, boards should undoubtedly be able to meet their responsibili-
ties concerning strategic choices and policy risks.
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These changes led to stricter control by supervisors of the quality of gover-
nance and challenges to certain appointments of bank directors and top man-
agers. The result is a form of certification of members of leading governance 
bodies, to check whether they can really carry out their missions. The desired 
profile of directors and the way they are selected have been directly affected by 
this new regulatory context.

10.2.1.2  Consequences for the Recruitment of Directors

The very use of the word recruitment for directors may seem incongruous, 
given that they are elected by general assemblies of shareholders (for banks 
with publicly listed shares) or by certificate shareholders (or their represen-
tatives for cooperative banks). There are no plans to change the way board 
members are appointed. Independent directors must also be elected by gen-
eral assembly. However, it is clear that candidates for election will have to 
meet the “fit and proper” criteria.

The task is not easy, whatever model the bank adopts. Large, publicly listed 
banks, with a majority of independent directors, will need to put up candi-
dates for election who have both the necessary financial skills and also the 
time to carry out their missions. This is not always easy, and suggests that the 
number of mandates held by any one director should be limited, if banks want 
to see renowned directors elected to their boards. As for the small number of 
family banks which still exist, electing board directors with no experience to 
represent shareholders may raise problems when the expertise of boards is 
assessed. Other consequences for governance also include the obligation of 
separating the role of chairman of the board and CEO (chief executive direc-
tor), and no longer having one person doing both jobs.

Electing directors with experience in finance is even more difficult for 
cooperative banks. As cooperatives of customers, these banks have governance 
systems that lead customers to be elected to governance bodies. In these sys-
tems, financial expertise used to be secondary in view of members’ interests. 
The application of the principles means that certain chairpersons elected by 
the boards of cooperative banks have already lost their status as executive 
directors. Crédit Agricole even filed a suit with France’s top administrative 
court (Conseil d’Etat) on this matter in October 2014. But it is likely to be 
more difficult to find candidates for directorships that have the necessary skills 
to meet the new principles. These banks must therefore examine new ways 
of retaining both the specificities of their business model and the ability of 
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constituting boards which bring together the right skills so that they can be 
effective collectively.

Furthermore, all banks are set to train their board members in order to 
raise their expertise. However, in view of the complexity of managing banks 
and its associated regulations, it is not certain that training programmes cur-
rently being designed will be enough to bridge the skills gap. Apart from this 
compliance which worries many actors, it is widely recognised today that the 
effectiveness of governance bodies and the quality of their decision-making 
contribute to banks’ competitive advantage. Many companies have started 
work to increase boards’ effectiveness and the quality of their contributions.

10.2.2  Clearer Organization and Responsibilities

Following these changes, regulation of the functioning of financial groups 
as a whole reflects the principles put forward by the Basel Committee. CRD 
4 clearly reflects the will to see the missions and responsibilities of central 
bodies being defined unmistakably, especially concerning risk management. 
Accordingly the Directive stipulates:

 1) In terms of supervising credit risks, it is necessary to have an overall mea-
sure for consolidated groups, a common rating and the definition of the 
body responsible for rating;

 2) The solvency and liquidity of the central body as well as all its affiliated 
institutions must be followed up using consolidated accounts for these 
institutions;

 3) The management of the central body is empowered to give instructions to 
the management of affiliated institutions.

For the first point in particular, the implementation of instruction memo-
randum BCBS 239 of January 2013 illustrates well the necessary changes 
in organizations and their governance (BRI 2013b). This instruction memo-
randum relates to the aggregation of risks in group finances as well as the 
 reporting of risks. The memo stresses in particular the importance of reinforc-
ing and improving “infrastructures” (in terms of information organization 
and systems). The aim is to provide the best possible information in reporting 
to governance bodies and top management, so that they can identify, assess 
and manage risks.4

4 BCBS 239, Principles for effective risk data aggregation and risk reporting, January 2013. http://www.
bis.org/publ/bcbs239.pdf.
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More generally, the reinforcement of risk management skills is expected to 
take place quickly, in view of improving decision-making and ensuring effec-
tive supervision of groups’ entities. The aim is to have truly a better vision of 
exposure to risk on a consolidated basis.

From this perspective, the operation of financial groups has been ques-
tioned and institutions are in the process of changing their organisation and 
governance, more or less rapidly. The cooperative banks surely have to meet 
the greatest challenges. On the whole, they are strongly decentralized in 
France, and these regulatory changes oblige them to adapt the way they oper-
ate, and it has been possible to observe changes in these groups’ structures.

For a while, Crédit Agricole considered a Reorganization of its Central 
Body (Réorganisation de son Organe Central, or Projet ROC). The project 
involved transferring the functions of the central body set out above from 
the company listed on the stock exchange (Crédit Agricole SA or CASA) 
to a National Federation of the Crédit Agricole (Fédération Nationale du 
Crédit Agricole). The latter today is an organization that owns a majority 
of CASA shares through a holding company. The project did not go ahead, 
but it highlights the complexity of governance structures for cooperatives and 
mutual in general, as well as the difficulties for the bank regulators and super-
visors to decipher them. Crédit Agricole nevertheless went ahead in making 
adjustments to governance, by bringing political authorities onto the board of 
CASA. The bank has also clarified the financial structure of the group by sell-
ing the cooperative investment certificates it held in regional banks to regional 
banks themselves.

With the same idea, in 2013 the BPCE Group simplified its capital structure 
when its regional banks bought back their cooperative investment certificates 
from Natixis, which had been supporting a certain number of subsidiaries on 
behalf of the group. The distribution of roles between BPCE, the central body 
and the listed structure of Natixis is clear and has been consolidated by the 
strict separation of capital ties between the regional parts of the group (Caisses 
d’épargne and Banques Populaires) and BPCE on the one hand, and between 
BCPE and Natixis on the other hand.

These two examples of major French financial cooperative groups illus-
trate well the importance of clarifying their organization and governance, 
in order to increase their efficiency but also their external transparency. The 
examples have followed directly changes in the Basel texts, since 2010. These 
texts have addressed such structural questions as much as the issues of equity 
capital levels and liquidity. However, it remains difficult here to describe the 
consequences of the relations between the regional entities and the central  
body. Indeed, several studies have shown that the regulatory measures are 

10 The Impact of Basel III on the Operations of Retail Banks 



274 

encouraging the increasing centralization of decision-making, which in turn 
is undermining a key component of the differentiation across banks (Ory 
et al. 2006; Ory et al. 2012; Deville & Lamarque 2015). In fact, it is increas-
ingly said that the cooperative model is becoming hybrid as it draws on the 
conventional model of banking.

The traditional banks are also being affected by these regulations. At the 
national level their structures are being integrated (see principles of corporate 
governance for banks, july 2015). But with a far greater international presence 
and subsidiaries that have been bought up, these banks must present high- 
quality information to supervisors. This raises numerous questions in terms 
of consolidation and steering, and several banks have had problems with this.

10.3  Conclusion

This chapter has sought to provide a general assessment of the impact of Basel 
regulations on solvency and liquidity ratios of retail banks, as well of associ-
ated changes in internal control and governance measures. The consequences 
have been numerous, and have considerably affected the functioning of insti-
tutions. They have led to changes which, viewed from outside, may appear to 
be merely technical.

However, the conditions of a profound change in banks’ business models 
have been implemented. To begin with, conditions for financing the economy, 
the requirements for equity capital and liquidity are providing a new frame-
work for the ability to lend. Moreover, the French and European authorities 
clearly expect bank intermediation to diminish, to the advantage of finan-
cial markets. The retail banks have therefore started analysing how to adapt 
to these new conditions, by having fewer branches, by becoming financial 
advisors rather than just being lenders, by helping companies combine vari-
ous sources of financing and so on. Apart from adapting marketing practices, 
banks are dealing with the upheavals of a new organizational and governance 
model. This is especially so for cooperative banks. They are being destabilized 
by requirements about organizational structure, the quality of data, as well 
as the clear identification of individual and collective responsibilities. Banks 
must therefore carry out a twofold business and organizational transforma-
tion, as other major changes to their operating environment are taking place 
(most notably the digital revolution).

The accumulation of regulations in a very short timespan may be regret-
ted, along with instability and a clear and notorious underevaluation of their 
internal human consequences for banks’ employees. The tensions generated 
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by this context moreover risk mitigating the scope of financial and technical 
developments that have been promoted by the Basel Committee. These ten-
sions could lead to operational risks and the emergence of alternative actors 
that are free from all constraints.
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11
The Knowns and the Known Unknowns 
of Capital Requirements for Market Risks

Jean-Paul Laurent

11.1  Introduction

A new era is beginning for bank intermediation in financial markets. Under 
the leadership of the Trading Book Group of the Basel Committee, the cal-
culation of risk-weighted assets (RWAs) associated with market and trading 
book risks is being upended. The Fundamental Review of the Trading Book 
(FRTB) led to the publication of a set of rules in January 2016.1 It should be 
recalled that RWAs are the denominator of the solvency ratio.

In the first part of this text, the FRTB is situated in the vast movement that 
has reinforced regulatory and prudential requirements.

The present reforms are a subtle compromise. On the one hand, they per-
petuate the autonomous function for monitoring risks within banks, under 

1 See in particular Minimum capital requirements for market risk, http://www.bis.org/bcbs/publ/d352.pdf. 
For a brief introduction see also the Basel Committee document, again published in January 2016, 
entitled Explanatory note on the revised minimum capital requirements for market risk, http://www.bis.org/
bcbs/publ/d352_note.pdf.
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the control of bank supervisors. On the other hand, they set up a safety net to 
avoid any drift linked to self-regulation.

The emphasis here is therefore placed on the uncertainties linked to the 
final calibration of the new framework and the implications for economic 
banking models and market intermediation, namely:

 1) The reduction in financial market banking intermediation will benefit 
managers of bond funds and insurance companies, which are less regulated 
than banks.

 2) The fall in over-the-counter (OTC) derivative trading will confirm the rising 
strength of standardized markets in futures and swaps.2 The development of 
new market infrastructures is associated with new issues of financial stability, 
including the creation of systemic nodes and clearing houses that have to be 
regulated and supervised. This will not occur without consequences for final 
users, who will continue to want to use customized products. They will have 
to take on “basis risks” or face extra costs charged by banks.3

Lastly, the chapter will stress operational issues linked to piloting this trans-
formation process for regulated banks, which are facing a lot of uncertainty.

11.2  Market Regulation

The future rules for weighted averages of trading books are part of the new 
regulatory framework. Nearly ten years after the 2008 financial crisis, the 
broad outlines put forward at the G20 summits in 2009 and by the Financial 
Stability Board (FSB),4,5 the work on bank regulation (by the Basel Committee 
on Banking Supervision (BCBS) or simply the Basel Committee), the  
markets and financial infrastructures (Committee on Payments and Market 
Infrastructures or CPMI) are taking shape.

2 See Litan (2010), Duffie (2013), Rosenberg and Massari (2013).
3 The new regulations relating to OTC derivative products will have major consequences for end users, 
especially companies. The latter may be led to changing the risk profile of rates on their debts, via profiled 
asset swaps according to the bonds issued. These non-standard products are not cleared centrally. The cost 
of managing financial risks to companies is thus increased, either directly through a rise in intermediation 
margins on asset swaps, or indirectly through an increase in “basis risks,” if companies decide to take out 
insurance cover using standardized products. Culp and Miller (1995) illustrate the importance of basis 
risks in the case of Metallgesellschaft.
4 See for example, The financial crisis and information gaps, published October 2009 https://www.imf.org/
external/np/g20/pdf/102909.pdf.
5 A Coordination Framework for Monitoring the Implementation of Agreed G20/FSB Financial Reforms, 
October 2011, http://www.financialstabilityboard.org/wp-content/uploads/r_111017.pdf.
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The main aim is to improve financial stability and to eliminate incentives to 
create risks, which are costly to taxpayers. However, reforms must not penal-
ize economic growth, the granting of loans or the management risk functions 
carried out by markets and financial intermediates.

The range of new regulations for banks and markets is vast, and the regulation 
process is particularly ambitious and complex. This chapter focuses on measur-
ing market risks and credit risks of trading books. However, other issues include:

 1) The reinforcement of the quantity and quality of equity capital required 
for risk.

 2) The role played by “risk-based” solvency ratios relative to leverage ratios 
and the use of stress tests by supervisors, especially in the USA.

 3) An examination of liquidity transformation.
 4) An examination of OTC bank intermediation for derivative products.6

In banking, Basel III has profoundly modified regulations concerning bank 
solvency.7 Changes include: the increase in solvency ratios; more restrictive 
definitions of equity capital relative to risks, a stronger framework relating 
to internal models for banking book risks (in terms of loans and securities); 
stricter regulation of counterparty risks and higher leverage ratios. The rede-
signing of ways for calculating average weighted assets for their trading book 
risks is only one aspect of this whole set of measures.

11.2.1  Higher Solvency Ratios (CET1/RWA)

The minimum Core Equity Tier One (CET1) solvency ratio has increased 
from 2 % to 7 % (4.5 % + 2.5 % for a “conservation buffer”). There is a 
supplementary buffer that can run to 3.5% for globally systemically impor-
tant banks (G-SIBs): in practice, this means 1 % to 2.5 % for the banks in 

6 This includes:

 1) The obligation for transactions in the simplest derivative products to be booked through clearing 
houses, with the aim of reducing the counterparty risks on these products. The clearing houses have 
been placed at the heart of the new market architecture for derivative products. For more detail on this 
matter. <AU Last sentence of Footnote 6 point 1 is incomplete: please correct>

 2) The introduction of bilateral initial margins (guarantee deposits) for derivative products that are not 
centrally cleared, again in view of reducing counterparty risks and contagion via derivative products.

 3) The improvement of pre- and post-trade transparency.
 4) The use of trading platforms (Swaps Execution Facilities, SEFs).
7 See “A brief history of the Basel Committee”, October 2014, http://www.bis.org/bcbs/history.pdf and 
Blundell-Wignall and Atkinson (2010) for a first assessment of Basel III.
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question.8 Apart from increases already adopted, there are further plans to 
implement counter-cyclical buffer reserves of up to 2.5 % of RWAs, as well 
as a buffer of possibly up to 5% for systemic risk: the latter is specific to the 
European regulatory framework. This is mentioned in CRD IV, as well as in 
the Basel rules. The aim is to prevent the emergence of speculative bubbles. In 
this case, the solvency ratio could rise from 2% under Basel II to a maximum 
of 18% under Basel III.

11.2.2  A More Restrictive Notion of Prudential Equity 
Capital (CET1) as the Numerator of Solvency Ratios

Prudential capital equity is obtained by subtracting from booked equity capi-
tal a certain number of elements which do not have the required “loss absorp-
tion capacity”.9 These include non-eligible minority interests,10 dividends to 
be paid, intangible assets, goodwill, and deferred tax assets on losses carried 
forward. Similarly, adjustments for risks to equity capital, especially elements 
of Debit Valuation Adjustment (DVA) that affect the evaluation of the fair 
value of derivative products, are deduced from equity capital. Lastly, a cer-
tain number of filters are applied to obtain fair value. These are Additional 
Valuation Adjustments (AVAs) that have been introduced within the European 
 framework.11 Such valuation adjustments take into account especially market 
price uncertainty (MPU), the costs of liquidation or closeout costs, model risks 
and concentrated provisions. Apart from reserves that are already accounted 

8 See https://www.bis.org/bcbs/gsib/ for the criteria classifying systemically important banks.
9 Apart from the capacity to absorb losses, the Basel Committee has set out precise criteria for defining 
Core Equity Tier 1 capital, as a function of its capacity to absorb losses, its permanency and flexibility for 
payments. These latter two points have led to the exclusion of certain hybrid securities from CET1.
10 In December 2009, the Basel Committee (http://www.bis.org/publ/bcbs164.pdf ) proposed deducting 
minority shareholdings in subsidiaries from equity capital because they cannot cover losses at consoli-
dated group level. The handling of minority interests has subsequently evolved. The reader may refer to 
the following documents by the Basel Committee concerning the definition of equity capital:

 1) Basel III: A global regulatory framework for more resilient banks and banking systems, June 2011, 
http://www.bis.org/publ/bcbs189.pdf (the first version was published in December 2010, the June 
2011 version introduced an equity capital charge for variations in Credit Valuation Adjustment 
(CVA);

 2) The press release in January 2011, http://www.bis.org/press/p110113.pdf.

The FAQ available on the Basel Committee website (last update October 2011): http://www.bis.org/
publ/bcbs211.htm.
11 Capital Requirements Regulation (CRR) and the technical document of the EBA on prudent valuation 
h t t p s : / / w w w. e b a . e u r o p a . e u / d o c u m e n t s / 1 0 1 8 0 / 6 4 2 4 4 9 / E B A - R T S - 2 0 1 4 -
06+RTS+on+Prudent+Valuation.pdf.
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for by banks concerning the preceding factors, the AVAs lead to further deduc-
tions in equity capital. In presenting its results for Q1 2014, Deutsche Bank 
valued the impact of these adjustments to its equity capital at €2 billion.12

11.2.3  Improved Monitoring of Counterparty Risks

In addition, Basel III has increased charges on capital linked to counterparty 
risks on derivative products, including the introduction of a charge on capital 
linked to the variability of CVA and capital requirements for bank exposures 
to central counterparties (CCP).13 Lastly, specific measures have been taken 
to discourage interbank exposure: for example, increases in RWAs to cover 
exposure to large financial sector entities or to unregulated financial entities.14

11.2.4  Leverage Ratio Acting in Principle as a Backstop

For the Basel Committee, the solvency ratio, with risk-sensitive-based capital 
ratios as the denominator, is the dominant indicator. The leverage ratio should 
only serve as a safeguard (Estrella, Park and Peristiani 2000; Blum 2008). The 
Americans, however, do not see things like this, and have a different approach 
to regulation. In the USA, there has for a long time been a leverage ratio based 
on US accounting standards (US GAAP). In order to ensure consistency with 
the Basel framework,15 a Supplementary Leverage Ratio (SLR) was introduced 
in September 2014: the enhanced SLR (eSLR).16 This indicator concerns the 
eight major US banks identified as G-SIBs, and essentially makes the new US 
leverage ratio comparable to that applied by European banks. Both, overall, 

12 https://www.db.com/ir/de/images/Deutsche_Bank_1Q2014_results.pdf page 6.
13 See the Basel Committee documents Review of the Credit Valuation Adjustment Risk Framework issued 
in July 2015, http://www.bis.org/bcbs/publ/d325.pdf, Reducing variation in credit risk-weighted assets – 
constraints on the use of internal model approaches, issued in March 2016, http://www.bis.org/bcbs/publ/
d362.pdf, Capital requirements for bank exposures to central counterparties  - final standard, April 2014, 
http://www.bis.org/publ/bcbs282.pdf.
14 See for example http://www.allenovery.com/SiteCollectionDocuments/Capital%20Requirements%20
Directive%20IV%20Framework/IRB%20approach%20to%20credit%20risk%20in%20the%20
Banking%20Book.pdf.
15 US accounting standards are different from IFRS standards in terms of netting repo activities and 
security financing transactions (SFTs). Deutsche Bank showed that the size of its balance sheet according 
to US GAAP was twice as weak when compared to calculation based on international accounting stan-
dards, this being essentially because of the way repos are processed. The Basel ratio is the result of a 
compromise between international and US practices. It should be noted that the denominator of the 
leverage ratio (the exposure measure) includes off-balance sheet items, especially credit derivatives, as well 
as the exposure to risk on derivative products.
16 See for example http://www.usbasel3.com/docs/Final%20SLR%20Visual%20Memo.pdf.
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broadly comply with Basel III. The new minimal leverage ratio is 5 % for 
major systemically important banks, and 6 % for their subsidiaries managing 
deposits (Insured Depository Institutions). This compares to only 3 % set 
out in Basel III. The work on setting out the methods for calculating leverage 
ratios should be completed in 2017, for effective implementation in 2018. 
Until then, the banks must publish their leverage ratio every quarter. As of 
the beginning of 2015, the major US banks were already implementing ratios 
above those required (by US regulations of course). Market discipline has led 
European banks to follow US norms, which have therefore become de facto 
extraterritorial. This doubles the constraints induced by the Basel leverage 
ratio. If at the end of the day, the constraint associated with the leverage ratio 
becomes binding, then there will no longer be much point in banks investing 
in tools to monitor market risks.

The preceding rules complete the measures relating to the ordered liqui-
dation of systemically important financial institutions, with the aim of pro-
tecting depositors and avoiding the commitment of public monies in saving 
banks that are too big to fail.

The revision of the principles and method of calculating RWAs is thus only 
one part of a whole set of measures.

11.3  The Reasons for Overhauling 
the Calculation of Risk Weighted Assets 
on Trading Books

The FRTB is part of the implementation of the new prudential standards 
under Basel III, initiated at the G20 summits in London and Pittsburgh in 
2009 and by the FSB.

The project builds on previous Basel rules.17 The document updating 
the processing of market risks under Basel II was released in July 2009.18 
It addresses certain shortfalls in the previous regulations, highlighted by the 
crisis in 2008, including:

 1) The inclusion of Stressed VaR (Value at Risk) in calculating RWAs. This is 
a calibrated measure of market risk throughout a period of instability. 

17 The Market Risk Amendment of 1996 (http://www.bis.org/publ/bcbs24.pdf ), see also the Basel 
Committee’s document entitled International Convergence of Capital Measurement and Capital Standards 
(http://www.bis.org/publ/bcbs128.pdf ), published in June 2006 as a consolidated version.
18 http://www.bis.org/publ/bcbs158.pdf, see also Analysis of the trading book quantitative impact study 
(http://www.bis.org/publ/bcbs163.pdf ), published in October 2009.
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Previous measures of risk did not include such events in their calculation 
(Dowd et al. 2011). This could lead to an underestimation of risk, when 
current volatility is weak.

 2) Taking into account risks of bankruptcy and migration (i.e. a change in 
ratings) within a trading portfolio, via an Incremental Risk Charge (IRC). 
Under Basel II, credit risks in such trading portfolios only showed up in 
the risks of credit margin variations. As its name indicates, IRC aims to 
complete previous regulation which neglects such risks.

 3) The specific processing of portfolio correlation, including especially corpo-
rate CDOs (Comprehensive Risk Measure or CRM). If internal models 
can be used, a regulatory floor calculated using the standard approach 
(CRM floor) has de facto become an active constraint.

Regulators have nevertheless found it useful to go further and to carry out 
profound reforms for calculating RWAs. The so-called Basel 2.5 rules, what-
ever their usefulness, were designed under emergency conditions, and did not 
benefit from the same preparation and formulation that went into the various 
ingredients of Basel III. The relevance of this revision in ways of calculating 
RWAs for trading book risks is discussed below. Several underlying principles 
of the new regulatory framework are also set out, namely the supervision 
of internal models and the development of a standard approach whose own 
principles converge on internal models.

It should be first recalled that the Basel Committee has put forward three 
criteria for assessing risk models: the capacity to measure risks effectively (risk 
sensitivity), simplicity and comparability.19

The regulation of trading book risks seeks to structure better the methods 
used by banks in calculating risks, and hence their RWAs. This will favour the 
comparability of results across banks and should prevent drift in practices. 
It is useful to start with a historical overview in understanding the proposed 
changes.

Basel II was not applied uniformly internationally. Since this agreement, 
solvency ratios—the levels of equity capital required to carry out banking 
activities—have been determined according to risks, and less in the flat-rate 
way that existed previously. This especially concerns the Advanced Internal 

19 The regulatory framework: balancing risk sensitivity, simplicity and comparability, http://www.bis.org/
publ/bcbs258.pdf. Other references include the speech by the Secretary General of the Basel Committee 
in February 2013 (http://www.bis.org/speeches/sp130226.pdf ) and a document by the Fed and the 
OCC relating to risk models, which has become the reference text for US supervisors: Supervisory 
Guidance on Model Risk Management (https://www.federalreserve.gov/bankinforeg/srletters/sr1107a1.
pdf ). We also refer to Aikman et al. (2014).
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Ratings Based Approach (IRBA) used by large banks to take into account 
credit risks in their banking books. Some important aspects in calculating 
exposure, such as the dependency between default events, are controlled by 
the Basel Committee. Yet banks have certain latitude in determining default 
probabilities and recovery rates.

The 1996 amendment for taking into account market risks was a supple-
mentary step. Regulated institutions were henceforth able to calculate their 
market risks (risk-weighted assets) using internal models for assessing extreme 
losses (risk distribution quantiles or VaR).

This led to a paradigm shift based on:

 1) the emergence of quantitative models for measuring risks, such as VaR; 
and

 2) the possibility for banks to develop internal models to measure risks, with 
regulators only setting out general principles and supervisors ensuring 
their correct implementation.

The characteristics retained for measuring risks (VaR) in the present regulatory 
framework have often been criticized (for example by Danielsson et al. 2015):

 1) In certain cases, though seldom, the capital required for a diversified port-
folio may be greater than the sum of capital required for the components 
of the portfolio (there being no benefits from diversification).

 2) Other criticisms concern the liquidation horizon (ten days), which is 
insufficient, especially for concentrated positions owing to the proportion-
ality between portfolio size and risk measures.

 3) This concerns microprudential regulation, which does not take into 
account the systemic effects linked to the accumulated exposure of large, 
regulated institutions (De Long et al. 1990; Lowenstein 2000). The regu-
lation is held to be procyclical (Danielsson, Shin and Zigrand 2004); 
Gordy and Howells 2006; Rochet 2008), as regulated capital requirements 
increase with the price volatility of assets, which may lead to forced sales in 
times of market tensions (see for example Adrian and Shin (2013) on 
banks’ deleveraging).

The underlying theoretical concepts of credit risk assessment (VaR) and 
Expected Shortfall are simple (see Acerbi and Tasche 2002; Tasche 2002; 
Yamai and Yoshiba 2002): VaR is a quantile associated with the distribution 
of losses over a given horizon; Expected Shortfall is the average loss beyond 
VaR. Their implementation is not, however, easy or transparent (see Jackson 
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and Perraudin 2000; Pérignon and Smith 2010a; Alexander and Sarabia 
2012), as:

 1) internal bank models for valuing risks are complex, and hence difficult for 
supervisors to audit;

 2) their specific nature to each bank makes comparisons difficult;
 3) excessive detail in identifying risks is associated with instability in deter-

mining correlations and so poor assessment of the benefits of 
diversification;

 4) by contrast, a lack of detail means that some risks are underestimated; and
 5) lastly, adjustments to take into account the persistent character of high 

volatility or extreme risks imply delicate modelling choices which may be 
more or less arbitrary.

The Basel Committee has set up procedures of “backtesting” risk models, 
in order to ensure that effective market losses are not abnormally frequent. 
This involves a “traffic light” approach in which internal models are distrib-
uted across three categories (green, yellow and red), according to whether the 
number of days or trading losses were greater to the measure of risks during 
the preceding 12 months.20 This approach entails incentives: above a certain 
threshold, which corresponds to entry into the yellow zone, abnormally high 
losses lead to increased requirements in terms of equity capital. The proce-
dures retained by the Basel Committee can be improved at the margins. It 
is, however, difficult to invalidate a poorly specified VaR model, owing to 
the relative scarcity of the abnormalities considered (see for example Kupiec 
1995).

From a positive point of view, a set of techniques and good practices has 
been progressively put into place over 20 years, both for the entities being 
regulated as well as for the supervisors (see Ediz, Michael and Perraudin 1998; 
Jorion 2002; Liu, Ryan and Tan 2004; Barakova and Palvia 2014).

By contrast, it has been argued that the complexity of models for measuring 
risks favours large banking institutions, given the scale of their resources avail-
able when compared to supervisory bodies. This asymmetry provides banks 
with margins of manoeuvre (see, for example, Groeneveld et al. 1999; Jones 
2000; Blum 2008; Pérignon, Deng and Wang 2008; Pérignon and Smith 
2010a; Behn et al. 2014; Colliard 2015; Mariathasan and Merrouche 2014; 

20 This approach and terminology were initially described in a Basel Committee document entitled 
Supervisory framework for the use of ‘backtesting’, published in January 1996 http://www.bis.org/publ/
bcbs22.pdf.
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or Begley, Purnanandam and Zheng 2016). In the so-called “London Whale” 
scandal involving J.P. Morgan, the internal models for measuring credit risks 
were being revised at the same time as the bank was taking out important 
positions in the market for credit default swaps, as part of its main balance 
sheet management. The revision contributed largely to hiding the scale of 
excessive risks being taken on by the bank.

Comparability studies of hypothetical portfolios, carried out under the aus-
pices of the Bank for International Settlements (BIS),21 and the European 
Banking Association (EBA),22 have revealed significant variations in RWAs. 
For different types of portfolios, especially portfolios actually held by banks, 
it is difficult to identify if banks are underestimating their RWAs. The studies 
nevertheless demonstrate that the use of internal models is far from provid-
ing a uniform vision of bank risks. The International Monetary Fund (IMF) 
has published a study showing the large variation in RWA density (Le Leslé 
and Avramova (2012)). Such variations may be explained by different bank-
ing cultures, as well as the varying relative importance of financial markets in 
Europe and the USA. The latter never applied Basel II, and the US approach 
to regulation has traditionally favoured leverage ratios rather than capital 
requirements relative to risk.

The analysis of market losses by banks relative to their risk profile (VaR) 
indicates that internal models smooth out volatility estimates. As a result, VaR 
was a poor indicator of banking difficulties during the crisis in 2008 (see for 
example Haldane and Madouros 2012). It also discriminated little between 
banks. This is clearly problematic from a prudential point of view.

Banking supervisors need to be vigilant, be they the OCC, the Fed LISCC 
(Large Institution Supervision Coordinating Committee), the New York Fed 
in the USA, the Single Supervisory Mechanism (SSM) and national regulators 
in the Eurozone, or the Prudential Regulatory Authority (PRA) in the United 
Kingdom. The credibility of instruments for calculating risk-weighted assets 
does not depend on banking regulation, but on the capacity of supervisors 
to audit internal models developed by banks. This is a challenge. In the case 
of the USA, the culture of banking supervision and the inappropriate nature 
of its formalism were recently called into question relating to J.P. Morgan’s 
Chief Investment Officer following the London Whale scandal (mentioned 

21 Documents in 2013: http://www.bis.org/publ/bcbs240.pdf and http://www.bis.org/publ/bcbs267.pdf, 
document submitted to the G20 in 2014: http://www.bis.org/bcbs/publ/d298.pdf.
22 December 2013, https://www.eba.europa.eu/documents/10180/15947/20131217+Report+on+variab
ility+of+Market+RWA.pdf, May 2014 https://www.eba.europa.eu/documents/10180/711669/EBA-CP-
2014-07+%28CP+on+RTS+and+ITS+on+benchmarking+portfolios%29.pdf.
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above).23 The fact that the significant intellectual resources available to central 
banks have actually been focused on the methods for  quantifying risks can 
only been strongly applauded, as can the fact that supervisory teams have been 
reinforced by experts from the financial services industry. It is also desirable 
that regulated banks provide extra information (disclosure, the third Basel 
pillar, http://www.bis.org/bcbs/publ/d309.pdf ) concerning internal models 
of risk calculation.

11.4  The Present State of Reforms 
in the Calculation of Risk Weighted Assets 
on Trading Books

The first consultative document by the Basel Committee concerns the fun-
damental review of the trading book, published in May 2012.24 Two further 
documents were distributed in October 2013 and December 2014 respec-
tively.25 These consultative documents have led to many responses, mainly 
from the financial services industry, notably through ISDA, IIF and GFMA 
channels.26 Furthermore, Quantitative Impact Studies (QISs) in February 
2015 and July 2015 include updates of the preceding documents.27 Lastly, 
the official rules were published in January 2016, based on the July 2015 
impact study.28

It should be noted that recommendations by the Basel Committee are not 
legally binding and need to be transposed into national legislation, as for 
example in the European Union (EU) with the CRD IV, the CRR regulation, 

23 See for example the summary of the report by Fed’s Office of Inspector General (http://oig.federalre-
serve.gov/reports/board-supervisory-processes-jpmorgan-chase-oct2014.pdf ), the Senate report (http://
www.hsgac.senate.gov/download/report-jpmorgan-chase-whale-trades-a-case-history-of-derivatives-
risks-and-abuses-march-15-2013) and numerous other commentaries in the press.
24 Fundamental review of the trading book: A revised market risk framework, Basel Committee on Banking 
Supervision http://www.bis.org/publ/bcbs265.pdf.
25 Fundamental review of the trading book - second consultative document, Basel Committee on Banking 
Supervision http://www.bis.org/publ/bcbs265.htm, “Fundamental review of the trading book: outstanding 
issues”, Basel Committee on Banking Supervision
http://www.bis.org/bcbs/publ/d305.pdf.
26 The Basel Committee has published its responses: see for example, http://www.bis.org/bcbs/publ/com-
ments/d305/overview.htm for the third consultative document.
27 https://www.bis.org/bcbs/qis/biiiimplmoninstr_feb15.pdf, https://www.bis.org/bcbs/qis/instr_impact_
study_jul15.pdf.
28 “Minimum capital requirements for market risk”, http://www.bis.org/bcbs/publ/d352.pdf. See also 
Explanatory note on the revised minimum capital requirements for market risk (http://www.bis.org/bcbs/
publ/d352_note.pdf ) published in January 2016 by the Basel Committee, which provides some informa-
tion on the origin of rules published the same month, and on the impact of new measures.
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the Regulation Technical Standards (RTS) and the Implementation Technical 
Standards (ITS) of the EBA or of the European Supervisory Authorities 
(ESAs). Divergences in interpretation and the actual effective implementation 
within different jurisdictions of the Basel Committee rules are not without 
negative consequences. The USA never wanted to implement Basel II fully, 
and implemented its own rules with the Dodd–Frank Act, prior to recom-
mendations of the Basel Committee. As for the EU, it has applied favourable 
treatment to sovereign exposures, even though these have created real prob-
lems for the Union. The Basel Committee checks the compliance of national 
regulations. However, nothing guarantees geographical convergence, given 
a lack of political will. The negative consequences of regulatory fragmenta-
tion are not insignificant: compliance costs with multiple standards that are 
sometimes contradictory, the absence of a “level playing field” which allows 
competition to function normally (see Acharya 2003). The result is competi-
tion to weaken regulation, in order to favour national champions, as well 
as geographical fragmentation. This fragmentation is detrimental to global 
management of excess savings, financing needs and services provided to global 
companies.

11.4.1  The Rise of Standardized Approaches

The new regulatory project does not challenge the internal models approach 
(IMA) for quantifying market risks. It nevertheless confirms the increasing 
strength of standardized approaches in which risk models are stipulated by 
regulators.

 1) The eligibility criteria of trading desks with respect to internal models 
(backtests and above all explanations of profits and losses by models moni-
toring risks (P&L attribution tests) have been strengthened considerably. 
Much uncertainty remains concerning the share of trading activities, 
which are eligible for inclusion in internal models. Otherwise, desks that 
do not qualify for inclusion are subject to standard requirements, which 
potentially use up much more equity capital.

 2) The publication of risk measures using the standard approach is compul-
sory in order to facilitate the comparison of results published by banks.

 3) The use of regulatory floors for the outputs of internal models. The calcu-
lation of regulatory equity capital requirements cannot be less than the 
percentage of the result provided by the standard formula. The higher this 
percentage is, the smaller the scope for applying internal models. In many 
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cases, the formula applicable will simply be a percentage of RWAs, calcu-
lated using the standard approach.

 4) The application of a “residual risk add-on” capital charge that is propor-
tional to the notional value of exotic instruments.

 5) The risks associated with credit valuation adjustments (CVAs) for which 
the standard approach is prescribed.

 6) Correlation Trading Portfolio (CTP) instruments including CDOs are 
also excluded from the perimeter of internal models.

These moves towards standardized approaches result from scepticism 
of numerous regulators and economists concerning the pertinence of self- 
evaluation models of market risks used by banks.

The standard approach has changed a lot since the first consultative docu-
ment published by the Basel Committee in May 2012, following feedback 
and interaction with the financial services industry after its QISs. The stan-
dard approach has been designed as a credible alternative to internal models. 
As an approximate order of magnitude, it involves around 5,000 risk factors.29 
Processing the concavity associated with option positions is included in the 
Basel Committee document. Nevertheless, essentially the standard approach 
to market risks is linked to preservation shocks on risk factors and to correla-
tions prescribed by the Basel Committee. At first sight, this involves a para-
metric VaR (or Expected Shortfall).

The sensitivities to risk factors defined by the Basel Committee continue 
to be calculated based on each bank’s internal pricing models.30 It is therefore 
important that the audits of the model, such as the Asset Quality Review in 
the Eurozone, are followed up and extended to other jurisdictions, in order to 
ensure good comparability for outputs using the standard model. This assumes 
that supervisors have adequate resources and that priorities are clearly defined, 
though it should be noted that stress tests such as the CCAR in the USA are 
very time-consuming. The preceding remark applies to tools for “mapping” 
sensitivities to risk factors used in front office “pricers” with sensitivities to 
risk factors defined by the regulator. The role of supervision (see Agarwal et al. 
2014; Eisenbach et al. 2015) will therefore remain crucial and benchmarking 
exercises may be carried out on hypothetical portfolios to establish zones of 

29 The level of granularity of internal models by banks is more detailed (typically including several tens of 
thousands of risk factors).
30 More specifically, the risk factors are the finite differences from which it is possible to quantify the scale 
of directional positions (the “deltas”) and negative convexity (negative Gamma or “curvature risk” in 
Basel terminology).
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divergence concerning the calculation of sensitivity and whether it should be 
remedied.31

Given the high fixed costs involved in the compliance of internal models, 
certain so-called tier two banks could opt for the standard approach.32

A bank’s choice (which is indeed optional) for calculating market risks using 
the standard approach eliminates uncertainty associated with trading desks no 
longer deemed qualified for inclusion in the internal model. The capital charges 
linked to the standard approach seem to be clearly higher than those associated 
with internal models, given the present state of projected regulations and their 
implementation by banks. The failure of a desk to meet eligibility criteria for 
using the internal model could imply a leap in the overall capital charge.

Risks to a bank’s reputation can also be mentioned, if its internal model is 
invalidated for some of its major trading activities. Lastly, this will affect decisions 
in allocating the bank’s assets, with marginal costs being different according to 
standard approaches and internal models. Moreover, despite its numerous merits, 
the standard approach is not entirely adapted to measuring risks associated with 
certain positions on options. For example, the purchase of out-of-the-money 
options does not represent a major risk, as the losses are limited to the option 
premium. In this case, the standard approach could overvalue real risk. If the 
internal model is well specified, the ratio of charges between the internal model 
and the standard approach will be abnormally high. This will set off false alarms 
with supervisors and audits of models or inappropriate use of regulatory floors.

It is important to remember the truly Herculean task that the Basel 
Committee has had to deal with over the 2012–2016 period. Proposing a 
standardized approach for measuring market risk to big banks has been a 
substantial challenge, which has been met to a large extent. However, the gen-
eralization of the use of standardized approaches has not gone ahead without 
raising serious questions:

 1) Apart from the overall capital equity requirements (see below), the relative 
costs of different risks changed a lot from the project distributed to banks for 
the monitoring exercise at the end of 2015 and the final rules set out in 
January 2016. Yet these costs determine banks’ optimal portfolio allocations. 

31 The valuation models used for interest rate options differ from one bank to another, particularly as 
regards the sensitivity to interest rates. This raises the question of whether to harmonize models, albeit at 
the expense of innovation. It is also possible that the reconciliation exercises, which should be conducted 
with the establishment of bilateral initial margins for derivatives that are not centrally cleared, lead spon-
taneously to such convergence.
32 It has also been suggested that higher fixed costs owing to compliance could constitute an entry 
barrier.
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This leads to two questions: (a) have these relative costs been determined cor-
rectly by the regulator (the calibration methodologies were not made public, 
and so far there are no available academic studies concerning the pertinence 
of the standard approach); and (b) do they lead to good incentives? This is all 
the more important given that the uniformity resulting from a wider scope 
of application for the standard approaches will show up in banks’ allocation 
of resources. This greater parallelism is not without consequences for finan-
cial stability (exposure to common factors and heightened procyclicality).

 2) The detail of the risk analysis with the standard approach is less than in 
internal models. Risk buckets, especially for equity and credit, draw 
together very heterogeneous risks. For example, credits risk on sovereign 
debt only fall into two categories: Investment Grade and other risks. As a 
result, there is a possibility of risk drift within the categories set out by the 
Basel Committee. Moreover, exiting the Investment Grade category is 
extremely costly in terms of capital. Therefore, while the standard approach 
is calibrated in an acyclical way, there is in fact the risk of a sharp rise in 
equity capital requirements in times of crisis, given threshold effects. This 
could lead to a contraction of balance sheets and the amplification of exog-
enous shocks via the credit channel.

 3) Two mechanisms have been implemented as far as option contracts are con-
cerned: (a) treatment of negative curvature risks limited to parallel shocks on 
all risk factors taken together (idiosyncratic gamma); and (b) a residual risk 
add-on for exotic options. Exotic options here are options for which the 
underlying assets have particularly low liquidity, and options which do not 
correspond to combinations of calls and puts (i.e. which are not so-called 
“plain vanilla” options). For second order risks, crossed risks are not taken 
into account. Risks associated with hybrid products and spreads options are 
not therefore correctly taken into account. In defence of the Basel Committee, 
it must be said that an exhaustive approach would have been largely imprac-
tical. Concerning “residual risk add-on,” difficult questions are likely to arise 
over the definition of notional values and the perimeter of products covered. 
The Basel framework sets general rules, whose transposition into different 
jurisdictions could de facto lead to quite different treatments.

The main problem with the standard approach is that it is a compromise. 
It satisfies neither the proponents of leverage ratio, who are deeply resistant 
to the very notion of risk weighted assets and risk-sensitive capital ratios,33 

33 See for example the presentation by Anat Admati, https://www.gsb.stanford.edu/sites/default/files/
research/documents/Slides.pdf.
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nor those actors who believe in the necessity for banks to carry out sufficient 
investments needed to measure their risks effectively:

 1) The standard approach meets the goals of comparability of risk-weighted 
assets and a better sensitivity to risks. But this comes at the price of a cer-
tain complexity, which is contrary to the initial aims of the regulators, 
including the simplicity of models.

 2) Excessive recourse to the standard approach, for example in terms of con-
straining floors, could have negative implications, such as the renunciation 
of the development and use of internal risk models.

11.4.2  The Reformulation and Supervision of Internal 
Models

The transition from the Basel 2.5 framework to Basel III (or 3.5 or even IV—no 
trademark seems to have been deposited for this!) shows itself in changing risk 
metrics. Recall that under Basel 2.5, risks calculated using internal models are 
the sum of VaR and stressed VaR, calculated over a ten-day horizon with a 99 % 
confidence level (the issue of multipliers applied to quantities, as well as temporal 
smoothing effects are set aside). The new framework considers Expected Shortfall, 
calculated during the stressed period at a confidence level of 97.5 %. The horizon 
is variable according to the liquidity of the risk factors in question. Moreover, for 
validation purposes, banks are asked to calculate, among other things, VaRs with 
a one-day horizon and at the 97.5 % and 99 % confidence levels.

11.4.3  Differentiated Liquidity Horizons and the Limits 
to Benefits from Diversification

There is a large literature about the relative merits of VaR and Expected 
Shortfall, the favoured tool henceforth for regulators when it comes to mea-
suring market risks. Expected Shortfall makes it possible to take into account 
the scale of losses beyond VaR.34 While this debate may stimulate theorists 
of risk measures and statisticians, it is not sure that it is very important from 

34 Expected Shortfall is a subadditive measure in contrast to VaR. This makes it possible to remedy the fact 
that the benefits of diversification are not taken into account. This new risk indicator, however, is not 
unanimously supported. It is criticized for being overly dependent on a few extreme events (a lack of 
statistical robustness), the theoretical problems of carrying out backtesting. Eventually, the measured risks 
are proportional to positions, without taking into account the negative impact of concentrated 
positions.
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the point of view of financial stability. That said, the Basel Committee has 
introduced a new concept of “partial” Expected Shortfall, which is calcu-
lated on subsets of risk factors (and not on portfolios). Furthermore, the 
Basel Committee has implemented limits on the “benefits of diversification,” 
though situations can be found in which the mechanism put forward operates 
in a way opposite to the laudable aims of its designers, for example with hybrid 
products. Similarly, the introduction of differentiated liquidation horizons by 
risk factor and not by financial product is based on pertinent economic and 
financial intuitions. But its mathematical formulation is not beyond criticism. 
The rules have in fact been amended to limit perverse effects. The calcula-
tion of the regulatory metric stems from rationale in which profitability has a 
Gaussian distribution and is independent. For the informed reader, this will 
limit the impact of the preceding debate on the choice of risk metric. Overall, 
Expected Shortfall is really the name given by regulators to a new concept, but 
it should not be confused with the term that has the same, academic meaning. 
Again, no trademark has been declared in financial mathematics!

11.4.4  Default Risks in the Trading Book

Turning to default risks in the trading book, the possibility of using inter-
nal models to calculate RWAs have been confirmed by the Basel Committee: 
securitizations are excluded, for which the standard approach is prescribed. 
The treatment of default risks for securitizations in the trading book is explic-
itly linked to the banking book (according to the new reference text on the 
subject: “Revisions to the securitisation framework,” http://www.bis.org/
bcbs/publ/d303.pdf, released in December 2014 by the BC). This excludes 
correlation portfolio trading which was already covered specifically by Basel 
2.5, via the CRM. Hopefully, the new regulations will facilitate the marketiza-
tion of credit risks, though avoiding the excesses which occurred during the 
previous crisis.35 As for other risks, the quality of supervision is of primary 
importance, even given an appropriate regulatory framework.

Regarding the risk of default outside securitizations, the changes are not 
to be underestimated either, though the principles of Basel 2.5 have been 
preserved. The IRC has been replaced by a Default Risk Charge (DRC). The 
new charge does not explicitly take into account the risk of migration (which 
was not a major factor in the IRC, but which is now included in the charges 

35 On the issue of securitization, see Daphné Héant et al., Chap. 16, this volume.
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on changes in credit margins, via lengthened liquidity horizons). A number 
of changes should be noted:

 1) The introduction floors on default probabilities (at three basis points), 
which will not be without problems in the EU, where there is not yet a 
capital charge for sovereign risk.

 2) The use of default probabilities and recovery rates based on internal mod-
els, which is again associated with the challenges in terms of data quality 
and consistency with the data used for the banking book.

 3) The inclusion of equity risk in the perimeter: in case of default, the share 
price is expected to fall to zero, with a horizon of three months, compared 
to one year for other classes of products, shares or credit derivatives.

For a more technical presentation of the new DRC and the theoretical and 
implementation issues, the reader may refer to Wilkens and Predrescu (2015) 
or Laurent Sestier and Thomas (2015).

In addition to market and credit risks, a new class of risk has appeared on 
the regulators’ monitor. CVA is related to value adjustments for the coun-
terparty risk of derivative products that are not cleared centrally. The rise in 
counterparty risks during the financial crisis was the source of significant 
losses in the trading portfolios of some banks, mainly through the increase 
in CVA. A capital charge for the risks in variations of CVA was introduced 
in the Basel framework in 2011 (http://www.bis.org/publ/bcbs189.pdf ). This 
was also reflected in European law (see for example Section 381 of the CRR 
for a definition of the CVA), or in the rules adopted by US regulators in July 
2013. In spring 2016, the Basel Committee decided that from 2019 onwards 
the capital charges for the variability of the CVA would be calculated using 
the standardized approach. The text of January 2016 gives guidelines for the 
methodology based on other categories of risk.

Capital charges for counterparty risks are not covered here. These charges 
will largely diminish owing to the establishment of bilateral initial margins 
and the rise of the central clearing for derivative trades.36

It should be noted that banks’ preparation for the new rules applicable 
from 2019 has mobilized significant resources for several years, even though 
the previous work programme—for Basel 2.5—is still being finalized: the 
expensive developments being undertaken to ensure compliance with capital 
charges for CVA variability will expire while barely finalized.

36 This is not, however, the case for sovereign risks, given the exemption margins from which they 
benefit.

294 J.-P.Laurent

http://www.bis.org/publ/bcbs189.pdf


11.5  Future Trends

The implementation of the new recommendations by the Basel Committee 
and their transposition into national law are planned for 2019. For Europe, 
this should result in an amendment of the Capital Requirements Regulation 
(CRR). This ensures direct and uniform implementation across the EU. In 
addition, the European Banking Authority (EBA) has been delegated to edit 
technical standards. It is possible that Community law will deviate on some 
important points from the Basel Committee’s recommendations, such as the 
treatment of sovereign risks.

Improving the qualitative content of RWAs in the trading book is the cor-
nerstone of the new prudential framework, and the best response to the sen-
sitivity deficit concerning risks of leverage ratios.37 The QISs and “monitoring 
exercises” are designed to quantify the impact of the new rules for calculat-
ing RWAs in the portfolios of participating banks. These impact studies and 
“monitoring exercises” also allow banks to prepare for the operational imple-
mentation of the new regulations. They are an opportunity for exchanging 
views between the Basel Committee and the national regulatory authorities 
(NRAs) on the one hand, and the financial industry and banks on the other 
hand. The Basel Committee has decided, as part of the redesigning of RWA 
calculations for trading books, to get involved in concrete, pragmatic and pre-
cise engineering of banks’ risk management: in short, the Basel Committee is 
getting its hands dirty. However, the complexity of measuring risk in trading 
books and the many exchanges between regulators and the financial industry 
will undoubtedly fuel prejudices.

The credibility of the new methods of calculating RWAs will also depend 
on the quality of supervision. Recall that even under the standard approach, 
model inputs include sensitivities to risk factors, calculated using banks’ inter-
nal pricing models. The supervision of market risks therefore implies audits 
of such pricing models. These audits should not be limited to an analysis of 
compliance, but should also focus on the relevance of the models used. This 
requires that supervisors have top level capacities in quantitative risk engineer-
ing, the qualitative understanding of the business models of banks’ trading 
activities and finally that they interact effectively with regulated entities, by 
maintaining a high level of expertise and intellectual independence. In addi-
tion to these high demands, the main risk lies in the excessive standardization 

37 See for example Kim and Santomero (1988) for an illustration of the distortions in the allocations of 
assets and the destabilizing incentives induced by the leverage ratio effect. See also Lautenschläger (2013) 
for a critical presentation of this ratio.
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of internal models (which will become de facto standards); the destabilizing 
effects (any model error is multiplied and behaviours also tend to standard-
ize); and limited incentives for vigilance. There are also dangers in risk mea-
surement methods being frozen and little adapted to emerging risks, such as 
counterparty risks to clearing houses. Compliance with norms could become 
the one and only guarantee against prosecution for bank losses. Some com-
mentators have jokingly welcomed the return of “boring banking.” It is to be 
hoped that the overseers of bank risk do not take them at their word...

At present, some quantitative information is available about the impact 
of the new rules on equity capital requirements. The impact study published 
in November 2015 deserves attention. It relates to trading positions at 31 
December 2014.38 Another study was published in January 2016,39 while 
benchmarking exercises were conducted by ISDA in October 2015 and April 
2016.40 The results are derived from using rules published in January 2016, 
applied to trading positions at 31 December 2015. They allow the issues at 
stake to be better identified, and further studies will be conducted on posi-
tions at 30 June and 31 December 2016.

The mandate of the Trading Book Group of the Basel Committee was not 
to increase the overall amount of RWAs, but to improve their quality and 
information content, as well as the comparability of RWAs. However, there 
is no evidence that recalibration of the rules in January 2016, or of the intro-
duction of regulatory floors will not lead to an increase in RWAs for trading 
portfolios. Furthermore, to know what rules will ultimately be applicable, 
it will be necessary to await the final arbitrations made by the regulators 
within the Basel Committee, in conjunction with other bodies (the Group 
of Governors and Heads of Supervision (GHOS) and the FSB) sometime in 
2017. Moreover, these will be followed by various transpositions of the Basel 
framework into national jurisdictions.

The QISs are based on existing portfolios, constituted according to previ-
ous regulatory requirements. The new rules for calculating RWAs will induce 
changes in the compositions of trading portfolios, and hence in the amount 
and composition of RWAs. Banks will monitor more inventory costs of 

38 Fundamental Review of the Trading Book – interim impact analysis http://www.bis.org/bcbs/publ/d346.
pdf.
39 http://www.bis.org/bcbs/publ/d352_note.pdf on the database, June 2015.
40 Industry FRTB QIS Analysis, 22 October 2015, https://www2.isda.org/functional-areas/
risk-management/
ISDA/GFMA/IIF published the industry FRTB QIS analysis, 18 April 2016, https://www2.isda.org/
attachment/ODM0OA==/QIS4%202015%20%20FRTB%20Refresh%20Report_Spotlight__FINAL.
pdf.
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market- making activities (Cheshire, 2015), for example for bond trading. The 
reduction in volumes of activity and numbers of participants in the market 
for corporate Credit Default Swaps (CDSs) is a concrete sign of the changes 
underway. It is unclear whether institutional investors will return as counter-
parties in sufficient scale to offset the reduction in market bank intermedia-
tion.41 Erratic movements in bond prices and credit spreads are to be feared 
during times of turbulence (stress) in the markets.42

11.6  Rethinking Banks’ Capital Markets Activities

It is hard to comment on the implications of the new rules for calculating 
RWAs, but one can examine the evolution of bank profitability in capital mar-
ket activities. This issue must be looked at comprehensively. Indeed, the new 
solvency ratio has seen the rules for calculating its denominator—RWAs—
change. Yet, it is mostly expected for this ratio to increase, and therefore for 
capital requirements to rise. At the same time, the perimeter of regulatory 
equity capital required to cover bank losses (Common Equity Tier 1 and the 
numerator of the ratio) has been greatly restricted, in order to enhance its 
quality and “loss absorbing” character. These new equity capital requirements 
induced by Basel III have in fact been applied by banks in anticipation of 
regulation. As a result, banks should amend the products they offer, their pric-
ing and their strategic positioning for market activities.

41 A study entitled Has corporate bond market liquidity fallen?
https://bankunderground.co.uk/2015/08/27/has-corporate-bond-market-liquidity-fallen/ published on 
the blog of the Bank of England by Yuliya Baranova, Lousia Chen & Nicholas Vause concludes that, 
“These findings support the claim that the market-making capacity of dealers has fallen in recent years, 
reducing secondary market liquidity.” It may be hoped that funds develop contrarian strategies and/or 
develop market-making activities to provide the market with liquidity. De Long et al. (1990) instead 
emphasize the dangers of procyclical and destabilizing investment strategies. To get an idea of inventory 
costs under the new framework, in a letter sent in October 2015 to Mario Draghi (in his capacity as 
Chairman, GHOS), and to Stefan Ingves (as Chairman, BCBS), the financial services industry indicates 
that about €1 of capital is needed (using the standard approach) for every €1 invested in 30-year German 
government bonds (the letter is available on the ISDA site). The total lack of any leverage effectively 
means that banks in practice have become investment funds. This situation far exceeds the 20 % to 30 % 
equity capital ratios put forward by Anat Admati https://www.gsb.stanford.edu/sites/default/files/
research/documents/Slides.pdf. Alex Brazier, Executive Director for Financial Stability Strategy at the 
Bank of England indicated in March 2016 that “after a point, another unit of capital buys a much smaller 
fall in the probability of bank failure. There may be seriously diminishing returns. And at the same time, 
it’s possible that ever more bank capital may not best serve the real economy” (speech entitled “A macro-
prudential approach to bank capital: Serving the real economy in good times and bad.”
http://www.bankofengland.co.uk/publications/Documents/speeches/2016/speech887.pdf.
42 On this subject, see the study published by PWC in August 2015, Global financial markets liquidity 
study, https://www.pwc.se/sv/financial-services/assets/global-financial-markets-liquidity-study.pdf.
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The new regulations will primarily penalize the least profitable banks and 
those whose market share is insufficient to absorb the fixed costs associated 
with the new constraints. Banks’ structures will also be shaped by their inter-
nal rules for determining the cost of capital, as well as the new expectations of 
financial analysts in these areas.

The implementation and compliance costs of internal models will increase. 
This may be limited by some cost sharing, be it for databases for model cali-
bration, or methods and structures allowing banks to harmonize their tools 
for risk calculation. Nevertheless, the effectiveness of such instruments and 
measures can doubted, as:

 1) the largest banks have no interest in such mutualization;
 2) governance tools such pooling structures are difficult to implement; and
 3) the most complex risks are very specific to each bank.

These implementation costs relate on the one hand to data, and on the 
other hand to the alignment between pricing models and representations of 
front office risk, as well as to the costs of teams modelling risks internally.

Regarding the quality of data, the risk factors included in the internal 
models may be considered as Modellable Risk Factors (MRFs). Otherwise, 
the corresponding risks are subjected to detrimental processing under stress 
scenarios. The latest QIS or “monitoring exercises” have shown up consider-
able capital charges associated with Non-Modellable Risk Factors (NMRF). 
The idea of the regulator is that risks eligible for inclusion in internal mod-
els should be associated with “real” markets for which transaction prices or 
“committed quotes” are available. Since the price manipulation scandals in 
the money and foreign exchange markets, there have indeed been legitimate 
suspicions about data formed by market consensus, based on the opinions 
of banks. This is a major operational project. It is important to rethink the 
organization, collection and governance of data, and the notion of risk factors 
(the so-called “representations of risks”), even at the level of front office tools.

A second major constraint lies hidden in the jargon of “P&L attribution 
tests.” It involves ensuring the consistency between the models actually used 
by the front office and internal models of risk calculations. This concerns both 
the alignment of the definition of the perimeter of risk factors and the meth-
ods for revaluing portfolios following shocks to these risk factors. The third 
element of the new regulatory arsenal lies in tracking models used at trading 
desks (in the order of several dozen per bank). At first glance, the thresholds 
of acceptable anomalies (the number of days when the losses exceed VaR) are 
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not very constraining. Yet in practice they will highlight the operational weak-
nesses of risk models. Overall, the Basel Committee is asking banks wishing 
to continue using internal models to do work that is far from being trivial.

Banks must rethink their overall architecture for managing their internal 
data and their internal models. There is a move towards a greater integra-
tion of data and pricing tools. This involves heavy operational projects and 
 structural choices for banks that want their trading desks to remain eligible 
for internal models.

Banks are thus faced with significant operational issues. More conceptual 
questions are nestled within these practical considerations, and include: the 
choice of calculation methods (historical or Monte Carlo), methods for reval-
uing portfolios, pricing models, representations of risks, costs of capital and 
portfolio allocation.

The new regulation of market risk is leading to strategic choices, with banks 
facing choices of whether to abandon some activities that have become insuf-
ficiently profitable and/or move to “bank 2.0” operations. This would not 
involve banks outsourcing their vital functions. They must reconcile agility, 
quality and cost control by transforming and thinking intelligently about 
existing internal tools. Otherwise, banks will be engulfed by the current regu-
latory wave and will no longer be able to control their business processes. 
Only some market players will have the force to imagine themselves operating 
in this new world, even as intermediation in OTC derivative markets is likely 
to decrease.

As regards financial stability, the better integration of front office tools and 
risks needs to be managed appropriately, if this trend persists. It is indeed nec-
essary to maintain the principles of (1) risk management which is independent 
from the front office (though independence does not mean isolation); and (2) 
of governance, based on practices such as the independent audit of models.

Finally, to assess the impact of the new regulations of market activities, it is 
also necessary to be able to quantify changes in expected profitability (ROE, 
or return on tangible equity) and to risk premiums (and therefore betas). 
Many banks have already announced a reduction in their ROE target, which 
makes sense when leverage has decreased. However, more precise responses 
are difficult to establish. In terms of financial theory, increasing capital ratios 
lowers the costs of financial distress and the value of implied guarantees made 
by governments to depositors. This is difficult to quantify and differs between 
regimes of business recovery and liquidation, the credibility of governments 
and central banks in terms of bail-out exclusions and the intrinsic profitability 
of banks.
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11.7  Conclusion

FRTB began in May 2012 and led to the “Minimum capital requirements 
for market risk” document, which was published by the Basel Committee in 
January 2016. The new rules will have considerable but unquantifiable con-
sequences for the capital requirements for trading activities. The calculation 
of the denominator of the solvency ratio (RWAs) for the trading book will be 
changed greatly. As of 2019, the new rules will replace the 1996 amendment 
to market risks, as well as the “add-ons” introduced after the financial crisis, 
which are commonly known as Basel 2.5.

The draft regulation on the calculation of risk weighted assets for market 
risks comes on top of a set of measures which have themselves not been final-
ized. These include: the composition of equity capital in the numerator of 
the ratio (especially prudential value adjustments in the balance sheets, the 
so-called Additional Valuation Adjustments, or AVAs); the leverage ratio for 
derivatives and securities financing activities; regulatory floors; constraints on 
the modelling choices concerning the banking book; the calculations of capi-
tal surcharges for systemic institutions, and so on.

The intellectual and practical consistency of this comprehensive package 
of measures is far from assured. Nearly a decade after the great financial 
crisis, the coming years will be marked by regulatory uncertainty and major 
operational difficulties, as the effective implementation of the new rules is 
complex. The banks themselves have underestimated implementation costs: 
instead of focusing on the development of new services to the economy as 
well improving existing counterparty services and providing liquidity, a large 
share of banks’ intellectual and financial resources will be devoted to the 
implementation and management of new prudential regulations. The issues 
related to international harmonization and the transposition of Basel rules 
into national law, along with the real ability of supervising risks are also 
underestimated.

Global governance of the transformation process of the prudential frame-
work is clearly a problem. This is the result of fundamental differences of 
analysis among the architects of the new international financial system (the 
FSB, the GHOS, the Basel Committee and its various working groups, regu-
latory and supervisory agencies, major central banks, as well as the European 
Commission). As the French theologian and moralist Jacques-Joseph Duguet 
observed long ago with reference to governance and public goods, “the worst 
of all parties is to take none.”43 Outstanding questions thus remain:

43 Jacques-Joseph Duguet (1649–1733), Institution d’un prince, ou traité des qualitez, des vertus et des 
devoirs d’un souverain, published posthumously in 1739.
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 1) What role should be given to the leverage ratio relative to “risk-based” sol-
vency ratios? For some, mainly European regulators, the leverage ratio 
should not be the binding constraint, but a “backstop.” For US systemic 
banks, the SLR, which is quite close to the Basel ratio in the principles of 
its calculation, is set at 5 %, compared to 3 % for the Basel rules. Yet this 5 
% level seems to have become the standard for financial analysts.

 2) To what extent can the internal models developed by banks to measure their 
risks and the ability of supervisors to “monitor” these models be trusted? Is 
it even desirable or reasonable to delegate to banks the responsibility for 
assessing their own market risks? Opinions differ radically on these issues.

 3) Should the level and the proportion of equity capital set aside to deal with 
market risks be increased or not? Without going into a long analysis of 
statements by regulators, objectives fluctuate between targeting a stable 
level of equity capital, its resizing based on the total RWA (10 % set aside 
to cover market risks), or the absence of any objective, with capital targets 
based just on the application of established rules.

 4) What is the accepted social function assigned to “customised” risk manage-
ment products (OTC derivatives)? The direction given to the regulation 
and calibration rules varies fundamentally according to a priori views.

 5) What should be the main tool for supervising large banks? Solvency ratios, 
which are the main subject of this article, or stress tests (CCAR), as is now 
the case in the USA.

As of mid-2016, it is not possible to quantify realistically the impact of 
these new measures, despite numerous consultative documents issued since 
2012, impact studies and “monitoring exercises,” as well as the interactions 
between regulators and the financial services industry. This is true for over-
all capital requirements for market risks, and more so when breaking down 
assessments by categories of risk (interest rates, foreign exchange rates, shares, 
credit, raw materials/commodities). The operational nature of impact studies 
already conducted is illusory, and it is impossible for financial institutions to 
perform any strategic management of their market activities:

 1) these impact studies are conducted on the basis of existing portfolios, even 
though the new rules will result in significant reallocations of exposure, or 
indeed significant cutbacks in market activities;

 2) the quality of banks’ contributions to impact studies is highly variable; and
 3) most of all, the rules are not determined. In particular, the calibration of 

regulatory floors constraining the use of internal models, or the  interpretation 
of the Basel texts concerning the criteria for implementing and validating 
internal models could change the very philosophy of the new rules.
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The economic models of Corporate and Institutional/Investment Banking 
(CIB) need rethinking and depend crucially on the regulatory framework 
which is developing, sometimes in an opaque and unpredictable way. The 
new prudential rules will determine the comparative costs and benefits of 
bank intermediation in financial markets, compared to non-regulated actors 
(pension funds and hedge funds). The markets for OTC derivatives will be 
affected depending on the amount of equity capital required, the transforma-
tions related to the automation of transactions, and the specific rules relating 
to the organization of these markets (bilateral initial margins and geographical 
fragmentation). There is great uncertainty about changes in overall business 
volumes, the perpetuation of market intermediation in several asset catego-
ries, the level of sophistication of the products sold by banks, the degree of 
concentration of financial industry, the value of banking franchises and the 
creation of shareholder value. It is probably only with time and experience 
that it will be possible to determine the extent of the reconfiguration of bank-
ing intermediation in financial markets.

The new prudential regulations have a worthy goal: making banks safer. 
However, the effectiveness of the new system is not guaranteed from the point 
of view of financial stability (see Veron 2014 for similar remarks), due to 
complexity, geographic fragmentation and the lack oft risk sensitivity in the 
standardized approaches.

With respect to services rendered to the economy, increased use of standard-
ized derivatives could push “basis risks” and liquidity risks onto final players: 
for example, the use of “plain vanilla” swaps or futures contracts instead of 
asset swaps in managing the risks of rates on corporate bond liabilities.

It may be asked whether the new equity capital requirements will reduce 
the ability of the banking system to ensure market-making functions. This 
cannot be ruled out. The rise of players which are less regulated than banks 
testifies to this: insurance funds and companies have developed their consul-
tancy activities in the field of capital markets and now offer price quotes for 
the purchase and sale of derivatives.44

Is this outsourcing desirable? Yes, if one is willing to consider that only 
sight deposits and not long-term savings should be protected, that  insurance 
 companies or big fund managers do not pose any systemic risk,45 and that 
problems of moral hazard cease at the frontiers of the banking world. 
Furthermore, it is important that systemic risks associated with new nodes 

44 For example, BlackRock Solutions https://www.blackrock.com/aladdin/blackrock-solutions or the 
Multi Asset Client Solutions services provide by Axa IM Corporate.
45 As mentioned by Hansen (2012), systemic risk is uneasy to define. We refer to the review paper of 
Benoit et al. (2016) for comments about the systemic point of view on banking regulations.
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(clearing houses) are well quantified and monitored. The new regulatory envi-
ronment for banks is leading to this kind of outsourcing. Regulators have 
developed sophisticated banking supervision tools. The regulated banks have 
embarked on expensive developments in terms of compliance and monitoring 
market risks. Yet the risks will have moved to less supervised areas.46

So has something been gained in terms of asset price stability? It is possible, 
for example, to have doubts about the evolution of the depth of bond mar-
kets. The fleeting nature of liquidity was well illustrated by the sharp rise in 
long-term rates observed in the European markets for public debt markets in 
2015, or the “taper tantrum” in the USA in 2013 (Neely 2014; Fisher 2015). 
These are warning signals.47 So, too, have been the repeated warnings about 
the development of bond bubbles (de Larosière 2016).

The prudential regulation of market risks must meet diverse goals that are 
hardly compatible.48 This regulation involves firstly ensuring financial sta-
bility and bank solvency, which in turn implies an adequate level of equity 
capital. Yet such capital serves only as short-term guarantees. Longer term, 
it is the profitability of banking activities that guarantees the viability of the 
banking system. Changes in Price to Book ratios, which give an idea of the 
value creation associated with new business, are probably worth considering. 
Krugman (2010) illustrated the importance of banking franchises for finan-
cial stability with a maxim: “do not kill the cash cow that kept laying golden 
eggs.”49 It is desirable that increased equity capital requirements and higher 
compliance costs do not penalize excessively the profitability of market activi-
ties (a reduction of market intermediation could reduce the ability of banks to 
absorb risks), nor the financing of the economy. The degree of substitutability 

46 See the FSB reports, Shadow Banking: Strengthening Oversight and Regulation (2011), http://www.fsb.
org/wp-content/uploads/r_111027a.pdf and Strengthening Oversight and Regulation of Shadow Banking 
(2013), http://www.fsb.org/wp-content/uploads/r_130829a.pdf.
47 As mentioned in the study reported on the blog of the Bank of England (cited above), this reduction in 
market depth, which is specific to OTC markets, is hardly measured by the usual liquidity metrics. In a 
document published by Blackrock, The liquidity challenge, in June 2014, (http://www.blackrock.com/
corporate/en-mx/literature/whitepaper/bii-the-liquidity-challenge-us-version.pdf ), Peter Fisher (Senior 
Director of the BlackRock Investment Institute) states that, “The whole system relies on liquidity illu-
sion”. The International Monetary Fund in its Global Financial Stability Report of April 2015 (http://
www.imf.org/external/pubs/ft/gfsr/2015/01/pdf/text.pdf ) provides the same analysis. The reader may 
refer to Elliott 2014 or Fender and Lewrick 2015, or more generally to the lively debate on the evolution 
of liquidity in the bond markets.
48 See for example the summary presentation by Krugman (2010), http://krugman.blogs.nytimes.
com/2010/04/18/six-doctrines-in-search-of-a-policy-regime/.
49 See the revealing article by Calomiris and Nissim (2014), the analyses by Keeley (1990), Allen and Gale 
(2000), Hellmann, Murdock and Stiglitz (2000), Repullo (2004) about bank franchises and that by 
Gorton (2012) on “quiet banking.” Unfortunately, the regulators only look at tangible equity, and not the 
market value of shares, for the reason that intangible assets cannot be ceded easily in case of liquidation. 
However, such arguments cannot be applied to incentives or moral hazard.
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between banks and other unregulated market participants also needs to be 
controlled. In short, we are conducting a full-scale experiment, and time will 
tell which of the very different views on this subject are closest to the truth.
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12
Reforming Rating Agencies

Philippe Raimbourg and Federica Salvadè

12.1  Rating Activity’s Characteristics

12.1.1  Rating Agencies Give Information to Investors 
About the Credit Risk of Issuers

This is the rationale of the agencies: they inform investors who would not be 
able to assess the credit risk of issuers without their help.

Is that true?
Partially. First, we may reasonably think it is true on the primary market, 

that is at the issuance of new bonds. In that case, investors do not have a pre-
cise knowledge of the issuer and the help of such agencies may be required. 
It is commonplace to assert that rating agencies help new issuers decrease the 
cost of the money they borrow.

It is also true for products that seem difficult to value by some specific 
investors. Imagine a German city wanting to issue bonds to be sold to some 
Japan institutional investors. It appears to be very difficult for these investors 
to assess the credit risk of the German city. They need the help of an advisor 
in credit risk such as a credit rating agency. It is the same for sophisticated 
financial products that cannot be easily analysed by investors. For instance, it 
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would be very complicated to invest in a CDO (collateralized debt obligation) 
without any rating from a credit rating agency.

Regarding other issues, we are led to distinguish informed investors from 
uninformed ones. The former, for the most part, do not need the agencies to 
assess the credit risk of an issuer. The latter, which we may call “trustful inves-
tors,” do not have superior information; they need the help of rating agencies 
and follow their ratings.

12.1.2  Issuer Paying System

The rating agencies activity consists in selling information about the credit 
risk of bonds and other quoted debt contracts. Since the 1970s, the investors 
benefiting from the credit risk information are not the ones who pay for it: 
the issuers (the ones who are rated) buy the ratings from the agencies. It is an 
important characteristic of the agencies that immediately raises the question 
of collusion between the rater and the issuer paying for being rated.

The answer of the agencies is: reputation. They argue that they spend a lot 
of money and efforts when they start the company to achieve a good reputa-
tion with investors; and this reputation is indeed the main asset they own. It 
would be a really bad strategy to dilapidate this asset by colluding with the 
issuer.

Roughly, this may be true. But there are always some situations in which 
it does not work. For simple products such as domestic bonds, investors can 
make up their own idea about the credit risk of an issuer. For more com-
plex issues (foreign issues, issues relevant to an unknown bankruptcy law or 
sophisticated financial products such as a CDO), basic investors may have 
some difficulties assessing the level of risk of the issue and they may need some 
kind of an expert to rate the default probability of such products. These inves-
tors will easily trust rating agencies. And these “trustful” investors will give the 
agencies the opportunity to do, let us say, a quick job. As we have seen dur-
ing the subprime crisis, sophisticated products may not be rare and a wrong 
appreciation of their risk may give birth to a financial crisis. A new regulation 
for CDO rating has been enacted, but there are still many other products 
about which some investors are not well informed and have to be trustful.

Is it possible to come back to an investor paying system, such as the one 
used before the 1970s?

It may be a good solution, but we think it might not work with the present 
organization of the rating sector. The problem comes from the ability of inves-
tors to duplicate the analyses and ratings of the agencies. In the 1950s and at 
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the beginning of the 1960s paper copies were not so easy to get. Nowadays, 
the creation of an electronic copy requires only a simple click. How can the 
free scattering of the work of the rating agencies be avoided?

As a niche sector, one can imagine a rating service dedicated only to inves-
tors paying an annual fee, with rating and analyses being consulted on a web-
site without any possibility of copying the files. In such a case, the rating 
company would work as if it were a subsidiary of the investors. Such an orga-
nization presumes a long-term and trustful relationship between the rating 
agency and the investors. It would be very difficult to organize for a global and 
international rating agency without a reliable investor base. Many investors 
would choose not to pay the annual fee.

Another difficulty implementing an investor paying system comes from 
the very cause of the success of rating agencies; that is the very simple and 
synthesized way they express their analyses. A letter scale is an easy way to 
express the opinion of the rating agencies about credit risk since everyone can 
easily understand it. But of course it can easily be copied. Another way is to 
establish a report about each issuer or at least to multiply the criteria of appre-
ciation of an issuer’s credit risk so that a synthesis through a single mark (the 
rating) would be difficult. During the 1960s and the 1970s, an English rating 
agency specialized in the rating of banks (IBCA) drew well-known reports 
about the credit risk of banks. To synthesize the whole report in a single mark 
would have meant to strongly reduce the high-quality content of this report. 
Copying such a report would have had no meaning.

These two conditions seem necessary if one wants to set up an investor 
paying system: credit rating agencies working in a niche sector with a reliable 
investor base and strongly enriching their rating with a report that would 
mitigate this rating.

12.1.3  Rating Through the Cycle

If some investors are not perfectly aware of the risk level of financial products, 
others are. Some institutional investors indeed choose to dedicate a team of 
analysts to a specific sector they estimate fundamental for their investment 
strategy. For the issues of that sector, the institutional investor’s analyses gen-
erally appear to be timelier than the ones of the rating agencies while being 
as accurate. As a result, the institutional investor can anticipate the rating 
agencies’ decisions and buy or sell the bonds before the rating announcement. 
In perfect financial markets, the movement in price resulting from the action 
of buying or selling bonds is enough to inform other investors of the change 
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in the issuer’s credit risk, and there is no need for a rating agency. That is the 
point of view of many investors. To go against that idea, the rating agencies 
claimed that they were rating “through the cycle.” One has to understand 
that they are not influenced by the business cycle and that the rating does 
not move each time the activity goes up or down. It is a kind of long-term 
or medium-term rating. If this concept appears quite clear from a theoretical 
point of view, it is not so clear from an operational point of view. An impor-
tant power of decision seems to be left to the analyst who decides if an event 
will trigger or not a rating action. As a result:

 1) Rating actions are deliberately late compared to market reactions (changes 
in prices).

 2) Market reactions are supposed to be much more frequent than rating 
actions, some of them being thought of as not fundamental by the agency.

 3) Even if two agencies agree about the credit risk level of an issuer, split rat-
ings should be the rule as these agencies may not agree about the time to 
disclose the new rating.

12.1.4  The International Credit Rating Sector Is 
an Oligopoly

At the national level, rating agencies are not an oligopoly. In the USA, ten 
rating agencies are registered (Nationally Recognized Statistical Rating 
Organizations, NRSRO) by the Securities and Exchange Commission and 
can operate all over the country. Three of them work at the international 
level, and seven of them at the national level. Within Europe, 16 rating agen-
cies are registered, the same three international ones and 13 agencies (mainly 
German ones) working at a national level. In Japan, China and Canada, we 
also observe rating agencies working at the national level. All over the world, 
there are about 130 credit rating agencies.

At the international level, there are only three agencies: Moody’s, Standard 
and Poor’s and, with a lower market share, Fitch. Some competitors are trying 
to challenge these agencies (the US agency Rating and Investment Information 
(R&I), the Japanese Japan Credit Rating and the Canadian Dominion Bond 
Rating Services), but the sector is still an oligopoly.

Why is it so? First, for economic reasons. The main asset of rating agencies 
is their reputation. And it takes a long time to build it up. Investors appreciate 
the quality of an agency work based on its results and the agency has to work 
for a long time before being trusted by investors. Moody’s and Standard and 
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Poor’s (which comes from the merging of Henry Poor’s Publishing Company 
and the Standard Statistics Company) are the oldest agencies; the present 
company Fitch comes from the merging of several agencies (IBCA, Duff and 
Phelps, Thomson Bankwatch and the former Fitch) that were well known for 
bank rating (IBCA) and securitized bond rating (Fitch).

Second, for regulatory reasons. The action of authorities had two effects: set-
ting up a new market for rating agencies by filtering out the companies which 
are authorized to rate the issuers, and making this new market an oligopoly by 
confining to a small figure the number of authorized rating agencies. As early 
as 1936 in the USA, the accounting rules regarding high yield bonds became 
different from those for investment grade bonds; it made financial companies 
hold mainly investment grade bonds and, at the same time, it put the rating 
agencies in a central position. In France, bonds from securitizing vehicles have 
to be rated. More recently, Basel II agreements gave an important role to the 
external ratings of rating agencies. These rules and agreements contributed 
strongly to the growth of the rating sector. At the same time, the authorities 
decided which agencies which were authorized to rate. In 1975 in the USA, 
the Securities and Exchange Commission created the NRSRO which counted 
at first only three agencies. In Europe, the European authorities did the same 
by recognizing 16 agencies that could operate across Europe. So an oligopoly 
of rating agencies with a protected market was created.

What are the consequences of such a market structure?
First, and classically, rating agencies’ fees tend to be high. The revenues 

of rating agencies come from new ratings and from the reexamination of 
former ones, as it is very difficult for a company, once it has been rated, to 
withdraw its rating from the market. It means the operational risk of rating 
agencies is quite low, just as the volatility of their revenues. We don’t know 
much about the prices of ratings and the profits of agencies. Nevertheless, in 
2011, the operational profit of Standard and Poor’s and Moody’s was about 
40 %; and Fitch’s was 31 %. For the first nine months of 2011, the revenue 
of Standard and Poor’s reached US$ 1.3 trillion for about 1,400 analysts. 
The figures for Moody’s were US$ 1.2 trillion for 1,300 analysts. These fig-
ures make for an annual revenue per  analyst higher than US$ 1 million, 
which is quite high.

The other consequence is about reputation. It is obviously true that at the 
beginning of its life a rating agency needs to care a lot about its reputation, 
which is seen by economists as a price to pay to get in the rating sector (and 
then as a barrier to the entry of competitors). But, as we have seen, there is 
another barrier to entry that is the status of NRSRO, which rules the incum-
bents out of the sector. And, at least in the short run, this regulatory barrier 
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can appear as a sufficient protection for the international agencies and be 
the origin of a relaxing of their reputational constraint. This can explain the 
greed of rating agencies concerning collateralized issues before 2008, and 
today the possibility for an issuer to do his “shopping” among the agencies 
before being rated. Reputational effects can be a guarantee of quality (to 
some extent) only if reputation is the only (or at least the most important) 
barrier of entry into the sector, which is not the case for credit rating agen-
cies. The protection given by the regulator may give birth to a downward 
competition between the agencies, which is obviously the opposite of the 
aim of such a protection.

12.2  Criticisms Towards the Activity of Rating 
Agencies

Three kinds of criticisms have been formulated against the rating agencies 
during these last 20 years.

12.2.1  Conflict of Interest

Rating agencies were at the very heart of the financial crisis that subverted the 
whole financial world in 2007–2008.

The main point is the handling of the securitization operations by rating 
agencies. Such operations mean packaging classical debt contracts in new 
bundles, assessing the credit risk of each bundle and then issuing new debt 
contracts backed on each bundle. The rating agency steps in at several levels 
of the process. First, it helps the issuer fix the size of each bundle, that is to 
set up the financial structure of the special purpose vehicle used to issue the 
debt contracts. Then it assesses the credit risk level of each bundle of new 
debt. This credit risk depends of course on the financial structure of the spe-
cial purpose vehicle, a financial structure that has been chosen and assessed 
by the rating agency itself. The agency has a conflict of interest: it sets up 
the special purpose vehicle and appreciates the default risk of this vehicle. 
It gave birth to an underestimation of the credit risk and, owing to a large 
dissemination of junk debts in the balance sheets of banks, to a tremendous 
financial crisis.

Rating agencies were asked to build a “Chinese wall” between their advi-
sory and rating activities, and the problem nowadays seems much less acute.
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12.2.2  Sluggishness

Apart from a systematic undervaluation of the credit risk of securitized issues, 
credit rating agencies were blamed for informing investors late. This sluggish 
attitude has three consequences.

First, investors were not warned in due time of the bankruptcy of the issuer. 
In 2002, four days before Enron went bankrupt, the rating of this issuer was 
still good. It was the same for the Lehman Brothers’ bank during the last 
financial crisis.

Then, even if the downgrading of the issuer does not lead to a bankruptcy, 
it induces a partition of investors between the ones who can appreciate the 
risk level of the issuer by themselves, without the help of the agencies (the 
informed investors) and other investors. The former benefit from the fact that 
the latter are informed late by selling them at a high price the bonds that will 
be downgraded. The sluggishness of the agencies induces a wealth transfer 
between informed investors and other investors.

And at last, if rating agencies do not inform investors in due time, the 
whole bond market appears not to be not regulated and the usefulness of rat-
ing agencies to be very limited.

12.2.3  Toughness

In some cases, when the agency proved not to have foreseen the fall in credit 
risk of the issuer, it tried to compensate for this blindness by tough downgrad-
ing which did not seem to be justified. For instance, during the Asian crisis 
at the end the twentieth century, rating agencies were blamed for making the 
crisis worse with harsh ratings. It was the same with securitized issues, which 
were deeply downgraded after the beginning of the crisis.

12.3  The Utility of Rating Agencies

12.3.1  Credit Rating Agencies Have a Certification 
Function

As credit rating agencies are late in disclosing their new ratings, we may won-
der what their usefulness on the financial markets is. An observation of the 
market reactions, for instance in the credit default swap (CDS) market, will 
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certainly give more complete and timely information to the investors. What 
is the function of the agencies?

Their role is indeed to specify, among all the market reactions, the ones that 
will last over time and can be qualified as fundamental changes, and the ones 
that will quickly disappear. Only the first ones will correspond to a change in 
rating. The function of the agencies is to confirm that the change in prices cor-
responds to a change in the level of credit risk. This is a certification function.

Is this certification function important for the market? We don’t think it 
is for institutional investors who specifically analyse some issuers: they know 
before the agencies what the changes in credit risk of the issuers are and they 
do not need the agencies to select their investments. But the agencies may be 
useful for other investors from two points of view:

 1) The agencies inform these investors that the change in prices is due to a 
change in credit risk and is definitive; of course, this affects their invest-
ment strategy.

 2) They also inform these investors about the importance of the change in credit 
risk. Even if these investors guess that the market price reaction is due to a 
modification of the credit risk, they may not be sure of the importance of 
that change, the price reaction being possibly followed by another one. The 
rating disclosure gives a clear indication of the new credit risk of the issuer.

So the financial market, or at least some investors, needs the credit rating 
agencies’ appreciations of credit risk. This information transmission to these 
investors also means a coordination of all the investors’ expectations.

12.3.2  Credit Rating Agencies Have a Stabilizing Effect 
on the Bond Market and Give a Profit 
Opportunity to Informed Investors

With the coordination of investors’ expectations comes the stabilization of 
bond prices and spreads.

Let us assume there is a downgrading. Uninformed investors first experi-
ence a fall in price resulting from the selling decision of informed investors. 
This decrease in price can be a nice opportunity to invest for the uniformed 
investors if it does not last long. On the opposite, it means a loss of money 
if this decrease corresponds to a change in the credit quality of the issuer. So 
 uninformed investors wonder how to interpret the decrease in bond price and 
they don’t know what should be the fair price of the bond. It means bond 
price volatility increases after the observation of the change in the bond price. 
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When the rating agency announces a downgrading, the expected fair price of 
the uninformed investors meets the price of the informed investors, and bond 
price volatility decreases. A change in the credit risk of an issuer has a desta-
bilizing effect on the bond price, and the rating agency’s announcement has a 
stabilizing effect. Of course, it works exactly in the same way in the case of an 
upgrading, but with a less acute intensity because an upgrading is good news 
for every investor, and uninformed ones are less keen to trade their bonds.

In which cases do rating agencies’ announcements have a destabilizing 
effect? First, when it is a surprise event. Sometimes, the rating agency has 
information about the issuer the informed investors do not have. The agency 
reacts first causing a change in bond price and an increase in volatility.

A destabilizing effect also occurs when the rating agency disagrees with the 
informed investors. Informed investors are now assumed to react first, and 
then the rating agency discloses its new rating. But this announcement can be 
inconsistent with the informed investors’ reaction. For instance, in case of a 
fall in price, the downgrading announced by the agency can be tougher than 
expected. This disagreement between the agency and the informed investors 
makes the bond price volatility increase.

We must also notice that this behaviour of the rating agencies gives a profit 
opportunity to informed investors. As the agencies are late to give information 
about an issuer’s credit risk to uninformed investors, informed ones have time 
to sell their bonds at a high price in case of a downgrading, or to buy them at a 
low price in case of an upgrading. Why do uninformed investors agree to buy 
or to sell bonds? Because they are not aware of the change in the issuer’s credit 
risk. As soon as uninformed investors become doubtful and wonder if there is 
any change in the issuer credit risk, the bond price volatility increases, and the 
announcement by the rating agency should stop this increase in volatility. So the 
sluggish behaviour of the rating agency, which gives birth to a stabilizing effect, is 
also at the origin of a profit opportunity for informed investors. If rating agencies 
were to react in a timely manner, their announcements would increase volatility 
(in the short run) and there wouldn’t be any wealth transfer between investors.

12.4  Improving Bond Market Regulation

As they reduce asymmetry between informed investors and less informed 
ones, and by doing so stabilize bond prices, rating agencies seem to be neces-
sary to a good regulation of the bond market.

Apart from treachery, which should be fought (a Chinese wall between rat-
ing activities and advisory ones is absolutely necessary), the main complaints 
against rating agencies seem to be sluggishness (which gives birth to wealth 
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transfers between investors) and high fees. Rating shopping does exist as issu-
ers often use the rating advisory services of banks, but it is not a huge problem 
when multiple ratings are quite compulsory and the point of view of agencies is 
more or less the same (split ratings diverge only by one notch). We may think 
the best incentive to make rating agencies work harder and decrease their fees 
is competition. Other ways to regulate agencies do not seem very appropriate:

 1) Controlling ex ante the rating agencies’ methods: necessary, but 
insufficient.

 2) Allocating blindly an agency to an issuer, in order to avoid the rating shop-
ping: a very theoretical solution which would destroy the commercial rela-
tionship between the agency and the issuer.

 3) Making the agencies liable for the consequences of their errors: this would 
make the rating business disappear because of the difficulty of predicting a 
default and the importance of the consequences.

If we want to go a little further and look at the way the whole rating industry 
may be organized at the European level, we should first mention that a rating 
agency is a private company that fulfils a general interest mission. Other com-
panies or individuals do exactly the same; for instance, chartered accountants 
and accounting auditors who have to certify the accounting books of other 
companies. This could be a good example to use to organize the rating industry.

Raters, and not only rating agencies, should be regulated. The organism in 
charge of regulation should approve the new raters who want to get into the 
business only if they fulfil some specific conditions in terms of training (as 
for registered accountants, an academic path, with examinations and intern-
ships, should be followed by applicants who want to become raters). Rating 
agencies could only be created by approved raters. We can expect an increase 
of the number of rating agencies, and at last of competition among the rating 
industry, as everyone fulfilling the training conditions could be a rater.

We think such an organization would create a good balance between a 
compulsory monitoring of the rating agencies and a free right to get into the 
market in order to increase competition.
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The Regulation of Alternative Investment 

Funds in Europe: The Alternative 
Investment Fund Managers Directive

Marco Dell’Erba

13.1  Introduction

The new European Union (EU) framework that concerns financial regulation, 
supervision and oversight has been strongly influenced by the financial and 
economic crisis of 2007–8. The role of systemic risk, in particular, even if its 
definition is not clear, has determined the design of the new institutional and 
regulatory framework.

The 2007 financial crisis has demonstrated that a model exclusively ori-
ented towards microprudential supervision can fail. Therefore, the European 
regulators have adopted a different approach, emphasizing the macropruden-
tial dimension of economic supervision.

At the same time, important institutional changes have determined the 
creation of a new entity, the European Systemic Risk Board (a homologue of 
the US Financial Stability Oversight Committee, FSOC), and the substitu-
tion of the Lamfalussy Committees with new European Authorities (ESMA, 
EBA, EIOPA).

This institutional transformation has been completed with a regulatory 
approach that has tended to provide more effective regulation for all those 
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entities that are considered responsible for the financial crisis. In this context, 
the regulation of alternative funds (especially hedge funds and private equity 
funds) has played a crucial role. The adoption of the Alternative Investment 
Fund Manager Directive (AIFMD) in Europe has been significant, as was 
the Dodd-Frank Act in the USA.  With respect to alternative investment 
funds (AIFs), a category that has been identified by adopting broad terms 
(the notions of AIF in the EU and “private investment fund” in the USA), 
both the American and European regulators decided to adopt, together with 
other complementary regulatory tools, a direct regulatory approach, provid-
ing, inter alia, requirements in terms of registration, governance and leverage.

The AIFMD, adopted by the European Parliament on 11 November 2010, 
and published in the Official Journal of the European Union on 1 July 2011, 
is a crucial text in the European post-crisis regulation. In the Commission’s 
approach, it is part of a more comprehensive and ambitious project: the cre-
ation of a single rulebook in relation to hedge funds, private equity funds and 
more generally all those non-harmonized funds.

Two elements have to be taken into account in relation to AIFs, explicitly 
mentioned within the AIFMD.

Firstly, the adoption of the AIFMD is an acknowledgement of the promi-
nent role of hedge and private equity fund managers within financial mar-
kets, since they are responsible for the management of a significant number 
of assets invested in the EU, account for significant amounts of trading in 
markets for financial instruments, and can exercise an important influence on 
markets and companies in which they invest (Recital 1).

Secondly, with the AIFMD, the European regulators emphasized the posi-
tive consequences of the presence of alternative investments within the mar-
ket: the AIFMD confirms that hedge funds did not cause the financial crisis, 
as already argued in the de Larosière Report1; in addition, even if the financial 
crisis has demonstrated that the activities of AIFs may spread or amplify risks 
throughout the system, they also have a beneficial impact on the markets in 
which they operate (Recital 2).

From a broader perspective, the AIFMD should be considered as part of a 
general rethinking and evolution of the European legal system with reference 

1 This position is consistent with paragraph 86 of the de Larosière Report, excluding any responsibilities 
of hedge funds in causing the financial crisis: “Concerning hedge funds, the Group considers they did not 
play a major role in the emergence of the crisis. Their role has largely been limited to a transmission func-
tion, notably through massive selling of shares and short-selling transactions. We should also recognize 
that in the EU, unlike the US, the great bulk of hedge fund managers are registered and subject to infor-
mation requirements. This is the case in particular in the UK, where all hedge funds managers are subject 
to registration and regulation, as all fund managers are, and where the largest 30 are subject to direct 
information requirements often obtained on a global basis as well as to indirect monitoring via the banks 
and prime brokers.”
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to financial intermediation, or a real reregulation of the relevant discipline,2 
and in particular of funds. Many regulations have been issued that affect 
fund management companies and that concern the distribution of financial 
products: the UCITS Directives,3 the Directive on distance-selling of finan-
cial products,4 the Directive on pension funds,5 the E-commerce Directive,6 
MiFID I,7 and II,8 Prospectus,9 and Transparency Directives,10 which also 
display some consequences for the activities of AIFs.

In particular, the Directive 85/611/EEC of 20 December 1985 (UCITS 
I) has been an important stage in the construction of financial Europe: “har-
monisation de l’essentiel / agrément unique / contrôle par les autorités de 
l’Etat d’origine.”11 Such a legal regime is not so different in its essence from 
the one adopted nearly 30 years later to regulate AIFs; its central idea has been 
the harmonization of the essential elements, emphasizing the importance of 
authorizing funds by supervisory authorities from the state of origin of the 
fund manager.

The UCITS I Directive established basic principles for authoriza-
tion, supervision and investment policies, providing prudential limits, risk 

2 Iocca M.G. (2009), Gli investitori istituzionali, in Vella F. (ed) Banche e mercati finanziari 
(Giappichelli), Torino, 483.
3 UCITS means “Undertakings for Collective Investment in Transferable Securities Directives”; the acro-
nym is thus used to call both the directive and the objects regulated by it (i.e. funds). Directive 85/611/
EEC (UCITS I), (UCITS II was never passed), 2001/107/EC and 2001/108/EC (together form UCITS 
III), 2009/65/EC (UCITS IV), 2014/91/EU (UCITS 5).
4 Directive 2002/65/EC of the European Parliament and of the Council of 23 September 2002 concern-
ing the distance marketing of consumer financial services and amending Council Directives 90/619/
EEC, 97/7/EC and 98/27/EC.
5 Directive 2003/41/EC of the European Parliament and of the Council of 3 June 2003 on the activities 
and supervision of institutions for occupational retirement provision.
6 Directive 2000/31/EC of 8 June 2000 on certain legal aspects of information society services, in particu-
lar electronic commerce, in the Internal Market (“Directive on electronic commerce”).
7 Directive 2004/39/EC of 21 April 2004 on markets in financial instruments amending Council 
Directives 85/611/EEC and 93/6/EEC and Directive 2000/12/EC of the European Parliament and of 
the Council and repealing Council Directive 93/22/EEC.
8 Directive 2014/65/EU of 15 May 2014 on markets in financial instruments and amending Directive 
2002/92/EC and Directive 2011/61/EU Text with EEA relevance.
9 Directive 2003/71/EC of 4 November 2003 on the prospectus to be published when securities are 
offered to the public or admitted to trading and amending Directive 2001/34/EC (Text with EEA 
relevance).
10 Directive 2013/50/EU of 22 October 2013 amending Directive 2004/109/EC on the harmonization 
of transparency requirements in relation to information about issuers whose securities are admitted to 
trading on a regulated market, Directive 2003/71/EC on the prospectus to be published when securities 
are offered to the public or admitted to trading and Commission Directive 2007/14/EC laying down 
detailed rules for the implementation of certain provisions of Directive 2004/109/EC. Text with EEA 
relevance.
11 Synvet H. (2011), La gestion collective: à l’aube d’une ère nouvelle?, RD banc. Fin. n. 1, étude 5, in 
lexisnexis.com.
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 diversification, transparency requirements and investor information for 
UCITS funds. Moreover, in accordance with the provisions of Article 67 of 
the Treaty establishing the European Economic Community (known as the 
Treaty of Rome, which provides, among other principles, for the abolition 
of restrictions on the free movement of units of UCITS), the main purpose 
of this coordination was the harmonization of competition between UCITS 
within the EU and at the same time effective and uniform protection for 
investors. It also introduced the principle of mutual recognition, a novelty 
at the time for the financial sector: a UCITS that has been authorized in the 
member state of origin may, after notification to the competent supervisory 
authorities of the other EU countries concerned with the distribution of its 
units, market such units without further permission of the host state.12

The main purpose of subsequent Directives has been to harmonize legisla-
tion in the field of mutual funds, encouraging pan-European marketing and 
aligning it with the latest trends in the European asset management industry.

The UCITS Directives are useful in emphasizing and understanding the 
role of harmonization in Europe with reference to financial intermediation.

It is precisely the role of harmonization that AIFMD intendsto imple-
ment for all those managers that do not fall within the UCITS Directive. The 
AIFMD has been a further step in the construction of a regulatory framework 
that over the years has become more and more structured, through the adop-
tion of measures that have also partially affected the activities of hedge funds 
(EMIR Directive, Prospectus and Transparency Directives).

This chapter is structured as follows: it first provides a historical back-
ground to the AIFMD, then explains the notion of AIFM, as regulated by 
the AIFMD and the further interventions of ESMA, before analysing the 
main tools of direct regulation contained in the AIFMD; finally, the chapter 
provides some critical remarks and conclusions.

13.2  The Difficulties in Approving the AIFMD

The AIFMD was approved by the European Parliament on 11 November 
2010 (published on 1 July 2011 in the Official Journal of the European Union) 
after a negotiation that proved long and difficult, and the date for its imple-
mentation was set for 2013. Luxembourg was the fastest in transposing the 
AIFMD, whereas other member states have had more difficulties. Among 
these is France, which completed the transposition after a long consultation 

12 Iocca M.G., quoted, 486.
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process, and Italy, one of the “first movers” in the regulation of hedge funds 
in 1999, which launched the consultation procedures only in mid-2013 and 
completed the transposition of the Directive in July 2014.

The difficulties around the negotiation of the AIFMD emphasize its politi-
cal dimension13: underlying conflicting interests in recent years have driven 
the debate about the need for regulation of alternative investments, espe-
cially hedge funds, in connection to the different positions of member states 
and their different approaches to financial economy in the context of each 
economic model. Consistently with these considerations, the focus of the 
Directive on the objective of regulation has been interpreted as a reflection 
of the desire of some member states, in particular France and Germany, to 
find “a suitable scapegoat for the excess of Anglo-Saxon capitalism” that these 
countries, along with others, believed responsible for the acceleration and 
amplification of the global financial crisis.14

At the European level there was no organic and appropriate regulation of 
AIF activities,15 despite a few provisions applicable to hedge funds and private 
equity funds.16 European regulation was rather fragmentary because of its sys-
tematic delegation to the laws of member states. Such a circumstance might 
have posed a serious regulatory gap, in consideration of the transnationality 
and internationality of the activity of alternative management.17

Unlike other regulatory initiatives, the debate around the regulation of 
hedge funds was not intrinsically linked to the last financial crisis of 200818: 
the regulatory issues posed by alternative investments had been identified 
long before.19 The issue had first arisen after the collapse of LTCM in 1998. 

13 Awrey D. (2011), The limits of EU hedge fund regulation, Law and Financial Markets Law Review, 
March 2011, 124.
14 Awrey D. (2011), The limits of EU hedge funds regulation, Law and Financial Markets Review, March 
2011, 124.
15 Ferran E. (2011), The Regulation of Hedge Funds and Private Equity: A Case Study in the 
Development of the EU’s Regulatory Response to the Financial Crisis, Law Working Paper N°.176/2011 
February 2011, available at http://ssrn.com/abstract=1762119, 5.
16 Clerc C. (2009), Faut-il une réglementation européenne de la gestione alternative?, in Revue Trimestrielle 
de Droit Financier, n. 3, 2009, 4.
17 See Engert a., (2010), Transnational Hedge Fund Regulation, EBOR, 11, n. 03, 375, quoted. The 
European Commission in the AIFM Proposal states that “Currently, the activities of AIFM are regulated 
by a combination of national financial and company law regulations and general provisions of Community 
law. They are supplemented in some areas by industry-developed standards. However, recent events have 
indicated that some of the risks associated with AIFM have been underestimated and are not sufficiently 
addressed by current rules. This is partly a reflection of the predominantly national perspective of existing 
rules: the regulatory environment does not adequately reflect the crossborder nature of the risks 
[emphasis added]. This is particularly striking in relation to the effective oversight and control of macro-
prudential risks.”
18 Synvet H., quoted.
19 Ferran E., quoted, 3.
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The Motion for a European Parliament Resolution (the Motion),20 in Recital 
F, explains this non-correlation with the last financial crisis, since “EU and 
national institutions have long before the current financial crisis, analysed 
potential concerns in relation to hedge funds and private equity as regards 
financial stability, risk management standards, excessive debt (leverage) and 
the valuation of illiquid and complex financial instruments.”

In 2005, the European Commission initiated a public consultation regard-
ing possible ways in which to improve the European regulatory framework 
for investment funds: “While the debate focuses primarily on retail invest-
ment funds that fall within the existing legislative framework (UCITS), the 
Commission also notes the strong growth of the alternative investment mar-
ket, consisting of inter alia, private equity funds and hedge funds.”21 There 
followed an intense debate; in particular, in 2006 the Report of the Alternative 
Investment Expert Group to the European Commission Managing, Servicing And 
Marketing Hedge Funds In Europe was published.22 After this report, many 
other contributions from different sectors broadened the debate. Such con-
tributions can be considered to constitute the preparatory documents of the 
AIFMD.

However, the financial crisis gave a strong impetus to the development of 
a new regulatory framework. The Motion,23 with recommendations to the 
Commission on Hedge Funds and Private Equity of 11 September 2008, 
emphasized the importance of rethinking the activities of AIFs and the plan-
ning of further steps in subsequent years. In the context of the Motion, 
the European Parliament officially “requests the Commission to submit to 
Parliament by the end of 2008, on the basis of art. 44, art. 47(2), or art. 95 of 
the EC Treaty, a legislative proposal or proposals covering all relevant actors 
and financial market participants, including hedge funds and private equity.” 
Such an initiative had to respond to seven principles corresponding to seven 
different areas.24

20 Motion for a European Parliament Resolution with recommendations to the Commission on Hedge 
Funds and Private Equity of 11 September 2008, available at http://www.europarl.europa.eu/sides/get-
Doc.do?pubRef=-//EP//NONSGML+REPORT+A6-2008-0338+0+DOC+PDF+V0//IT.
21 Report of the alternative investment expert group to the European commission managing, servicing 
and marketing hedge funds in Europe, 2007, 3, available at http://ec.europa.eu/internal_market/invest-
ment/docs/other_docs/reports/hedgefunds_en.pdf.
22 Supra.
23 Motion, quoted.
24 Such seven principles have been provided in Recital AE in relation to seven areas:

 – regulatory coverage: existing Community legislation should be reviewed to identify any regulatory gaps; 
national variations should be reviewed and harmonization should be promoted, for example through col-
leges of supervisors or otherwise; international equivalence and cooperation should be pursued;
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Recitals A and B of the Motion point out a practical need for regulation of 
hedge funds (and in general to alternative investments), in a perspective of har-
monization of national legislation, because it considers that “there is at pres-
ent national and EU regulation concerning financial markets that directly or 
indirectly, though not exclusively, applies to hedge funds and private equity,” 
and that “Member States and the Commission should ensure the consistent 
implementation and application of that regulation; all further adjustments to 
existing legislation should be the subject of a proper cost/benefit analysis and 
should be non-discriminatory.”

Together with the issue of regulating alternative investments, there is also 
the need to pursue financial stability. In this sense, enhanced regulation seeks 
to rethink the model of supervision: Recital L refers to a “better supervi-
sory cooperation, including at the global level, which logically requires, con-
tinuing improvements of current EU supervisory arrangements including 
regular exchanges of information and enhanced transparency of institutional 
investors.”

Furthermore, as can be understood from the expression “regular exchanges 
of information and enhanced transparency of institutional investors,” the 
importance of transparency and the relevance of information emerge in this 
context. Transparency is crucial for different reasons: the possibility of regu-
lating off-shore market players globally (Recital M); the consideration that 
appropriate levels of transparency towards investors and supervisory authori-
ties are crucial to ensure well-functioning and stable financial markets and 
promote competition between market actors and products (Recital N); the 
importance of monitoring and analysing the effects of the operations of hedge 
funds and private equity and to consider putting forward a directive on mini-

 – capital: capital requirements should be mandatory for all financial institutions and should reflect risk 
from the type of business, exposures and risk control; longer liquidity horizons should also be 
considered;
 – originate and distribute: to achieve a better alignment of the interests of investors and originators, origi-
nators should generally retain exposure to their securitized products by holding a representative stake in 
the product; disclosure should be made of the level of the stakes originators keep in loan products; as 
an alternative to retention, other measures to align interests of investors and originators should be 
investigated;
 – accounting: a smoothing technique to counter the procyclical effects of fair value accounting should be 
considered;
 – rating: to increase transparency and understanding in the ratings market, Credit Rating Agencies 
should adopt codes of conduct regarding visibility of assumptions, product complexity and business 
practices; conflict of interest should be managed; unsolicited rating should be independently catego-
rized and not used as a means of pressure to obtain business;
 – derivative trading: open and visible trading of derivatives should be promoted whether on-exchange or 
otherwise;
 – the long term: reward packages should be aligned with longer term outcomes, reflecting losses as well 
as profits.
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mum transparency rules on how investments are financed in the future, risk 
management, methods of assessment, managers’ qualifications, possible con-
flicts of interest as well as the disclosure of ownership structures and the reg-
istration of hedge funds (Recital O); in the adoption of binding measures in 
terms of corporate governance with a view to achieving greater transparency, 
which must also be made public, and calls for an improvement of controlling 
mechanisms (Recital Q).

Together with transparency, two other important elements emerge: “exter-
nal” conflicts of interest (depending on the operational model of private equity 
and hedge funds and so emerging from the relationship between those vehi-
cles and other entities within the financial markets) (Recital Z), and “internal” 
conflicts of interest, which comprise remuneration of the managers, charac-
terized by inappropriate incentives that lead to excessive risks (Recital AA).

The European Parliament has emphasized the importance of adopting 
principle-based regulation as an appropriate approach to regulating financial 
markets, as it is better able to keep up with market developments (Recital 
AD), as the Financial Services Authority (FSA, now Financial Conduct 
Authority, FCA) already did. Consistent with this approach, the European 
Parliament has identified seven central issues that must be taken into consid-
eration (Recital AE).

The European Parliament adopted the proposed motion on 23 September 
2008 with a very large majority: 562 votes in favour, 86 against and 25 absten-
tions.25 With this, the long preparatory work of the Commission Ecofin was 
officially closed and the European Commission was given the mandate to pro-
vide for the regulation of hedge funds and private equity funds. The European 
Parliament Resolution emphasized in Recital AF a crucial element for the 
type of activity that characterizes hedge funds and private equity funds26: 
regulatory action “whereas such action would provide a legal basis, universal 
and comprehensive, encompassing all financial institutions above a certain 
size, mutually taking into account international supervisory and regulatory 
practices.”

Even at international level, the financial crisis of 2008 played a significant 
role in reviving the debate and the need to propose uniform regulation of 

25 The statistics about the vote of the Resolution are available at http://www.europarl.europa.eu/oeil/
popups/sda.do?id=16041&l=en.
26 EP (2008) European Parliament resolution of 23 September 2008 with recommendations to the 
Commission on hedge funds and private equity, P6_TA(2008)0425, available at http://eur-lex.europa.
eu/legal-content/EN/TXT/?uri=CELEX:52008IP0425.
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alternative management. This has resulted in a dual track, at both European 
and international level.27

The G20, almost simultaneously with the Resolution of the European 
Parliament, in sessions in November 2008 in Washington and April 2009 in 
London, took a position on this topic, laying out two basic principles: the reg-
ulatory principle of universal coverage, according to which any actor, instru-
ment or systemically important financial market must be subject to oversight, 
adapted to the type of activity, and abiding by a principle of international 
coordination, according to which appropriate mechanisms of supervision 
should be put in place to enable a fruitful exchange of information between 
national supervisors, together with international coordination of these super-
visors, to prevent systemic risks.

With the aim of implementing the G20 recommendations, the 
International Organization of Securities Commissions (IOSCO), as 
already mentioned, had launched a public consultation concerning the 
regulatory standards related to hedge funds.28 The G20 was supported by a 
special task force, the Task Force on Unregulated Entities, which had been 
created within IOSCO and was chaired by Commissione Nazionale per 
le società e la borsa (CONSOB) and the FSA (now FCA). The action of 
the IOSCO Task Force culminated in the publication, immediately after 
the G20 summit in London in June 2009, of a final document (Hedge 
Funds Oversight: Final Report),29 in which a series of guiding principles 
for regulation of hedge funds, written from the perspective of harmoniza-
tion, were proposed. Moreover, IOSCO provided in the Objectives and 
Principles of Financial Regulation a new principle specifically dedicated to 
hedge funds: “(r)egulation should ensure that hedge funds and/or hedge 
funds managers/advisers are subject to appropriate oversight.”30

On 30 April 2009, the European Commission filed a first proposal for a 
directive, adopting a new regulatory approach for alternative management. 
In the past, the European Institutions persistently refused to consider the 
possibility of regulating the hedge funds (and private equity) industry in the 
previous years,31 and above all was supposed to represent, in the words of 

27 C. Clerc, Faut-il une réglementation européenne de la gestion alternative?, in Revue Trimestrielle de Droit 
Financier, 2009, 4, emphasizes the “double origine” of the AIFMD: European and international.
28 See Consults on Regulatory Standards for Funds of Hedge Funds published on 6 October 2008. See also 
Technical Committee Task Forces to Support G-20 Aims, which was announced on 25 November 2008, 
coordinated with the G-20.
29 The Report is available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPD293.pdf.
30 IOSCO, Objectives and Principles of Securities Regulation, June 2010.
31 Clerc C. (2011), La Directive AIFM, des avancées significatives au prix de compromis complexes, in Revue 
Trimestrielle de Droit Financier, n. 3, 2011, 22.
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the Commission, the European answer to financial crises. The Commission’s 
main objective was to extend appropriate regulation and supervision to all 
entities and all activities involving significant risks,32 recalling the positions 
expressed in this regard by the European Parliament,33 and the de Larosière 
Group,34 as well as the G20, IOSCO and the Financial Stability Forum, with 
reference to all funds not governed by the UCITS Directive.35

In the course of the negotiations for the AIFMD, three distinct positions 
emerged: the European Parliament was convinced of the need for compre-
hensive regulation; the Council maintained a rather minimalist approach, 
based on a variety of technical topics; and the Commission held an interme-
diate position. The consequence has been that, in the face of strong political 
will expressed by European political parties, prime ministers and govern-
ments of the major economic powers, as well as by the Commission, the 
Council, in consideration of its technical approach, played a role in media-
tion that actually resulted in a complication of the text.36 The Directive pro-
posal has been substantially redrafted, and numerous parties have lobbied the 
EU Commission and Parliament to accept their changes.37 The process that 
led to the approval of the AIFMD was not only a policy process but also a 
political process.38

The first proposal of the European Commission in April 2009 has been 
substantially amended and redrafted. A strong position on the proposed text 
was expressed by one of the committees of the British House of Lords, which 
stated that the British government should not have given its approval to the 
proposal, underlining its incompatibility with the international regulatory 
regime, and even claiming that “the Directive will seriously damage the EU 
and UK economy unless it is fully compatible with the global approach to 

32 Commission calls on EU leaders to stay united against the crisis, move fast on financial market reform 
and show global leadership at G20, march 2009, available at http://europa.eu/rapid/pressReleasesAction.
do?reference=IP/09/351&format=HTML&aged=0&language=EN&guiLanguage=en.
33 Report of the European Parliament with recommendations to the Commission of hedge funds and 
private equity (A6-0338/2008) [Rasmussen Report] and the transparency of institutional investors (A6-
0296-2008) [Lehne Report].
34 High level group on financial supervision, Report, 25 February 2009, 25.
35 Directive 2009/65/EC of the European parliament and of the council of 13 July 2009 on the coordina-
tion of laws, regulations and administrative provisions relating to undertakings for collective investment 
in transferable securities (UCITS).
36 Clerc C., quoted, 22.
37 Kaal W. A. (2011), Hedge Fund Regulation Via Basel III. Vanderbilt Journal of Transnational Law, Vol. 44, 
p. 389, available at http://ssrn.com/abstract=1806252. See also Watts J. (2010), United Kingdom: AIFM 
Update, MONDAQ Bus., 24 Mar. 2010, available http://www.mondaq.com/article.asp?articleid=96668.
38 Awrey D., quoted, 124.
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the regulation of AIFM and it permits the marketing of non-EU funds in the 
EU. Restrictions on non-EU managers should also be removed.”39

Strong pressures arising mainly from lobbyists representing industry asso-
ciations even led to the production of two different versions of the AIFMD: 
one in November 2010 issued by the Council of the European Union (known 
as the Revised Compromise Proposal, also known as the Swedish Proposal, 
because of the Swedish presidency of the European Council), and a second 
one issued by Jean-Paul Gauzès, a member of the Committee on Economic 
and Monetary Affairs, known as the Gauzès Report (Gauzès 2010),40 for the 
European Parliament. The two versions had important differences in their 
approach to significant issues, including the applicability of the Directive to 
certain or all the funds, regardless of their dimensions and exposures, the valu-
ation of assets and the AIFMs belonging to countries outside the EU doing 
business in the EU.41

After this tumultuous process, on 11 November 2010 political agreement 
was reached by the European Parliament and the Council of Ministers on the 
text for the Directive, which was promulgated and took effect in July 2013.

13.3  The Creation of a Residual Category

13.3.1  The Notion of “Alternative Investment Funds” 
in the AIFMD

The AIFMD regulates alternative fund managers and not AIFs. The reason 
depends on the difficulties of harmonizing AIFs in relation to their het-
erogeneity. Recital 10 of the AIFMD implicitly points out the difficulties 
of defining AIFs: it would be disproportionate to regulate the structure or 
composition of the portfolios of AIFs managed by AIFMs at EU level, and it 

39 House of Lords—Directive on Alternative Investment Fund Managers—European Union Committee, 
available at http://www.publications.parliament.uk/pa/ld200910/ldselect/ldeucom/48/4802.htm: “Key 
concerns raised by the letter included: The provisions related to marketing of non-EU funds and possible 
restrictions on non-EU managers marketing in the EU could prevent investment in and out of the EU; 
The lack of differentiation between different sorts of alternative investment—the one size fits all 
approach—would lead to inappropriate unintended consequences; Some elements of the proposals for 
supervision of managers were unnecessary and disproportionate; and The proposal provided an unneces-
sary level of protection to well-informed institutional investors and banks”.
40 Gauzes J. –P. (2010 A7-0171/2010 Report on the proposal for a directive of the European Parliament 
and of the Council on Alternative Investment Fund Managers and amending Directives 2004/39/EC and 
2009/…/EC
(COM(2009)0207—C7-0040/2009—2009/0064(COD)).

41 See Kaal W. (2011), quoted.
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would be difficult to provide for such extensive harmonization owing to the 
very diverse types of AIFs managed by AIFMs.42 The consequence of such a 
choice made by the European regulator might be a fragmentation of provi-
sions applicable to funds: the AIFMD does not prevent member states from 
adopting or continuing to apply national requirements with respect to AIFs 
established in their territory.43

Moreover, in response to the question of why the AIFMD regulates fund 
managers instead of funds, the Commission replied (EC 2009) that the 
AIFMD is focused on regulating the activities of AIFM,44 since the AIFM 
is responsible for all key decisions regarding the management of the fund. 
Financial stability and investor risk stem primarily from the conduct and 
organization of the manager and the providers of key services, notably the 
depositary and valuation agents. The most effective response is therefore to 
focus on these entities.

Therefore, the choice to regulate the funds’ managers and not the funds has 
an impact on the scope of the Directive: in terms of applicability, subject to 
the exceptions and restrictions provided for, the AIFMD should be applicable 
to all EU AIFMs managing EU AIFs or non-EU AIFs, irrespective of whether 
or not they are marketed in the EU, to non-EU AIFMs managing EU AIFs, 
irrespective of whether or not they are marketed in the EU, and to non-EU 
AIFMs marketing EU AIFs or non-EU AIFs in the EU.45

Some entities do not fall within the scope of the AIFMD: holding com-
panies, institutions for occupational retirement provision which are covered 
by Directive 2003/41/EC, supranational institutions, such as the European 
Central Bank, the European Investment Bank, the European Investment 
Fund, the European Development Finance Institutions and bilateral develop-
ment banks, the World Bank, the International Monetary Fund, and other 
supranational institutions and similar international organizations, in the 
event that such institutions or organizations manage AIFs, and in so far as 
those AIFs act in the public interest; national, regional and local governments 

42 AIFMD, Recital 10.
43 AIFMD, see art. 2, paragraph 1, and Recital 10.
44 EC (2009) European Commission—MEMO/09/211. Directive on Alternative Investment Fund 
Managers (AIFMs): Frequently Asked Questions, 29/04/2009, available at http://europa.eu/.
45 AIFMD, Recital 13. In this regard, in relation to the scope of the AIFMD only in relation to managers, 
see Puel S. and Goffin G. (2013), La notion de fonds d’investissement alternatifs dans la Directive AIFM, 
Revue Trimestrielle de Droit Financier, n.2—2013, 108: «L’idée selon laquelle la Directive AIFM a pour seule 
ambition de régir les gestionnaires de FIA est à nuancer dans une très large mesure. En effet, à travers les obliga-
tions mises à la charge des gestionnaires, la Directive AIFM vient encadrer la structure des FIA (obligation de 
recourir à un dépositaire), les stratégies de gestion mises en oeuvre (encadrement du recours à l’effet de levier, aux 
prime brokers, à l’investissement dans des positions de titrisation) ainsi que la commercialisation des parts et 
actions émises par les FIA (régime du passeport)».
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and bodies or other institutions which manage funds supporting social secu-
rity and pension systems; employee participation schemes or employee sav-
ings schemes; securitization special purpose entities.

Investment firms do not fall within the scope of the AIFMD.46 They are 
mentioned in the Recital of the Directive, which states that investment under-
takings, such as family office vehicles which invest the private wealth of inves-
tors without raising external capital, should not be considered to be AIFs.47

Moreover, investment firms authorized under MIFID (2004/39/EC), as 
well as credit institutions authorized under the Capital Requirement Directive 
(2006/48/EC), should not be required to obtain an authorization under the 
AIFMD in order to provide investment services such as individual portfolio 
management. However, investment firms should be able to provide, directly 
or indirectly, shares or units of an AIF to investors in the EU or sell those 
shares to investors in the EU only to the extent that the shares may be sold in 
accordance with the AIFMD.48

Notwithstanding the choice to regulate fund managers, the AIFMD pro-
poses a definition of “alternative investment fund,” but it does not propose a 
definition of hedge funds nor of private equity funds and real estate funds, all 
subcategories that the AIF notion encompasses. The AIFMD provides a defi-
nition of AIF managers: AIFMs means legal persons whose regular business is 
managing one or more AIF.49

The definition of AIF has been amended between the proposal and the 
final version of the AIFMD. In the Proposal, AIFs were defined as “any col-
lective investment undertaking including investment compartments thereof 
whose object is the collective investment in assets and which does not require 
authorisation pursuant to art. 5 of Directive 2009/…/EC [the UCITS IV 
Directive].”

In the final version of the AIFMD, Article 4 defines AIFs simply as:

“collective investment undertakings, including investment compartments 
thereof, which: (i) raise capital from a number of investors, with a view to 
investing it in accordance with a defined investment policy for the benefit of 
those investors; and (ii) do not require authorisation pursuant to art. 5 of 
Directive 2009/65/EC.”

46 Investment firms are defined in art. 4 of the MIFID as “undertakings the regular occupation or business 
of which is to provide investment services and/or perform investment activities on a professional basis. Its 
scope should not therefore cover any person with a different professional activity.” Before MIFID, invest-
ment firms were regulated by Directive 93/22/CEE.
47 AIFMD, Recital n. 7.
48 AIFMD, Recital n. 9.
49 AIFMD, art. 4, paragraph 1, lett. b).
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Two fundamental elements of these funds emerge from this definition: first, 
a positive content, consisting of the activity of raising capital from a number 
of investors whose investment objective is a return for themselves through an 
investment strategy (generally speaking, an activity in their interest); secondly, 
a negative content, in terms of the clear distinction with UCITS funds, in 
the sense that the funds covered by the AIFMD do not require authorization 
pursuant to Article 5 of UCITS IV Directive (2009/65/EC).50 With reference 
to the negative content of the definition,51 some concerns with respect to this 
formulation have been expressed.52

An important element to be considered is the possibility that AIF managers 
may sell AIFs to retail investors53: “Without prejudice to other instruments 
of Union law, Member States may allow AIFMs to market to retail investors 
in their territory units or shares of AIFs they manage in accordance with this 
Directive, irrespective of whether such AIFs are marketed on a domestic or 
cross-border basis or whether they are EU or non-EU AIFs.”54 In such circum-
stances, member states may impose stricter requirements on the AIFM or the 
AIF than the requirements applicable to the AIFs marketed to  professional 

50 Torck S. (2013), La notion de fond d’investissement alternatif (FIA), RTDF, –special issue, 41. See 
also Puel S. Goffin G., quoted, 108.
51 The negative content of the definition is well radicated in the context of the EU: in this sense, it has to 
be considered even the CESR’s Guidelines on a common definition of European money market funds, 19 May 
2010, available at http://www.esma.europa.eu/system/files/10_049.pdf.
52 See Torck S., quoted, 40: “Une définition négative des FIA eut toutefois été proprement insuffisante pour 
délimiter le périmètre de la directive AIFM car, au-delà de la nécessité de tracer une frontière nette entre 
OPCVM coordonnés et OPC non coordonnés, il était d’évidence nécessaire, ratione materiae cette fois, de 
dégager les principaux critères de nature à déclencher la mise en œuvre des règles chargées d’encadrer l’activité 
des sociétés gérant des fonds d’investissement dits alternatifs.”
53 According to art. 4, let. (aj) of the AIFMD, “retail investor” means an investor who is not a professional 
investor.
54 AIFMD, art. 43. Recital 72 of the AIFMD specifies that “Member States should be able to allow the 
marketing of all or certain types of AIFs managed by AIFMs to retail investors in their territory. If a 
Member State allows the marketing of certain types of AIF, the Member State should make an assessment 
on a case-by-case basis to determine whether a specific AIF should be considered as a type of AIF which 
may be marketed to retail investors in its territory. Without prejudice to the application of other instru-
ments of Union law, Member States should in such cases be able to impose stricter requirements on AIFs 
and AIFMs as a precondition for marketing to retail investors than is the case for AIFs marketed to pro-
fessional investors in their territory, irrespective of whether such AIFs are marketed on a domestic or 
cross-border basis. Where a Member State allows the marketing of AIFs to retail investors in its territory, 
this possibility should be available regardless of the Member State where the AIFM managing the AIFs is 
established, and Member States should not impose stricter or additional requirements on EU AIFs estab-
lished in another Member State and marketed on a cross-border basis than on AIFs marketed domesti-
cally. In addition, AIFMs, investment firms authorised under Directive 2004/39/EC and credit 
institutions authorised under Directive 2006/48/EC which provide investment services to retail clients 
should take into account any additional requirements when assessing whether a certain AIF is suitable or 
appropriate for an individual retail client or whether it is a complex or non-complex financial 
instrument.”
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investors in their territory in accordance with the Directive.55 Member states 
that permit the marketing of AIFs to retail investors in their territory were 
to, by 22 July 2014, inform the Commission and ESMA of the types of AIF 
which AIFMs may market to retail investors in their territory, and any addi-
tional requirements that the member state imposed for the marketing of AIFs 
to retail investors.56

The choice of European regulators to provide the possibility for member 
states to allow the marketing of AIFs to retail investors confirms the erosion 
of one of the “common” characteristics of hedge funds; that is, their exclusive 
availability for qualified (professional) investors.

13.4  Further Specifications by ESMA

The definition contained in the AIFMD of AIF appears rather vague and 
not well determined, like many other definitions developed with reference to 
AIFs in general and hedge funds in particular. Considering the need to better 
specify the content of that definition in some of its key parts, ESMA launched 
a consultation process,57 which ended with the enactment of the Final Report 
Guidelines on key concepts of the AIFMD.58 This indicated more precisely the 
meaning and the scope of some essential elements traceable in the definition 
of AIF provided by the AIFMD: the notion of “collective investment under-
takings”, the activity of “raising capital”, the “number of investors” and the 
notion of “defined investment policy.”

Regarding the notion of “collective investment undertakings,” ESMA has 
specified their content as follows:

 (a) the undertaking does not have a general commercial or industrial 
purpose;

 (b) the undertaking pools together capital raised from its investors for the 
purpose of investment with a view to generating a pooled return for those 
investors; and

55 AIFMD, art. 43, subpara. 1.
56 AIFMD, art. 43, para. 2.
57 ESMA, Consultation paper: Guidelines on key concepts of the AIFMD, ESMA/2012/845, 19 December 
2012, available at http://www.esma.europa.eu/system/files/2012-845.pdf.
58 ESMA, Final report Guidelines on key concepts of the AIFMD, 24 May 2013, available at, http://www.
esma.europa.eu/system/files/2013-600_final_report_on_guidelines_on_key_concepts_of_the_aifmd_0.
pdf.
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 (c) the unit holders or shareholders of the undertaking—as a collective 
group—have no day-to-day discretion or control. The fact that one or 
more but not all of the aforementioned unit holders or shareholders are 
granted day-to-day discretion or control should not be taken to show that 
the undertaking is not a collective investment undertaking.59

With reference to the commercial activity, ESMA defines it as the commer-
cial activity of taking direct or indirect steps by an undertaking or a person 
or entity acting on its behalf (typically, the AIFM) to procure the transfer or 
commitment of capital by one or more investors to the undertaking for the 
purpose of investing it in accordance with a defined investment policy should 
amount to the activity of raising capital mentioned in Article 4(1)(a)(i) of the 
AIFMD.60

The problem concerning the number of investors, which is undefined in 
the definition provided by the AIFMD (“raise capital from a number of inves-
tors”), has been clarified in the sense that an undertaking which is not pre-
vented by its national law, the rules or instruments of incorporation, or any 
other provision or arrangement of binding legal effect, from raising capital 
from more than one investor should be regarded as an undertaking which 
raises capital from a number of investors in accordance with Article 4(1)(a)(i) 
of the AIFMD; and this should be the case even if it has in fact only one inves-
tor.61 Moreover, it specifies the possibility that an undertaking involves only 
one investor: an undertaking which is prevented by its national law, the rules 
or instruments of incorporation or any other provision or arrangement of 
binding legal effect from raising capital from more than one investor should 
be regarded as an undertaking which raises capital from a number of investors 
in accordance with Article 4(1)(a)(i) of the AIFMD if the sole investor: (a) 
invests capital which it has raised from more than one legal or natural person 
with a view to investing it for the benefit of those persons; and (b) consists of 
an arrangement or structure which in total has more than one investor for the 
purposes of the AIFMD.62

59 ESMA, Guidelines on AIFMD key concepts, 31. With reference to the proposed notion of collective 
investment, in the consultation process two respondents (asset managers’ associations) recommended a 
clear identification of the boundary between an AIF(M) and a holding company. Moreover, another 
respondent asked for clarification to the expression “an entity whose purpose is to manage the underlying 
assets as part of a commercial or entrepreneurial activity”; in particular, this respondent asked ESMA to 
clarify the difference between this concept and an ordinary company with general commercial purpose.
60 ESMA, Guidelines, quoted, 32.
61 Ibid., 31.
62 Ibid., 31.
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Another crucial element is that of investment policies: an undertaking 
which has a policy about how the pooled capital in the undertaking is to be 
managed to generate a pooled return for the investors from whom it has been 
raised should be considered to have a defined investment policy in accordance 
with Article 4(1)(a)(i) of the AIFMD.63 Moreover, ESMA identifies some ele-
ments that, singly or together, tend to indicate the existence of such a policy: 
(a) the investment policy is determined and fixed, at the latest by the time that 
investors’ commitments to the undertaking become binding on them; (b) the 
investment policy is set out in a document which becomes part of or is refer-
enced in the rules or instruments of incorporation of the undertaking; (c) the 
undertaking or the legal person managing the undertaking has an obligation 
(however this is defined) to investors, which is legally enforceable by them, to 
follow the investment policy, including all changes to it; (d) the investment 
policy specifies investment guidelines, with reference to criteria including any 
or all of the following: (i) to invest in certain categories of assets or conform to 
restrictions on asset allocation; (ii) to pursue certain strategies; (iii) to invest in 
particular geographical regions; (iv) to conform to restrictions on leverage; (v) 
to conform to minimum holding periods; or (vi) to conform to other restric-
tions designed to provide risk diversification.64

From the point of view of the structure of an AIF, it is important to con-
sider Article 2, paragraph 1 of the AIFMD: via the definition of the scope of 
AIFMD, the European regulator has confirmed the non-significance of the 
structure of the fund in relation to the definition, since an AIF can be both 
open-ended or closed-ended (letter a) and can be created under contract law, 
under trust law, under statute or with any other legal form (letter b). Also in 
this regard, the Commission Delegated Regulation,65 stating that an AIFM 
may manage both open-end funds and closed-end funds, implicitly confirms 
that an AIF can be both an open-end and a closed-end fund. In this context, 
following a consolidated approach, closed-end funds are defined in opposi-
tion to open-end funds. Therefore, for the latter it is possible to identify cer-
tain characteristics which are not detectable for closed-end funds.

The reason why it is important to distinguish open-end funds from closed- 
end funds even in the context of alternative investments depends on the 

63 Ibid., 32.
64 Ibid., 32.
65 Commission Delegated Regulation (Eu) 231/2013 of 19 December 2013 supplementing Directive 
2011/61/EU of the European Parliament and of the Council with regard to regulatory technical stan-
dards determining types of AIF managers, available at http://ec.europa.eu/internal_market/investment/
docs/alternative_investments/131217_delegated-regulation_en.pdf.
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 possibility to apply correctly the rules on liquidity management and the valu-
ation procedures of Directive 2011/61/EU to AIFMs.66

The identification of the distinguishing criteria of the Commission 
Delegated Regulation proposed by ESMA in the Final Report Draft regula-
tory technical standards on types of AIFMs partially differs with respect to the 
final version (see note) adopted by the Commission.67

In the ESMA proposal, in fact, it can be read that:

“An AIFM of open- ended AIF(s) shall be considered to be an AIFM which 
manages at least one AIF, some or all of its unit holders or shareholders have the 
right to redeem their units or shares out of the assets of the AIF where all the 
following conditions are present:
(a) the right to redeem may be exercised at least once a year;
(b) in accordance with the rules or instrument of incorporation of the AIF 
or any prospectus the redemption is to be carried out at a price that, before 
any redemption fee is applied, does not vary significantly from the net asset 
value per unit/share of the AIF available at the time when the price is deter-
mined in accordance with the rules or instrument of incorporation of the 
AIF.”68

Substantially, in the final version of the Commission Delegated Regulation, 
the conditions referred to in points (a) and (b) have been repealed.

Moreover, in order to define the type of fund, it has no significance for this pur-
pose: first, a decrease in the capital of the AIF (“in connection with distributions 
according to the rules or instruments of incorporation of the AIF, its prospectus or 
offering documents, including one that has been authorised by a resolution of the 
shareholders or unitholders passed in accordance with those rules or instruments 
of incorporation, prospectus or offering documents”); and, secondly, based on the 
model of UCITS Directive,69 the possibility that shares or units can be negotiated 
on the secondary market and repurchased or redeemed by the AIF.70

Taking into consideration the texts just mentioned, it is clear that there is 
no reference to hedge funds as an autonomous entity, nor is there a specific 
reference either to private equity funds, both of which are particularly relevant 
to AIFs. Moreover, Article 4, after specifying what is meant by AIFs (using a 

66 Commission Delegated Regulation, quoted, recital 2.
67 ESMA (2013), Final report, Draft regulatory technical standards on types of AIFMs, 2 April 2013, avail-
able at http://www.esma.europa.eu/system/files/2013-413_0.pdf.
68 ESMA, Final report, quoted, art. 1 para. 2.
69 UCITS Directive, art. 1 (2) b.
70 Commission Delegated Regulation, quoted, art. 1, para. 2.

 M. Dell’Erba

http://www.esma.europa.eu/system/files/2013-413_0.pdf


  339

rather general formula), highlights the absence of the same authorization for 
the activities of AIFs otherwise provided for harmonized investment funds 
that fall under the scope of the UCITS Directive.

Not only is there no specific reference to hedge funds as a separate entity, 
but the definition of Article 4, excepted for the authorization under the 
UCITS Directive, does not contain even a defining element that can distin-
guish AIFs from traditional funds.

This approach is justified by the European Commission: “while the focus 
is currently on hedge funds and private equity, the European Commission 
believes that it would be ineffective and short-sighted to limit any legislative 
initiative to these two categories of AIFM: ineffective because any arbitrary 
definition of these funds might not adequately capture all the relevant actors 
and could be easily circumvented; and short-sighted because many of the 
underlying risks are also present in other types of AIFM activity. The regula-
tory solution which is likely to prove the most enduring and productive is 
therefore to capture all AIFM whose activities give rise to those risks.”71

This choice is consistent with the choice of the European regulator, in the-
ory oriented to regulate the activities of AIFs, instead of identifying a precise 
definition.72

13.5  The AIFMD as a Model of Direct Regulation

The aim of European regulators was to provide a reference model of direct 
regulation for hedge funds and alternative investment vehicles not only at the 
European level.

Regulatory approaches—direct and indirect—correspond to two very dif-
ferent choices: while the first approach adopts regulatory tools such as registra-
tion, capital, leverage, margin and reporting requirements to directly regulate 
hedge funds and their activities, the latter focuses on entities related to hedge 
funds that act on them indirectly. However, despite obvious differences in 
the regulatory philosophy of the two approaches, many regulators favour a 
development in this direction.

A substantial convergence of regulatory solutions has been proposed in 
the text of the AIFMD and the Dodd-Frank Act, its Title IV discussing 

71 AIFMD, 5.
72 In this sense the following sentence in the AIFMD can be read: “This proposal focuses on those activi-
ties that are specific or inherent to the AIFM sector and hence need to be addressed by targeted require-
ments,” 5.
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the Investment Adviser regulation: in both texts, a middle way was chosen 
between direct and indirect regulation.73

The debate about the usefulness and efficiency of one or the other approach 
originated in the USA in the aftermath of the crash of LTCM in 1998 (for the 
rescue of which the Federal Reserve organized and coordinated the activities 
of a pool of 16 banks). A President’s Working Group, consisting of repre-
sentatives of the Department of the Treasury, the Federal Reserve, the SEC 
(Securities and Exchange Commission) and the Commodity Futures Trading 
Commission, was set up. This had the merit of making the debate on hedge 
funds more systematic.

The President’s Working Group referred to “indirect regulation,” empha-
sizing the role played by hedge funds’ counterparties and the importance of 
“market discipline” and “self-regulation” as capable of ensuring a reasonable 
level of leverage.74

One important aspect of the assessment of a direct or indirect regulatory 
approach is that hedge funds depend almost entirely on regulated companies 
for a variety of essential services, such as investment banking, prime broker-
age, insurance and loans. Investment banks and broker–dealer firms often 
offer prime-brokerage services to hedge funds.75

73 Kaal W. A., quoted.
74 See President’s Working Group (1999), Hedge Funds, Leverage, and the Lessons of Long-Term Capital 
Management, April 1999, available at http://www.cftc.gov/tm/tmhedgefundreport.htm: “in our market-
based economy, market discipline of risk taking is the rule and government regulation is the exception. 
Generally, government regulation becomes necessary because of market failure or the failure of the pric-
ing mechanism to account for all social costs. Government regulation of markets is largely achieved by 
regulating financial intermediaries that have access to the federal safety net, that play a central dealer role, 
or that raise funds from the general public. Any resort to government regulation should have a clear 
purpose and should be carefully evaluated in order to avoid unintended outcomes.” See Cole R.T., 
Feldberg G. and Lynch D. (2007), Hedge funds, credit risk transfer and financial stability, in Banque 
de France • Financial Stability Review—Special issue on hedge funds—No. 10, 11. They underline that 
“Policy makers have subscribed to an indirect approach in dealing with many of the issues surrounding 
hedge funds. A key element of the indirect approach is the reliance upon market discipline—that is, rely-
ing on hedge fund investors, creditors, and counterparties to reward well-managed hedge funds and to 
reduce their exposure to risky, poorly managed hedge funds. To provide proper discipline, of course, 
market participants need to understand the activities of the hedge funds with which they do business, in 
order to assess their creditworthiness and risk-adjusted returns. While hedge funds are very reticent about 
sharing that kind of information, and are not usually required to do so by law or regulation, it is the 
responsibility of investors and counterparties to pressure funds to improve their disclosures. Well-
managed funds should find that it is to their advantage to be more open about their activities. Lack of 
transparency should come at a great price, measured by fewer investors and less favorable treatment by 
banks. Although basic information about hedge fund activities has begun to flow, investors and counter-
parties still too often obtain very limited disclosure from hedge funds.”.
75 Pierre Louis L. N. C. (2009), Hedge Fund Fraud and the Public Good, Fordham Journal of Corporate 
and Financial Law, Vol. 15, No. 21, 21-95. 2009, 51.
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In the following paragraphs the basic mechanisms of the AIFMD’s imple-
mentation of a direct regulatory approach to alternative management will be 
analysed.

13.6  Authorization

The AIFMD has established the requirement of authorization in order to 
allow management of an AIF. The decision to establish an authorization sys-
tem is the starting point in terms of model and mechanism behind the regu-
lation of hedge funds. The consequence in terms of the regulatory model is 
the creation of a model that could be defined as “integrated” in the sense 
of a combination between a model of indirect regulation, aimed primarily 
at individuals and entities that interact with hedge funds, and one of direct 
regulation. The first instrument for the establishment of a direct regulation is 
authorization (equivalent to American registration), which is generally based 
on the provision of some limitations in relation to heterogeneous elements 
(leverage, capital requirements, organizational requirements). This regulatory 
framework is integrated with other provisions which directly affect the activi-
ties of hedge funds.

Through the implementation of a system of authorization, the AIFMD 
first puts in place the recommendations of IOSCO, in the sense of a combina-
tion of direct and indirect regulation.76

Through the provision of this authorization, AIF managers have to dis-
close some information to national authorities. Together with the preliminary 
information provided to the national authorities of the member states, they 
must provide additional information both to the authorities and investors 
over time.

Article 6, paragraph 1 is quite trenchant in establishing that member states 
shall ensure that no AIFMs manage AIFs unless they are authorized in accor-
dance with the AIFMD. The authorization may be withdrawn by the compe-
tent authorities of the member state of the AIFM (Article 11) or amended in 
relation to its scope.77

Member states have to provide a mechanism according to which the AIFM 
must submit an application to the competent authorities of its home member 

76 IOSCO, Hedge Funds Oversight, quoted, 23. The IOSCO criteria on a mixture of direct and indirect 
regulation has been accepted by the majority of the respondents: “a balanced mixture of indirect and 
direct regulation of the hedge funds and/or their managers/advisers, consistent with the principle of 
proportionality and a risk-based approach.”
77 AIFMD, art. 11.
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state (which is the only one that can release it) to obtain the authorization,78 
while ESMA shall keep a central public register identifying each AIFM autho-
rized under this Directive, a list of the AIFs managed and/or marketed in the 
Union by such AIFMs and the competent authority for each such AIFM.79 
Moreover, in order to ensure consistent harmonization in this sense, ESMA 
has been granted the power eventually to develop draft regulatory technical 
standards to specify the information to be provided to the competent authori-
ties in applying for authorization of the AIFM, including the programme of 
activity.80

The purpose of the creation of such an authorization system is to ensure a 
model of supervision and oversight that is effectively extended to all AIFMs 
operating in the EU without taking into consideration the domicile of the 
managed funds,81 whose central element, or at least the initial stage around 
which to build this model, is the information to be provided by fund man-
agers, together with the provision of their initial own capital and eventual 
additional capital.

13.7  Information To Be Provided

Authorization by the member states is realized only after the presentation of 
certain information. This information directly impacts on one of the main 
features of hedge funds, or more generally AIFs, which, as mentioned at the 
beginning of this chapter, share the characteristic of being secretive.

Managers of AIFs must provide the competent authorities of their home 
member state with much different information.

The first set of information relates specifically to AIF managers. In this it is 
possible to identify two subcategories: the first refers to the identification and 
participation of the managers, the fund and their partners of different kinds 
(letters a) and b)); the second refers more precisely to the activity of the fund 
(letters c), d), e)).

With reference to the first subcategory, information is required about the 
persons effectively conducting the business of the AIFM,82 and, secondly, 

78 AIFMD, art. 7, paragraph 1.
79 AIFMD, art. 7, paragraph 5.
80 AIFMD, art. 7, paragraph 6.
81 Baffi E., Lattuca D., Santella P. (2011), Extending the EU Financial Regulatory Framework to 
AIFM, Credit Derivatives, and Short Selling, p.  5, available at http://ssrn.com/abstract=1792993 or 
http://dx.doi.org/10.2139/ssrn.1792993.
82 AIFMD, art. 7, paragraph 2, lett. a).
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information about the identities of the AIFM’s shareholders or members, 
whether direct or indirect, natural or legal persons, that have qualifying hold-
ings, and the amounts of those holdings.83

With reference to the second subcategory (activities), the AIFMD requires 
information in relation to the programme of activity, setting out the orga-
nizational structure of the AIFM, including information on how the AIFM 
intends to comply with its obligations provided by the AIFMD.84 The AIFMD 
also requires information on remuneration policies and practices, as well as 
information on arrangements made for the delegation and subdelegation to 
third parties of functions as referred to in Article 20.85

A second set of information that the manager of the AIF shall provide to 
the competent authorities of its home member state concerns information 
about the funds that the manager intends to manage.86 Fund managers should 
first of all provide information about the investment strategies, including the 
types of underlying funds if the AIF is a fund of funds.87 Moreover, informa-
tion is required about the AIFM’s policy with regard to the use of leverage, 
and the risk profiles and other characteristics of the AIFs it manages or intends 
to manage, including information about member states or third countries in 
which such AIFs are established or are expected to be established.88

Other information concerning the place where the master AIF is estab-
lished, if the AIF is a feeder AIF, is required,89 together with information on 
the rules or instruments of incorporation of each AIF the AIFM intends to 
manage,90 as well as information on the arrangements made for the appoint-
ment of the depositary for each AIF that the AIFM intends to manage (in 
accordance with the provisions in this regard by the Directive),91 and any 
additional information (information about investors referred to in Article 23 
of the Directive).92

The information about the investment strategies adopted is particularly 
important. The request for this type of information is also linked to the pur-
suit of so-called “risk-transparency.” The problem is that the pursuit of risk 

83 AIFMD, art. 7, paragraph 2, lett. b).
84 AIFMD, art. 7, paragraph 2, lett c).
85 AIFMD, art. 7, paragraph 2, lett. d) ed e).
86 AIFMD, art. 7, paragraph 3.
87 AIFMD, art. 7, paragraph 3, lett. a).
88 AIFMD, art. 7, paragraph 3, lett. a).
89 AIFMD, art. 7, paragraph 3, lett. b).
90 AIFMD, art. 7, paragraph 3, lett. c).
91 AIFMD, art. 7, paragraph 3, lett. d).
92 AIFMD, art. 7, paragraph 3, lett. e).
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transparency can lead to a contraction of a fundamental aspect of hedge funds, 
or the “proprietary nature of hedge fund investment strategies.”93

The request for detailed information about the investment strategies for the 
purpose of authorization from the member states is, according to the perspec-
tive of the European regulators, a necessary condition for the pursuit of trans-
parency. For it to be effective, a series of standards related to risk management 
(contained in Article 15 of the AIFMD), liquidity management (Article 16) 
and organizational requirements must be met. Chapter IV of the AIFMD, 
entitled “Transparency obligations,” refers to a different period, since these 
reporting requirements concern the real course of business. They correspond 
to two obligations with respect to investors and national authorities. In rela-
tion to the former, the AIFM has to provide an annual report which contains 
the disclosures set out in the AIFMD Directive (Article 22) and implemented 
with the 2013 Commission Delegated AIFMD Regulation, together with the 
initial disclosures for the AIFs and the period disclosures (Article 23).94 In rela-
tion to the latter, “an AIFM shall regularly report to the competent authorities 
of its home Member State on the principal markets and instruments in which 
it trades on behalf of the AIFs it manages. It shall provide information on the 
main instruments in which it is trading, on markets of which it is a member 
or where it actively trades, and on the principal exposures and most important 
concentrations of each of the AIFs it manages.”95

13.8  Initial Capital and Own Funds

Among the conditions provided by the AIFMD for the purposes of autho-
rization, member states shall require that an AIFM which is an internally 
managed AIF has an initial capital of at least €300,000.96 Where an AIFM is 
appointed as external manager of AIFs, the AIFM shall have an initial capital 
of at least €125,000.97

Where the value of the portfolios of AIFs managed by the AIFM exceeds 
€250 million, the AIFM shall provide an additional amount of own funds. 

93 Lo W. (2001), Risk Management for Hedge Funds: Introduction and Overview (June 7, 2001), available 
at SSRN: http://ssrn.com/abstract=283308.
94 See Moloney N. (2014), EU Securities and Financial Markets Regulation (Oxford University Press, 3rd 
edition), 303.
95 AIFMD, art. 24. The frequency of the reports depends on the size and the complexity of the funds 
managed.
96 AIFMD, art. 9, paragraph 1.
97 AIFMD, art. 9, paragraph 2.
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That additional amount shall be equal to 0.02 % of the amount by which 
the value of the portfolios of the AIFM exceeds €250 million; however, the 
required total of the initial capital and the additional amount shall not exceed 
€10 million.98 But member states may authorise AIFMs not to provide up to 
50 % of the additional amount of own funds referred to in paragraph 3 if they 
benefit from a guarantee of the same amount given by a credit institution or 
an insurance undertaking which has its registered office in a member state, 
or in a third country where it is subject to prudential rules considered by the 
competent authorities as equivalent to those laid down in EU law.99

Together with additional funds, the AIFMD requires other funds to be 
provided to cover potential professional liability risks resulting from activities 
that AIFMs may carry out, for both internally managed AIFs and external 
AIFMs, that shall either have additional own funds which are appropriate to 
cover potential liability risks arising from professional negligence,100 or hold 
a professional indemnity insurance against liability arising from professional 
negligence which is appropriate to the risks covered.101

All the own funds shall be invested in liquid assets or assets readily convert-
ible to cash in the short term and shall not include speculative positions.102 
This confirms their nature as “guarantee funds,” and therefore they must be 
able to be easily sold.

13.9  Operational Requirements

One of the parts of the Directive which can lead to some considerations pri-
marily focused on fund governance relates to operating conditions for AIFM, 
and this is divided into several sections. The first section outlines the general 
requirements, the second is devoted to organizational requirements, the third 
is dedicated to the delegation of AIFM functions, and the last is dedicated to 
the custodians, a key role from many points of view.

Reading the headings of the various sections contained in this part of the 
Directive, it can be assumed that the aim of the European regulators was to 
model a sort of mandatory structure for AIFs. In some respects such a struc-
ture could be defined as a fund governance model. With reference to the 

98 AIFMD, art. 9, paragraph 3.
99 AIFMD, art. 9, paragraph 6.
100 AIFMD, art. 9, paragraph 7, lett. a).
101 AIFMD, art. 9, paragraph 7, lett. b).
102 AIFMD, art. 9, paragraph 8.
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practice, hedge funds are generally characterized by a thin structure, in which 
three entities can be identified (investors, the fund or funds managed, and the 
investment adviser/management company). For this reason AIFs (especially 
hedge funds) can be characterized by an non-corporate governance.103

In this first section of Chapter III of the AIFMD, elements related to the 
organizational perspective are approached: the issue of managers’ remunera-
tion together with general conflicts of interest within the fund, as well as more 
specific functions within the funds, such as risk management (Article 15) and 
liquidity management (Article 16).

These issues are typical for an analysis focused on corporate governance. 
In the specific context of the governance of hedge funds, it should take into 
account the specific problems between the various entities within the fund 
(investors, the fund and the investment/adviser/management company) 
and out of the fund, considering the other market players and stakeholders 
involved, since topical issues such as market integrity (see Article 12 para-
graph 1, letter b)), systemic risk and liquidity risk not only involve internal 
entities in the fund. Such components may influence (and de facto influence) 
the governance of AIFs, especially hedge funds.

In general, hedge funds have tried to adopt forms or types of companies 
which have guaranteed a sort of non-corporate governance.104 However, it is 
possible to identify a concept of fund governance of hedge funds,105 with dif-
ferent issues and characteristics from those of mutual funds, as well as from 
those of classic companies and corporations, especially for reasons related to 
the different relationship between investors and fund managers and the dif-
ferent role of managers.

The corporate governance of hedge funds has steadily aroused interest 
over time. This is a consequence of the exponential increase of investments 

103 Shadab H.B. (2009), The Law an Economics of Hedge Funds, in Ber. Bus. Law J., Vol. 6.2, 247.
104 See Part I of this work.
105 On hedge fund governance see Plender J., A call to fix hedge fund governance, in Financial Times, 
6 May 2012, available at http://www.ft.com/cms/s/0/f97ee96e-9467-11e1-8e90-00144feab49a.
html#axzz2Iv09vpOy. See also Dickinson C., Feature Investor and regulatory pressures continue to force 
change in hedge fund corporate governance, Hedge Funds Review, 6 July 2012, available at http://www.
hedgefundsreview.com/hedge-funds-review/feature/2186894/investor-regulatory-pressures-continue-
force-change-hedge-fund-corporate-governance. See also the PwC Survey on fund governance in 
Luxembourg, and UCITS and non-UCITS are compared, available at http://www.ila.lu/docs/
Presentation/2010/ILA%20PwC_151823_Mutual%20Fund%20Governance%20Survey_BAT%20
-%202010.03.10.pdf. For a survey on hedge fund governance, see CARNE, Global Financial Services, 
Corporate governance in hedge funds: Investor Survey 2011, available at https://www.castlehallalter-
natives.com/upload/resources/CarneHedgeFundGovernanceSurveySept2011.pdf. See also, Aspinall 
R., Smith S. (2011), Corporate governance in investment funds Duties and responsibilities of direc-
tors revisited, available at http://www.deloitte.com/assets/Dcom-CaymanIslands/Local%20Assets/
Documents/R%20Aspinall%20article.pdf.
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in hedge funds by institutional investors.106 Whether the issue is considered 
from the point of view of hedge funds or investors, the development of fund 
governance has positive implications: from the point of view of hedge funds, 
it results in a greater interest from institutional investors and therefore the risk 
of losing these customers decreases; from the point of view of institutional 
investors, the development of corporate governance of hedge funds might 
lead to a mitigation of adverse selection.

A number of crucial elements related to the management, in a broad sense, 
of hedge funds emerge. After a series of general principles that open Chapter 
III of the AIFMD, some important areas are identified: the remuneration of 
managers (refer to the first part of this work for considerations of the peculiar 
structure of the remuneration of managers), conflicts of interest, risk manage-
ment (with different characteristics from those existing in a different context) 
and the management of liquidity.

The remuneration policy requirements, detailed and controversial, reflect 
the crisis-era focus on the link between remuneration and risk management.107 
They are strongly influenced by those contained in the Capital Requirements 
Directive (as indeed evidenced by the regulator). Of course, the key prin-
ciple is the same, and consists of the idea that “remuneration policies which 
encourage excessive risk-taking behavior can undermine sound and effective 
risk management of credit institutions and investment firms.”108

Conflicts of interest are crucial from the perspective of the European regu-
lators. Article 14 of the Directive, entitled Conflicts of Interest, reaffirms the 
obligation to take all reasonable steps designed to identify, prevent, manage 
and monitor conflicts of interest in order to prevent them from adversely 
affecting the interests of the AIFs and their investors. Moreover, the AIFMD 
expressly refers to typical conflicts of interest, in particular the one between 
the AIFM (including its managers, employees or any person directly or indi-
rectly linked to the AIFM by control) and the AIF managed by the AIFM, 
or the investors in that AIF; two AIF or their investors; an AIF and another 
client of the AIFM, or, alternatively, a UCITS (or its investors) managed by 
the AIFM; finally, two clients of the AIFM.

106 See Moody’s Investor Service, Hedge Fund Governance and Oversight, July 2011. “Corporate gover-
nance practices for hedge fund firms are more closely examined today than at any other time in the his-
tory of the industry […] hedge funds firms have experienced a shift in their investor composition from 
high net worth individual investors to institutional investors […]. Institutional investors have shown that 
they view the evaluation of governance and oversight as it relates to risk management, valuations, opera-
tional controls, transparency and the investment process as important as analysing a hedge fund manag-
er’s investment performance.”
107 See N. Moloney, quoted, 295.
108 See, for example, Recital 62 of the Capital Requirements Directive.
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The AIFMD goes in the direction of ensuring the independence of the risk 
management function, both functionally and hierarchically, from all other 
operational functions, including even portfolio management.109 The risk 
management function must not only be functionally and hierarchically inde-
pendent, but must also be permanent.110

In Sect. 13.2, the AIFMD approaches some issues more specifically related 
to the organizational structure, since topical issues such as the valuation of 
the assets as well as the delegation of functions to third parties and the role 
of depositaries are addressed here. The valuation of the fund’s assets, particu-
larly in the sense of a more or less marked independence from the AIFM in 
carrying out the assessment, was one of the most debated issues in the course 
of the negotiation of the AIFMD, because hedge fund managers consider 
this element central in maintaining the confidentiality of their investment 
strategies.

13.10  Leverage

Under the AIFMD, leverage is defined as “any method by which the AIFM 
increases the exposure of an AIF it manages whether through borrowing of 
cash or securities, or leverage embedded in derivative positions or by any 
other means.”111 Leverage is a concept typically associated with banking 
regulation,112 but the necessity to obtain more detailed information about 
the use of leverage in alternative management (especially for hedge funds) 
induced the European regulators to introduce some provisions in this regard.

The AIFMD provides for a lighter regime for AIFM when the cumulative 
AIFs under management are lower than the threshold of €100 million, or 
€500 million for those AIFM the managed funds of which are not leveraged 
and do not grant investors redemption rights for a period of five years.113 But 

109 AIFMD, art. 15, paragraph 1.
110 Commission Delegated Regulation, art. 39: “AIFM shall establish and maintain a permanent risk 
management function.”
111 AIFMD, Art. 4, para. 1, v.
112 Moloney. N., quoted, 301.
113 Such a choice of the European Commission depended on the circumstance that extending these regu-
latory requirements to small managers would impose costs and administrative burden, which would not 
be justified by the benefits. Moreover, on this basis, supervisory attention will be focused on the areas 
where risks are concentrated. A threshold of €100 million implies that roughly 30 % of hedge fund man-
agers, managing almost 90 % of assets of EU domiciled hedge funds, would be covered by the Directive. 
It would capture almost half of managers of other non-UCITS funds and provide an almost full coverage 
of the assets invested in their funds. See in this sense European Commission, Proposal, quoted, 7.
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it is clear that such a quantitative distinction has no implications in terms of 
the definition of different subcategories of AIFs.

The methods of calculation of the leverage, provided in the Commission 
Delegated AIFMD Regulation, are the same provided for the UCITS Directive 
(so-called “gross” and “commitment”).

The use of leverage shall be disclosed to investors (in the initial document 
and periodically) as well as to supervisory authorities (since the authorization 
process and periodically). The purpose of disclosure to supervisory authorities 
consists of identifying systemic risk in the financial system, risks of disor-
derly markets or risks to the long-term growth of the economy.114 The AIFM 
shall set a maximum level of leverage which it may employ for each AIF 
it manages, taking into account inter alia the type of AIF, the investment 
strategy and the source of leverage.115 The AIFM shall also demonstrate that 
the leverage limits set by it for each AIF it manages are reasonable and that 
it complies with those limits at all times. The competent authorities shall 
assess the risks that the use of leverage by an AIFM with respect to the AIFs 
it manages could entail, and, where deemed necessary in order to ensure the 
stability and integrity of the financial system, the competent authorities of 
the home member state of the AIFM, after having notified ESMA, the ESRB 
(European Systemic Risk Board) and the competent authorities of the rel-
evant AIF, shall impose limits to the level of leverage that an AIFM is entitled 
to employ or other restrictions on the management of the AIF with respect 
to all the AIFs under its management, to limit the extent to which the use of 
leverage contributes to the build up of systemic risk in the financial system or 
risks of disorderly markets.116

13.11  Critical Remarks

Following the recommendations issued by IOSCO, the EU combined a direct 
and an indirect regulatory approach to regulate AIFs. At the same time the 
European regulators have opted for highly detailed regulation, which may 
have the effect of limiting the role of self-regulation.

Considering the direct regulatory approach, the benefits of this choice will 
consist especially in providing information and data about the alternative 
investments that otherwise could never have been collected.

114 AIFMD, art. 25, para. 1.
115 AIFMD, art. 15, para. 4.
116 AIFMD, art. 23, para. 3.
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A few comments about the American context will be very helpful in evalu-
ating the concrete role and the benefits arising from the direct regulation of 
AIFs (defined in the Dodd-Frank Act as “private funds”).117 As is well known, 
the USA has successfully adopted a strategy that is similar to the European 
one, both in terms of definition of a broad category of AIFs and in terms of 
direct regulation combined with indirect regulation. The American regulators 
implemented the obligations of the registration for the majority of the invest-
ment vehicles through the Dodd-Frank Act, which considerably amended 
the previous regulatory framework (in particular amending the Advisers Act), 
characterized by numerous exemptions granted to hedge funds and private 
equity funds.

For the first time since the enactment of the new regulatory framework, 
the SEC has published a report on private funds,118 taking into account the 
information collected under the new registration regime (with the ADV and 
PF forms that have to be filed by the majority of the asset managers).119 As 
the chairman of the SEC Marie Jo White has emphasized, “Registration and 
reporting have given us significant insight into the nearly 30,000 private 
funds managed by 4,500 registered advisers, which helps us to understand 
potential risks for both individual firms and the broader financial system. We 
have learned, for example, a great deal about the size, geographic distribution, 
and investment concentrations in the industry. We have also begun to analyse 
data reflecting private fund strategies, including the use of leverage and coun-
terparty exposures. Excessive leverage, lack of liquidity, and asset concentra-
tions have in the past been at the root of financial crises, and we now have the 
regulatory tools to help better identify and appropriately mitigate potential 
problems.”120 Similar data will soon be available even in the European market.

The next steps will consist in understanding how these data may be useful 
in providing some structural modifications to the recent regulatory  framework 

117 The Dodd-Frank Act (§ 402) defines a “private fund” as an issuer that would be an investment com-
pany, as defined in Section 3 of the Investment Company Act of 1940, but for Section 3(c)(1) or 3(c)(7) 
of that Act. This complexity in the formulation depends on the system of exemptions from registration 
for funds with fewer than 100 investors or funds whose investors are all “qualified purchasers,” usually 
natural persons who have assets equal to at least $5 million or even advisers who possess or discretionally 
invest at least $25 million. The most common definition provided in the USA states that they are “any 
pooled investment vehicle that is privately organized, administered by professional investment managers, 
and not widely available to the public.”
118 SEC, Division of Investment Management, Private Funds Statistics, Fourth Calendar Quarter 2014, 
16 October 2015, available at https://www.sec.gov/divisions/investment/private-funds-statistics/private-
funds-statistics-2014-q4.pdf.
119 See for example Form PF, available at https://www.sec.gov/about/forms/formpf.pdf.
120 White M.  J. (2015), Five Years On: Regulation of Private Fund Advisers after Dodd-Frank, 16 
October 2015, available at http://www.sec.gov/news/speech/white-regulation-of-private-fund-advisers-
after-dodd-frank.html.
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adopted by the different jurisdictions, in particular the European and the 
American ones.

These data will also give the opportunity to conduct a more consistent 
cost–benefit analysis (ex-post) that may have an impact on the decisions of 
regulators, not only in relation to alternative investment management, but 
also in relation to the shadow banking system as well as the banking sector 
and its transformations in general. It will be important to evaluate the adop-
tion of a model more clearly oriented towards a risk-based approach, which 
will emphasize the importance of monitoring the activities existing in the 
market, independently of the formal categories of the entities that generate it.

In addition, it will be important to clarify, from a risk-based perspective, 
whether many regulatory solutions in relation to the corporate governance 
of AIFs, disclosure and reporting requirements implemented by the AIFMD 
are driven by the need to protect investors or to ensure financial stability: 
regulators seem to have overestimated the importance of protection from risks 
related to systemic risk and financial stability. A clear example in this sense is 
related to the risk management function in hedge funds: this function proved 
to be robust even before the enactment of the AIFMD. The reason for the 
robustness of the risk management processes within hedge funds is the rela-
tionship between these processes and “alpha” yields: in fact, the more efficient 
the risk management, the higher the yields,121 and managers are the first to 
be interested in high “alpha” yields. The manager has an economic interest in 
efficient risk management.122 With regard to this particular issue, rather than 
making substantial changes, the AIFMD seems to have simply taken note 
of the soundness of the results derived from a model of self-regulation that 
already contained the minimum requirements of risk management.

From a structural perspective, a direct regulatory approach may have some 
consequences: each national market authority as well as ESMA shall consider 
creating working groups that are more and more focused on alternative man-
agement and analysis of the data arising from the new direct approach, as the 
American SEC did. The American agency has successfully implemented its 
structure, with the creation within the Division of Investment Management 
(Risk and Examinations Office) of a group focused on the analysis of hedge 
funds and private equity funds.

Taking into account the second issue (highly detailed regulation), one of 
the consequences of the AIFMD relates to the role of self-regulation, enhanc-
ing the importance of public regulation in the context of AIFs. The choice 

121 Lo A. W. (2001), quoted.
122 Awrey D., quoted, 122. See also Shadab H.B., The Law and Economics of Hedge Funds, quoted, 11.
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to reduce the role of self-regulation is politically driven and is based on the 
assumption that self-regulatory organizations mainly operate in the interest 
of their members. This raises concerns in relation to inadequate incentives for 
the enforcement of a set of rules, the purpose of which may be the effective 
protection of communities’ interests.

A strong limitation of self-regulation as well as a weak dialogue between 
self-regulatory organizations and public institutions may be highly inefficient 
and counterproductive, considered the high specialization required in this 
field. Self-regulation can have advantages for both regulators and the industry. 
For this reason IOSCO recommended the importance of a well-integrated 
public regulation with self-regulation.123 A clear example of the advantages of 
an intense dialogue between private and public authorities has been the regu-
lation of hedge funds in the UK: the FSA (now FCA) developed an efficient 
mechanism of consultation that involved different categories of professionals, 
with the consequence that a flexible and effective regulatory framework for 
alternative management was provided.124

In the future, a revitalization of the role of self-regulatory organizations will 
be crucial in order to improve the regulations implemented in the different 
jurisdictions.125

13.12  Conclusions

The decision to regulate hedge funds has had a strong political dimension: 
the AIFMD is therefore a political product. This explains the difficulties sur-
rounding its approval and implementation.

Notwithstanding this political approach to the regulation of AIFs, the 
AIFMD is undoubtedly a further step towards a complete and effective regula-
tion of the alternative entities existing and operating in the financial markets.

The AIFMD, through its rules on authorization, initial capital and funds, 
operational requirements and leverage, clearly establishes direct regulation for 

123 IOSCO (2009), Technical Committee, Hedge Funds Oversight, June 2009, paragraph 5.
124 Tiffith L. (2007), Hedge Fund Regulation: What the FSA Is Doing Right and Why the SEC Should 
Follow the FSA’s Lead. Northwestern J. of Int Law & Bus 27 (2007 2006), 497.
125 See Cafaggi F. (2006), Rethinking Private Regulation in the European Regulatory Space, Reframing 
Self-Regulation, in European Private Law, Kluwer Law Publ. Paper, 2006. Available at http://cadmus.eui.
eu/bitstream/handle/1814/4369/LAW2006.13.PDF;jsessionid=C75C897F5D17F4052CCC2500F282
B83D?sequence=1, 4. The author notes that “the expansion of private regulation is perceived—somewhat 
ideologically—either as an expression of privatization or as a tool intended to reregulate liberalized or 
deregulated fields in a more regulated-friendly environment.” Indeed, “the more relevant role of private 
actors does not (necessarily) coincide either with deregulation or with a lower degree of regulation.”
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AIFs (technically for AIF managers), which are defined through the adoption 
of a broad categorization. The benefits arising from this choice will emerge 
in the next few years, when the data and general information collected by 
regulators will be helpful in strategically addressing further development of 
the regulation.

At the same time, European regulators will have to consider a revitaliza-
tion of the role of self-regulation, enhancing the critical interaction of public 
regulation with self-regulatory organizations.

13 The Regulation of Alternative Investment Funds in Europe... 
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14.1  Introduction

Market infrastructures and clearing houses are established entities in the 
context of financial markets. With the establishment of the Dojima Rice 
Exchange in Osaka in 1697, commodity futures were regularly exchanged.1 
The London Clearing House Clearnet (LCH) was created in 1888 as a cen-
tral counterparty (CCP) for commodities.2 Starting from that time, clearing 
houses became powerful institutions, capable of sustaining trading activities 
in financial markets.3

1 Treadwell T. (2013), OTC Clearing in Japan: Solid Start for Interest Rate Swaps, Future Industry, 
January 2013, 41.
2 Papathanassiou C. (2015), Central counterparties and derivatives, Kern A. and Dhumale R. (ed.), 
Research handbook on international financial regulation (Routledge I ed. 2015), 217.
3 Yadav Y. & Turing D. (2015), The Extra-Territorial Regulation of Clearing Houses, 8.
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In the last two decades, the debate about designing resilient market infra-
structures (particularly CCPs) has become more and more relevant.

Since 1998, the G10 report on settlement of over-the-counter (OTC) 
derivatives has provided a strong impetus for the expansion of CCP services 
from exchange-traded to OTC derivatives,4 with the purpose of mitigating 
counterparty risk.5

From 2001 onwards, the activity of the Committee of Payment 
and Settlement Systems (CPSS) and the Technical Committee of the 
International Organization of Securities Commissions (IOSCO) has been 
more and more focused on market infrastructures.6 In November 2004, the 
CPSS and Technical Committee of IOSCO issued 15 Recommendations 
for CCPs, which addressed the major types of risk faced by CPSS and a 
methodology for assessing a CCP’s observance of each recommendation. 
In January 2009, a working group was created to provide guidance on the 
application of these recommendations to CCPs that clear OTC derivative 
products.

The financial crisis of 2007–8 significantly contributed to the enhance-
ment of cooperation at international level in order to establish and regu-
late CCPs, in particular the positive experience related to the resolution of 
futures portfolios in the Lehman default.7 The G20 (Pittsburgh, September 
2009) confirmed the importance of strengthening the International 
Financial Reporting Standards (IFRS), expanding the scope of regulation 
and oversight, with tougher regulation of OTC derivatives, stating that “All 
standardized OTC derivative contracts should be traded on exchanges or 
electronic trading platforms, where appropriate, and cleared through central 
counterparties by end-2012 at the latest. OTC derivative contracts should 
be reported to trade repositories. Non-centrally cleared contracts should 
be subject to higher capital requirements. We ask the FSB and its relevant 
members to assess regularly implementation and whether it is sufficient to 
improve transparency in the derivatives markets, mitigate systemic risk, and 

4 CPSS-IOSCO, ‘OTC derivatives: settlement procedures and counterparty risk management’, 1998, 
available at http://www.bis.org/cpmi/publ/d27.pdf.
5 Papathanassiou C., quoted, 217.
6 See CPSS-IOSCO (2001), Core principles for systemically important payment systems, January 2001, 
and CPSS-IOSCO, Recommendations for securities settlement systems (RSSS), November 2001.
7 See Chander A. & Costa R. (2010), Clearing Credit Default Swaps: A Case Study in Global Legal 
Convergence, Chicago Journal of International Law, Winter 2010, 10, 2, 647.
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protect against market abuse.”8 In 2012, the CPSS and the IOSCO issued 
the principles for financial market infrastructure. Since then there has been 
a constant monitoring of the level of implementation of the Regulation in 
each jurisdiction.9

In the aftermath of the financial crisis, the majority of jurisdictions have 
implemented or are in the process of implementing regulations to accom-
modate the clearing obligation for derivatives and the establishment of 
CCPs. According to the Financial Stability Board, which on an annual basis 
conducts an assessment of the major jurisdictions with respect to, inter 
alia, the implementation of the central clearing regulation, the majority of 
 jurisdictions has central clearing requirements in effect and in the process of 
further implementations.10

This chapter provides some preliminary information in order to under-
stand CCPs: it approaches the definition of clearing houses and their func-
tions, highlights the advantages and disadvantages of CCPs, and provides an 
overview of the European Market Infrastructure Regulation (EMIR).

14.2  Definition of Market Infrastructure 
and CCPs

Various institutions have provided a definition of market infrastructures and 
clearing houses.

IOSCO (Principles for Financial market infrastructures, April 2012) 
has defined a market infrastructure as a multilateral system among par-
ticipating institutions, including the operator of the system, used for the 
purposes of clearing, settling or recording payments, securities, derivatives 
or other financial transactions. Market infrastructures typically establish a 

8 G20 Leaders Statement (2009), The Pittsburgh Summit, 24 September 2009, point 14.
9 See CPSS-IOSCO Implementation monitoring of PFMIs – Level 1 assessment report, August 2013, 
available at http://www.bis.org/cpmi/publ/d111.pdf. See also FSB, OTC Derivatives Market Reforms 
Eighth Progress Report on Implementation, 7 November 2014, available at http://www.financialstabili-
tyboard.org/wp-content/uploads/r_141107.pdf?page_moved=1.
10 See Financial Stability Board (2016), 20 August 2016, OTC Derivatives Market Reforms Eleventh 
Progress Report on Implementation, available at http://www.fsb.org/wp-content/uploads/OTC-
Derivatives-Market-Reforms-Eleventh-Progress-Report.pdf.
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set of common rules and procedures for all participants, a technical infra-
structure and a specialized risk management framework appropriate to 
the risks they incur. Their main activities concern centralized clearing, 
settlement and recording of financial transactions among themselves or 
between each of them, and a central party to allow for greater efficiency 
and reduced costs and risks. IOSCO emphasizes that through the central-
ization of specific activities, market infrastructures also allow participants 
to manage their risk more efficiently and effectively, and in some instances 
to eliminate certain risks. Financial market infrastructures can also pro-
mote increased transparency in particular markets. Some market infra-
structures are critical to helping central banks conduct monetary policy 
and maintain financial stability.

Another characteristic associated with market infrastructures is their het-
erogeneity, since they can differ in organization, function and design.11

Consistent with the definition provided by IOSCO,12 American regulators 
in the Dodd-Frank Act Wall Street Reform and Consumer Protection Act 
of 2010 provided a definition of financial market utilities (FMUs): they are 
defined as multilateral systems that provide the infrastructure for transfer-
ring, clearing and settling payments, securities and other financial transac-
tions among financial institutions or between financial institutions and the 
system.13

The Oxford Finance Group noted that a possible definition of an infra-
structure encompasses these characteristics: “1) is, or provides, the basic 
framework that supports or underlies a system, defined quite broadly; 2) 
is essential to support commerce, economic activity and development, or 
whatever other activities are facilitated by the system it operates; 3) is, or 
operates, a network, which in the economic sphere facilitates the delivery of 
goods and services; 4) exhibits economies of scale; 5) requires large, long-
term, and sunk investments; 6) is, or operates, a natural monopoly; 7) pro-
vides beneficial public goods or services, in addition to the specific goods 
and services it delivers directly; 8) has some form of government or public 
sector involvement, defined very broadly.”14

11 CPSS-IOSCO, Principles for Financial Market Infrastructures, quoted.
12 Lubben S. (2014), Nationalize clearing houses!, June 2014, available at Seton Hall Public Law Research 
Paper No. 2458506. Available at SSRN: http://ssrn.com/abstract=2458506 or http://dx.doi.org/10.2139/
ssrn.2458506.
13 Board of Governors of the Federal Reserve (2015), Designated Financial Market Utilities, available at 
http://www.federalreserve.gov/paymentsystems/designated_fmu_about.htm.
14 Lee R. (2010), The Governance of Financial market Infrastructure, Oxford Finance Group, 2010, viii.
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More difficulties are posed by the notion of CCP. “A wide range of factors 
have led to disagreement and uncertainty in such a topic, and also to some 
confusion about which organizations should be classified as an exchange, a 
CCP, or a CSD (Central Securities Depository).”15

In this respect, IOSCO defines CCPs as “persons that interpose themselves 
between counterparties to contracts traded in one or more financial markets, 
becoming the buyer to every seller and the seller to every buyer, through a 
mechanism of novation.”16 EMIR adopts this definition.

Moreover, despite the generally accepted understanding of how clearing, 
settlement and other post-trade activities are organized, there are particular 
difficulties in classifying the processes of clearing and settlement.17

EMIR defines “clearing” as the process of establishing positions, including 
the calculation of net obligations, and ensuring that financial instruments, 
cash or both are available to secure the exposure arising from those positions.18

In responding to the Commission Communication Clearing and Settlement 
in the European Union (COM(2004)312), the European Association of 
Counterparty Clearing Houses (EACCH) has proposed a functional approach 
(i.e. focusing on the functions carried out by clearing houses in order to pro-
vide a definition) for clearing houses, as well as for each single activity of 
“clearing,” “settlement” and “custody.”19

The document emphasizes that “clearing” is performed on different levels; 
“firstly by trading parties for their clients, secondly at central counterparty 
clearing houses (CCP Clearing) and thirdly at central securities depositories 
(CSD/ICSD Clearing) or banking institutions (for internal executions) for 
public market participants.”20 It further specifies that “CCP clearing concen-
trates on trade management, position management, collateral and risk man-
agement, and delivery management” and that “it exists in two forms, either 
as a CCP, in which case the CCP becomes the counterparty of the original 
buyer and seller, or as a facilitator, in which case the original buyer and seller 
remain legal counterparties to each other.”21 With regard to the latter, “clear-
ing focuses on validating and matching the delivery instructions; the result 

15 Ibid.
16 CPSS-IOSCO, quoted, para. 1.13, 9.
17 Lee R., quoted, ix.
18 EMIR, art. 2, n.2).
19 European Association of Counterparty Clearing Houses (2004), Functional Definition of a Central 
Counterparty Clearing House (CCP), available at http://ec.europa.eu/internal_market/financial-mar-
kets/docs/clearing/2004-consultation/each-annex3_en.pdf.
20 Ibid.
21 Ibid.
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of which is forwarded to settlement.”22 “Due to these specifications, CCP 
clearing takes place prior to the clearing performed by CSDs. CSD clearing 
concentrates on validating and matching the delivery instructions; the result 
of which is forwarded to settlement.”23

A CCP may also be involved not only in the activity of clearing but also 
in the settlement. It can be effected using netting within a CCP process, as 
a facilitation service provided by central security depositories in conjunction 
with their custodian services and central banks or correspondent banks. In 
the case of internal trade, however, this process is also performed by banking 
institutions.24

In addition, EACCP underlined that “netting, risk management and col-
lateral management are often associated with CCP,” whereas “delivery versus 
payment” and “free of payment” are often associated with settlement, and 
corporate actions are generally referred to custodians.25

14.2.1  The Functions of CCPs

CCPs should serve as a source of financial stability, even in extreme market 
conditions, by virtue of their risk-reduction benefits.26 From this perspective, 
credit and liquidity risk management, together with the adequacy of financial 
resources, is crucial.

CCPs, and more generally financial market infrastructures, are designed to 
enhance safety and efficiency in the different post-trade phases, as well as to 
limit systemic risk and foster transparency and financial stability.27 As already 
mentioned, CCPs interpose themselves between counterparties to contracts 
traded in one or more financial markets, becoming the buyer to every seller 
and the seller to every buyer, through a mechanism of novation.28 More  
precisely, multilateral netting is at the basis of this mechanism. Netting con-
sists in “offsetting an amount due from a member on one transaction against 
an amount owed to that member or another, to reach a single, smaller net 

22 Ibid.
23 Ibid.
24 Ibid.
25 Ibid.
26 See CPSS-IOSCO, Principles for financial market infrastructures, April 2012, 9 and 36, available at 
http://www.bis.org/cpmi/publ/d101a.pdf. The IOSCO principles provide a set of principles on credit 
risk management, collateral, margin and liquidity risk management, and they are clearly 
interconnected.
27 Ibid., quoted, 10.
28 Ibid., quoted, para. 1.13, 9.
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exposure: when trades are centrally cleared, the original counter-parties’ con-
tracts with one another are replaced or ‘novated’ – with a pair of equal and 
opposite contracts with a CCP, so the CCP becomes the buyer to the original 
seller, and the seller to the original buyer.”29

The potential to significantly reduce risks is based on the multilateral net-
ting of trades as well as on more effective risk controls, assuming that reducing 
risks to participants implies reducing systemic risk.30

Financial market infrastructures may “face systemic risk because the inabil-
ity of one or more participants to perform as expected could cause other par-
ticipants to be unable to meet their obligations when due.”31 In the context of 
derivatives, together with the underlying trading risk, a major source of risk 
is the counterparty credit risk that can be dangerous in the context of credit 
default swaps.32 Counterparty credit risk is “the basic way in which OTC 
derivatives may cause systemic risk and it is precisely one of the causes that 
central clearing houses address: it is extremely different to hedge and is inher-
ent in every derivatives transaction.”33

Liquidity risk may be connected to systemic risk. It is defined as “financial 
market infrastructures and their participants may face liquidity risk, which 
is “the risk that a counterparty, whether a participant or other entity, will 
have insufficient funds to meet its financial obligations as and when expected, 
although it may be able to do so in the future.”34 Financial market infrastruc-
ture as well as their participants may be exposed to liquidity risk and increase 
systemic risk: “liquidity problems have the potential to create systemic prob-
lems, particularly if they occur when markets are closed or illiquid or when 
asset prices are changing rapidly, or if they create concerns about solvency.”35

29 Rehlon A. & Nixon D. (2013), Central counterparties: what are they, why do they matter and how 
does the Bank supervise them?, Bank of England Quarterly Bulletin 2013 Q2, available at http://www.
bankofengland.co.uk/publications/Documents/quarterlybulletin/2013/qb1302ccpsbs.pdf.
30 CPSS-IOSCO, quoted, 9.
31 CPSS-IOSCO, quoted, para. 2.2.
32 Griffith S.J. (2012), Governing Systemic Risk: Towards a Governance Structure for Derivatives 
Clearinghouses, Emory Law Journal, Vol. 61, No. 5, 2012; Fordham Law Legal Studies Research Paper 
No. 2157693. Available at SSRN: http://ssrn.com/abstract=2157693.
33 Griffith S.J., quoted, 1163. On the causes of systemic risk through derivatives see also Whitehead C.K. 
(2010), Destructive Coordination, Cornell Law Review, Vol. 96, No. 2, p.  323, 2011; Cornell Legal 
Studies Research Paper No. 010-012. Available at SSRN: http://ssrn.com/abstract=1656075 and the 
Volcker Rule and Evolving Financial Markets (June 1, 2011). Harvard Business Law Review, Vol. 1, 2011; 
Cornell Legal Studies Research Paper No. 11-19. Available at SSRN: http://ssrn.com/abstract=1856633. 
See also Duffie D. & Lubke T. (2010) Policy Perspectives on OTC Derivatives Market Infrastructure Li, 
Policy Perspectives on OTC Derivatives Market Infrastructure (March 2010). FRB of New York Staff 
Report No. 424. Available at SSRN: http://ssrn.com/abstract=1534729.
34 CPSS-IOSCO, quoted, para. 2.6.
35 Ibid.
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Together with netting, risk management and collateral management are 
typical operations and functions of CCPs.36

The so-called default-waterfall mechanism is determinant in this sense. Its 
purpose consists in managing credit risk, more specifically replacement cost 
risk.37 A default-waterfall mechanism consists of a series of rules, arrange-
ments and resources to ensure that CCPs can respond in an orderly and effi-
cient way to a member defaulting.38 This is sometimes achieved through an 
“auction” of the defaulter’s positions among surviving members. In terms 
of resources to cover its obligations, CCPs typically have access to financial 
resources provided by the defaulting party, the CCP itself and the other, non- 
defaulting members of the CCP.39 The order in which these are drawn down 
helps to create appropriate incentives for all parties (members and CCPs) to 
manage the risks they take on.40

Collateral plays a primary role in the context of the risk-waterfall mecha-
nism: together with regulatory capital, they are “a primary method of reserv-
ing against losses arising in the event of a counterparty default.”41 Collateral 
is crucial from the perspective of credit and liquidity risk management opera-
tions. IOSCO recommends that a financial market infrastructure “should 
accept collateral with low credit, liquidity, and market risk,”42 because of the 
importance of its confidence in “the collateral’s value in the event of liquida-
tion and of its capacity to use that collateral quickly, especially in stressed 
market conditions.”43

Collateral plays a dual role in relation to credit risk and liquidity risk. 
With respect to the former, in the context of risk waterfall,44 collateral pro-
vided by the defaulting member is the first line of defence.45 At the same 

36 EACCP, Functional Definition of a Central Counterparty Clearing House (CCP).
37 Wendt F. (2015), Central Counterparties: Addressing their Too Important to Fail Nature, 2015, 8, 
available at https://www.imf.org/external/pubs/ft/wp/2015/wp1521.pdf. The author notes that other 
tools exist to manage liquidity risk, such as accepting only high quality liquid collateral, monitoring pay-
ment flows, stress testing liquidity needs and maintaining committed credit lines with commercial banks 
and/or a routine intraday credit line with the central bank if available. A CCP can in no way count on 
emergency liquidity assistance of a central bank to manage its liquidity risk.
38 Ibid.
39 Ibid.
40 Ibid.
41 Chander A. & Costa R., quoted. About regulatory capital the authors underline that it is unimpaired 
equity that must be held on the balance sheet of regulated entities, such as banks and broker dealers.
42 CPSS-IOSCO, quoted, Principle 5: Collateral.
43 Ibid., quoted, para. 3.5.2.
44 A risk waterfall is a tiered loss absorption mechanism consisting of layers of protection that a CCP 
accesses to satisfy the losses following the default of a clearing member: see Wendt F., quoted, 8, available 
at https://www.imf.org/external/pubs/ft/wp/2015/wp1521.pdf.
45 Rehlon A. & Nixon D., quoted.
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time, collateral plays a crucial role with respect to liquidity risk.46 CCPs 
require an initial and a variation margin. The initial margin serves to “cover 
potential future exposures in the interval between the last margin collection 
and the close out of positions following a participant default.”47 Variation 
margin (or “mark-to- market margin”) “reflects the rapid changes in prices, 
positions, or both, that may have the effect to rapidly increase the exposures 
to clearing members.”48

Together with collateral, in a risk waterfall-mechanism there are different 
layers: the default fund of the defaulting clearing member, the CCP’s capital 
or “skin in the game” (pre-defined contribution to the loss allocation waterfall, 
a part of its own capital), the default fund contributions of surviving clearing 
members, the assessment calls to be made by the CCP (requesting replenish-
ment of funds by surviving clearing members and/or other loss-sharing calls) 
and finally the remaining capital of the CCP, which will cease its operations 
when the capital is exhausted.49

14.3  Pros and Cons of CCPs

14.3.1  Benefits of Clearing Houses

Many advantages of CCPs are connected to stronger risk-management prac-
tices as well as enhanced transparency, which has many consequences.

From a general risk-management perspective, “the reduction (through net-
ting and collateralisation), the mutualisation and the orderly distribution of 
losses are the key differences comparing trades that are centrally cleared with 
non-cleared transactions.”50

CCPs may provide a multilateral netting of exposure: this means in 
concrete terms that, differently from a bilateral netting, “a given level of 
risk protection can be achieved with a smaller amount of collateral, or vice 
versa, and a given amount of collateral can achieve a higher level of risk 

46 Other instruments are represented by monitoring payment flows, stress testing liquidity needs and 
maintaining committed credit lines with commercial banks and/or a routine intraday credit line with the 
central bank if available. See F. Wendt, quoted, 8.
47 CPSS-IOSCO, quoted, para. 3.6.6.
48 Ibid., quoted, para. 3.6.11. See also Chander A. & Costa R., quoted, 647.
49 See Wendt F., quoted, 8–9.
50 Rehlon A. & Dan Nixon D., quoted.
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protection.”51 Moreover, compared to CCPs margin and risk management 
methods, bilateral schemes either rely “on standardised margining meth-
ods that are not very risk-sensitive or on bank-internal margining models 
whose standards may not be as high as the ones that CCPs are required 
to meet.”52

From a transparency perspective, CCPs may have an impact in reduc-
ing information asymmetries, in the context of a market characterized by 
heterogeneous participants. This depends on two reasons that are inter-
connected. First, trading with a single counterparty facilitates the due 
diligence process and risk management practices that counterparties have 
to face.53 Second, CCPs can make pricing and volume data public54: this is 
connected to the standardization of products, because by using standard-
ized financial products CCPs are in a position to report trades regularly.55 
Standardization has the further advantage of facilitating price comparison 
even for occasional traders, “inducing regulars to sharpen their pricing, 
narrowing the spread between what they pay and what they charge for the 
same deal. Because a clearinghouse with public pricing gives outsiders the 
same information as the regular traders, spreads narrow. Trading becomes 
less expensive.”56

Finally, transparency is connected to the regulatory advantages of central-
ization: “when trading is dispersed, regulators cannot readily see the system’s 
aggregate risk-taking”, whereas “with centralized clearing they can examine 
the clearinghouse’s books,” and this may support the action of policymakers.57

51 Cœuré B. (2014), Risks in CCPs, Speech at the policy panel during the conference “Mapping and 
Monitoring the Financial System: Liquidity, Funding, and Plumbing” organized by Office of Financial 
Research and Financial Stability Oversight Council, Washington DC, 23 January 2014, available at https://
www.ecb.europa.eu/press/key/date/2014/html/sp140123_1.en.html. In the bilateral context, netting 
reduces the aggregate amount owing between two counterparties under a master agreement to the sum of 
amounts owing under the individual transactions entered into under that master agreement; in the cleared 
context, netting reduces the aggregate amounts owed by the customer to the clearing member and reduces 
the aggregate amount owed by a clearing member on behalf of its customers (and separately, in its proprie-
tary capacity) to the clearing house. See Beylin I. (2015), A Reassessment of the Clearing Mandate: How the 
Clearing Mandate Affects Swap Trading Behavior and the Consequences for Systemic Risk (May 18, 2015). 
Available at SSRN: http://ssrn.com/abstract=2612755 or http://dx.doi.org/10.2139/ssrn.2612755. On 
multilateral vs bilateral netting, see also Cont R. & Kokholm T., (2012) Central Clearing of OTC 
Derivatives: bilateral vs multilateral netting, available at: http://ssrn.com/abstract=2233665.
52 Ibid.
53 Cœuré B., quoted.
54 Roe M. (2013), Clearing House Overconfidence, California Law Review, 2013, 13 and Cœuré B., 
quoted.
55 Ibid.
56 Ibid.
57 Ibid.
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14.3.2  Negative Effects

CCPs may have some negative effects given different perspectives.
First, risk concentration is a major issue. “Risk concentration within CCPs 

will grow, both nationally and internationally. CCPs are increasingly turn-
ing into institutions of unprecedented systemic importance.”58 Therefore, it 
is important that CCPs view themselves and are viewed as systemic risk man-
agers59: “as a higher proportion of trading is cleared across CCPs, more and 
more credit, liquidity and operational risks will be concentrated in these insti-
tutions, which will themselves become potential sources of systemic risk.”60 
This risk concentration is also favoured by the fact that “CCPs have strong 
natural monopoly characteristics,”61 and “this tendency towards the domi-
nance of clearing by a small number of large CCPs will contribute to make 
these entities highly systemically important.”62 At global level, “a growing 
number of banks will participate in key CCPs” and therefore “it is essential 
that financial institutions participating in and relying on CCPs should be in 
the condition to conduct effective due diligence to understand the risks they 
face as members and take appropriate steps to mitigate those risks.”63

This concentration of risks should lead to the consideration that the failure 
of CCPs may be seriously disruptive (potentially catastrophic).64 For this rea-
son, it is important to put in place sound risk management, supported by an 
effective recovery and resolution regime for CCPs.65 Considering mutualiza-
tion from the perspective of an event of defaults, “losses and liquidity short-
falls in the event of a member default may spread to other participants and 
crisis propagation may be further driven by interdependencies of changing 
complexity, favoured for example by interoperability arrangements.”66 Mark 

58 ICMA, quoted.
59 Hermans L., McGoldrick P. and Schmiedel H. (2013), Central Counterparties and systemic risk, 
European Systemic Risk Board, Macro – Prudential Commentaries, Issue N. 9, November 2013, 8.
60 ICMA, quoted.
61 Pirrong C. (2011), The Economics of Central Clearing, Theory and Practice, ISDA Discussion Papers 
Series, Number One – May 2011., 15.
62 Ibid.
63 Cœuré B., quoted.
64 Ibid.
65 Ibid., quoted. The author emphasizes the role of the globalization process that has triggered a trend 
towards global clearing that in itself may lead to further unintended consequences and may create new 
risks. The trend towards increasingly large global CCPs is similar in nature to that of horizontal integra-
tion which the CPSS looked at in greater detail in a report of 2010, concluding that larger global CCPs 
may have certain advantages, but may also lead to systemic risks, reduced benefits of central clearing, and 
regulatory frictions.
66 Ibid.
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Roe emphasizes the fact that “clearing houses transfer but do not eliminate 
risks, especially in critical financial crisis,” since they rather push that risk 
elsewhere.67

Concentration also has some negative consequences with respect to client 
clearing services, which seem to be dominated by a few large global interme-
diaries. Two factors may have an impact on the concentration among a few 
banks as clearing service providers. First, “higher compliance burdens may 
play a role, where only the very largest of firms are capable of taking on cross-
border activity.”68 Second, considered that clearing service providers are credit 
institutions, capital requirements, in particular leverage ratio, introduced with 
Basel III, have direct implications on their activities. Major financial insti-
tutions access clearing houses directly, whereas other categories of investors 
(including asset managers and hedge funds) tend to go through a bank-owned 
clearing member. An increasing number of financial institutions abandoned 
this business because it has become less profitable since an  increasing level 
of capital, operating and investment costs for banks have reduced potential 
profit margins. 69

There are also concerns about client access to this limited number of firms 
offering client clearing services, since CCPs may not be suitable for all types 
of market users, in particular for smaller firms in connection with the costs 
of netting.70

Adopting a general perspective in terms of risk reduction, for netting to be 
efficient it requires “standardisation of financial instruments. Less customisa-
tion means that residual risks have to be managed in the uncleared market or 
left with the end-user.”71 Moreover, the real benefits of netting may be lim-

67 Roe M., quoted.
68 Cœuré B., quoted.
69 Rennison J. (2015), CFTC head calls for leverage ratio fix, Financial Times, 29 September 2015, avail-
able at http://www.ft.com/intl/cms/s/0/f62c38ec-66c9-11e5-a57f-21b88f7d973f.html#axzz3rHlwpaCu. 
At the moment, according to a report of the CFTC, the five largest banks in the US account for more 
than 70 % of the market by the amount of customer collateral required. For this reason, the CFTC has 
reiterated calls for a softening of bank capital requirements (in particular the leverage ratio, introduced 
with Basel III) blamed for a decline in the number of clearing firms.
70 ICMA, quoted: “Netting is only cost-effective for institutions with two-way flows of business, i.e. 
intermediaries rather than end-investors. Many end-users are unused to margining and may be deterred 
from trading by the cost and effort of margining.” In addition Cœuré B., quoted, also notes that “there is 
some evidence of clearing firms ‘cherry picking’ clients, while other end-users are commercially unat-
tractive customers and hence unable to access centrally cleared markets.”
71 Ibid., since “uncleared business will be subject to higher regulatory capital requirements (with the pur-
pose to encourage migration, where possible, to CCPs), the latter outcome may be common. To this 
extent, financial markets will be constrained from their essential task of managing financial risks and 
allowing non-bank financial and non-financial institutions to focus on their core business.”
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ited for two other reasons: first, “most financial assets (including most credit 
instruments) are not eligible for clearing across CCPs;”72 second, “CCPs tend 
to be specialise in particular products or asset classes. Use of CCPs therefore 
reduces the scope for netting across products, a practice that institutions cur-
rently put in place on a bilateral basis.”73

From a risk management perspective, “greater use of CCPs means greater 
collective reliance on a limited range of risk management methodologies, 
whose effect may consist in synchronised reactions to any news and gener-
ate,” consistently with the risks of connected to financial coordination,74 “pro- 
cyclical shocks to the financial system.”75 Moreover, “although CCPs apply 
more rigorous risk management practices than many market users, their 
methodologies may not be transparent, because they are often proprietary 
and for this reason opaque,”76 and even clearing members, who clearly have a 
critical dependence on such methodologies, may struggle to obtain informa-
tion in this regard.77

Considering margins more specifically, they may have an impact in terms 
of extra costs for clearing members and consequently will raise the cost of 
funding to all market-users.78

With respect to market liquidity, “banks will have to apply credit limits 
to CCPs, taking account of the fact that, if they are clearing members, they 
will also have contingent obligations to help bail out the CCP should a 
default by another member or several other members exhaust the CCP’s 
margins and default fund. These limits may constrain market liquidity.”79

From the same perspective of market liquidity, another issue may be related 
to collateral transformation, the technique of “transforming” assets which are 
not accepted as collateral by CCPs into assets which are. A very simple form 
of this transaction may involve the counterparty to the derivatives trade bor-
rowing eligible, liquid assets from an intermediary and posting its ineligible, 
illiquid assets as collateral to that intermediary. This means that the intermedi-
ary lends a liquid asset and holds an illiquid asset as collateral, resulting in the 

72 Ibid.
73 Ibid.
74 See generally Whitehead C., quoted.
75 ICMA, quoted.
76 Ibid.
77 Ibid.
78 Ibid.: “the initial margins or haircuts imposed by CCPs are very high compared to current market 
practice, and the remuneration of cash margin paid to members is low.”
79 Ibid.
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intermediary holding the liquidity risk of the transaction. This poses potential 
problems for the regulatory objectives of CCPs. The CCPs’ effectiveness in 
managing liquidity risk, and thereby reducing systemic risk, is reduced, as the 
liquidity risk is shifted to the intermediary rather than managed. Further, the 
intermediaries are often key players in global finance. Collateral transforma-
tion potentially increases the overall risk exposure by these intermediaries, 
raising counterparty default risk, the very risk CCPs were supposed to reduce.

Competition (from the perspective of collaterals) among CCPs may be 
another source of risk: liquid and high-quality collateral is crucial for CCPs, 
but an easy way to compete may consist in accepting more illiquid and low- 
quality assets as collateral.80

Another major risk is related to distorted incentives in the presence of 
information imperfections: “risk sharing mechanisms are frequently subject 
to moral hazard and CCPs, like virtually all mutual protection arrangements, 
are vulnerable to moral hazard and adverse selection problems that impose 
real costs.”81

14.4  An Overview of EMIR

14.4.1  General Elements

In line with the recommendations provided by the international mandate of 
the G20 in 2009, the High-Level Group chaired by Jacques de Larosière con-
cluded that the supervisory framework of the financial sector of the European 
Union (EU) needed to be strengthened to reduce the risk and severity of 
future financial crises and recommended far reaching reforms to the structure 
of supervision of that sector.82

80 Thomas Murray Data Services (2014), The risks in CCPs and central clearing, 19 September 2014, 
available at http://ds.thomasmurray.com/opinion/risks-ccps-and-central-clearing. “It is one of those very 
strange questions […] Some people would say that there are too many CCPs and that, even though it 
sounds counterintuitive, you would be better off with one CCP where you can net everything. For the 
dealers, there is a netting piece and there is a governance piece. As there are a lot of CCPs, these challenges 
add up. Theoretically, the ideal would be to have one or two CCPs globally and that would be it. That, of 
course, is never going to be the case. Some people view that as a failing of the CCP model.”
81 Pirrong C., quoted: “this vulnerability depends on who participates in the protection (clearing) arrange-
ment, and the kinds of products protected (cleared). Thus CCP membership requirements, the products 
that should be cleared, and the power of decision over membership and the clearing slate, should depend 
on moral hazard and adverse selection considerations. If this is not done, CCPs are more vulnerable to 
systemically damaging failure.”
82 EMIR, Recital 1.
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In Europe and in the United States the financial industry was opposed 
to the adoption of a regulation providing detailed rules for clearing. 
Therefore the European regulators have clearly affirmed the disutility of 
incentives to promote the use of CCPs, because they have not proven to 
be sufficient to ensure that standardized OTC derivative contracts are in 
fact cleared centrally.83 This is a strong argument against the possibility to 
adopt effective self- regulatory practices in this context. For this reason, 
the European regulators have considered CCP clearing requirements for 
those OTC derivative contracts that can be cleared centrally as necessary,84 
exactly as the IOSCO had concluded.85 Moreover, from the European 
perspective, the fact that Member States could adopt “divergent national 
measures was perceived as an actual risk, therefore an obstacle to the smooth 
functioning of the internal market and detrimental for market participants 
and financial stability”.86 A uniform application of the clearing obligation 
in the Union has been considered as necessary in order “to ensure a high 
level of investor protection and to create a level playing field between market 
participants”.87

As EMIR emphasizes, in the context of the EU, the role of the European 
Commission consists in a monitoring function, “to ensure that those commit-
ments are implemented in a similar way by the Union’s international partners: 
the adoption of decisions on equivalence of the legal, supervisory and enforcement 
framework in thirds countries is explicitly mentioned”.88 The first equivalence 
decisions for CCP regulatory regimes have been signed with Australia, Hong 
Kong, Japan and Singapore on October 2014. The European Securities and 
Markets Authority (ESMA) played a key role in this regard, after that the 
European Commission requested its technical advice. The technical advice 
provided by ESMA is conducted by adopting a holistic perspective and by 
conducting “a line-by-line analysis that takes into account the differences and 
similarities between the different regulatory frameworks”.89

EMIR came into force on 16 August 2012 and introduced requirements 
aimed at improving the transparency of OTC derivatives markets and to 
reduce the risks associated with those markets. In order to achieve this, EMIR 

83 EMIR, Recital, 13.
84 Emir, Recital 13.
85 CPSS-IOSCO, Principles For Financial Market Infrastructures, quoted.
86 EMIR, Recital 13.
87 EMIR, Recital 14.
88 EMIR, Recital 6.
89 See Artamonov A. (2015), Cross-border application of OTC derivatives rules: revisiting the substituted 
compliance Approach, Journal of Financial Regulation, 2015, 13.
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requires first that OTC derivatives which fulfil certain requirements are subject 
to the clearing obligation and second that risk mitigation techniques apply for 
all OTC derivatives that are not centrally cleared. In addition, all derivative 
transactions need to be reported to trade repositories (TRs). Finally, EMIR 
establishes organizational conduct of business and prudential standards for 
both TRs and CCPs.

The next paragraphs of this section will specifically focus on the regulation 
of CCPs provided by EMIR.

14.5  The Provisions of EMIR for CCPs

EMIR introduces uniform authorization regime and requirements for CCPs 
and, given the relevance of the risks, connected to a potential CCP’s fail-
ure, the process of authorization as well as the supervisory phase are national 
prerogatives.90 At the same time the Regulation empowers ESMA to 
develop technical standards in the view of ensuring an uniform and objective 
 application of these standards across the E.U.91 From this perspective the provi-
sion of specific requirements (organizational, conduct of business and prudential 
requirements)92is crucial.

The authorization regime is based on the 2012 CPSS-IOSCO Principles 
for Financial Market Infrastructure, but is significantly more detailed than 
the Principles, and engages with EU-specific risks, including issues related to 
cross-border supervision.93 A legal person established in the EU that intends to 
provide clearing services as a CCP shall apply for authorization to the compe-
tent authority of the member state where it is established (the CCP’s compe-
tent authority), in accordance with the procedure set out by the Regulation.94 
A CCP shall fulfil the capital requirements: in particular it shall have a per-
manent and available initial capital of at least €7.5 million to be authorized.95 
In general, a CCP’s capital shall be proportionate to the risk stemming from 
the activities of the CCP. It shall at all times be sufficient to ensure an orderly 
wind-down or restructuring of the activities over an appropriate time span 

90 Moloney N. (2014), EU Securities and Financial Markets Regulation (Oxford University Press 2014, 
III Edition), 604.
91 Awrey D., quoted.
92 Ibid.
93 Moloney N., quoted, 604.
94 EMIR, article 14, para. 1.
95 EMIR, article 16, para. 1.
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and an adequate protection of the CCP against credit, counterparty, market, 
operation, legal and business risks which are not already covered by specific 
financial resources.96

According to the Regulation, each member state shall designate the com-
petent authority responsible for carrying out the duties descending from the 
Regulation for the authorization and supervision of CCPs established in its 
territory.97

A key element in the authorization process designed by EMIR is the 
College, which can exercise material and unusually intrusive powers with 
respect to CCP authorization.98 Each clearing house shall have a college. 
It consists of different members, chosen from the different authorities that 
supervise the clearing houses. In detail, members of the college are: ESMA; 
the CCP’s competent authority; the competent authorities responsible for 
the supervision of the clearing members of the CCP that are established 
in the three member states with the largest contributions to the default 
fund of the CCP on an aggregate basis over a one-year period; the com-
petent authorities responsible for the supervision of trading venues served 
by the CCP; the  competent authorities responsible for the supervision of 
trading venues served by the CCP; the competent authorities supervising 
CCPs with which interoperability arrangements have been established; the 
competent authorities supervising CSDs to which the CCP is linked; the 
relevant members of the ESCB responsible for the oversight of the CCP, 
and the relevant members of the ESCB responsible for the oversight of the 
CCPs with which interoperability arrangements have been established; the 
central banks of issue of the most relevant EU currencies of the financial 
instruments cleared.99

The college has specific duties. These include the preparation of an opinion, 
exchange of information, agreement on the voluntary entrustment of tasks 
among its members, coordination of supervisory examination programmes 
based on a risk assessment of the CCP, and the determination of procedures 
and contingency plans to address emergencies.100 The national authorities 
may grant authorization only when they are fully satisfied that the CCP 
complies with all the requirements laid down under EMIR and where the 
CCP college has not exercised its veto. In making its decision the national 

96 EMIR, article 16, para. 2.
97 EMIR, article 22, para 1.
98 Moloney N., quoted, 606.
99 EMIR, article 18.
100 EMIR, article 18, para. 4.
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competent authorities must consider the risk assessment required of the col-
lege in relation to the CCP.  A CCP may not be authorized where all the 
members of the college reach an unanimous joint opinion that the CCP shall 
not be authorized.101

A CCP established in a third country may provide clearing services to clear-
ing members or trading venues established in the EU only where that CCP is 
recognized by ESMA.102

14.5.1  Corporate Governance of CCPs

Adopting the same regulatory approach that has been chosen for other con-
texts (e.g. the AIFM Directive), EMIR provides requirements for the corpo-
rate governance of CCPs. In such a context the corporate governance has a 
systemic relevance: CCPs should be organized so as to align the control of 
risks with those who bear the consequences of risk management decisions. 
Failure to align rights with risk-bearing will tend to decrease the effectiveness 
of CCPs in reducing systemic risk.103

In general terms a CCP shall have robust governance arrangements, 
which concretely means a clear organizational structure with well-defined, 
transparent and consistent lines of responsibility, effective processes to 
identify, manage, monitor and report the risks to which it is or might 
be exposed, and adequate internal control mechanisms, including sound 
administrative and accounting procedures.104 Moreover, the organiza-
tional structure has to ensure continuity, an orderly functioning in the 
performance of its services and activities,105 a clear separation between 
the reporting lines for risk management and those for other operations of 
the CCP,106 a remuneration policy which promotes sound effective risks 

101 See Moloney N., quoted, 606.
102 EMIR, article 25, para. 1. In relation to this topic, it is necessary to refer to the Eurosystem Oversight 
Policy Framework of the ECB and the recent challenge by the General Court of Justice. The Eurosystem 
Oversight Policy Framework required central counterparties to be located in the Eurozone. This require-
ment has been recently challenged by the General Court of the European Union, with the decision of 4 
March 2015, Judgment in Case T-496/11 United Kingdom v European Central Bank. It has been 
affirmed that the ECB does not have the competence necessary to impose such a requirement on central 
counterparties involved in the clearing of securities. See, General Court of the European Union, Press 
Release No 29/15, Luxembourg, 4 March 2015.
103 Pirrong C., quoted, 3.
104 EMIR, article 26, para. 1.
105 EMIR, article 26, para. 3.
106 EMIR, article 26, para. 4.
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management,107 adequate information technology systems,108 information 
about governance arrangements, rules governing the CCP and admission 
criteria for clearing membership publicly and freely available,109 and inde-
pendent audits.110

The senior management of a CCP shall have a sufficiently good reputation 
and sufficient experience so as to ensure the sound and prudent management 
of the CCP.111

The existence of a board is compulsory, and at least one-third of the mem-
bers of the board shall be independent.112

The risk committee shall be composed of representatives of its clear-
ing members, independent members of the board and representatives of its 
clients.113 It must be independent and the CCP shall clearly determine the 
 mandate and the governance arrangements to ensure its independence.114 Its 
role consists in advising the board of any arrangements that may impact the 
risk management of the CCP (e.g. significant change in its risk model, default 
procedures).115 A CCP may decide not to follow the advice of the risk com-
mittee but shall promptly inform the competent authority of any decisions 
of this kind.116

A key element for a CCP, in order to obtain authorization by the compe-
tent authority, is the identity of the shareholders or members (direct or indi-
rect, natural or legal persons) that have qualifying holdings, and the amounts 
of those holdings.117 EMIR provides a consistent flow of information to be 
provided to the competent authorities.118

107 EMIR, article 26, para. 5. This reflects the crisis-era concern across EU securities and markets regula-
tion to break the link between remuneration and incentives for excessive risk-taking. See Moloney N., 
quoted, 607: “many CCPs strongly criticized ESMA’s approach (which did not, however, change) as 
being disproportionate, more restrictive than requirements applying in other regulated sectors, and 
potentially compromising CCPs’ ability to recruit high-calibre employees, ESMA responded that CCPs 
were systemically important institutions and merited special treatment, which could be more prescriptive 
than for other regulated entities and that remuneration could generate severe conflicts of interest.”
108 EMIR, article 26, para. 6.
109 EMIR, article 26, para. 7.
110 EMIR, article 26, para. 8.
111 EMIR, article 27, para. 1.
112 EMIR, article 27, para. 2.
113 EMIR, article 28, para. 1.
114 EMIR, article 28, para. 2.
115 EMIR, article 28, para. 3.
116 EMIR, article 28, para. 4.
117 EMIR, article 30, para 1.
118 See EMIR, articles 31 and 32.
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Conflicts of interest are strongly emphasized by EMIR (as has been the case 
in the context of the AIFM Directive). A CCP shall maintain and operate 
effective written organizational and administrative arrangements to identify 
and manage any potential conflicts of interest between itself, including its 
managers, employees or any person with direct or indirect control or close 
links, and its clearing members or their clients known to the CCP.119 In the 
same way, a CCP shall establish, implement and maintain adequate business 
continuity policy and disaster recovery plan aiming at ensuring the preserva-
tion of its functions, the timely recovery of operations and the fulfilment of 
the CCP’s obligations.120

With reference to the conduct of business, together with the duty to act 
fairly and professionally in accordance with the best interests of such clearing 
members and clients (Article 36 para. 1), a CCP shall establish participation 
requirements,121 and publicly disclose the prices and fees associated with the 
services provided.122

In relation to the participation requirements, a CCP shall establish, 
where relevant per type of product cleared, the categories of admissible 
clearing members and the admission criteria, upon the advice of the risk 
committee.123 These criteria shall have some key characteristics, in view of 
preserving and  protecting the totality of the clearing members: they shall be 
non- discriminatory, transparent and objective so as to ensure fair and open 
access to the CCP and shall ensure that clearing members have sufficient 
financial resources and operational capacity to meet the obligations arising 
from participation in a CCP.124 It is important to note that restricted access 
shall be permitted only to the extent that the objective is to control the risk 
for the CCP.125 Moreover, a CCP may only deny access to clearing members 
who meet the criteria provided by the CCP where duly justified in writing 
and based on a comprehensive risk analysis.126

Clearing members who clear transactions on behalf of their clients shall 
have the necessary additional financial resources and operational capacity to 
perform this activity.

119 EMIR, article 33, para. 1.
120 EMIR, article 34, para 1.
121 EMIR, article 37.
122 EMIR, article 38.
123 EMIR, article 37, para. 1.
124 Ibid.
125 Ibid.
126 EMIR, article 37, para. 5.
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A CCP may impose specific additional obligations on clearing members, 
such as the participation in auctions of a defaulting clearing member’s posi-
tion. Such additional obligations shall be proportional to the risk brought by 
the clearing member and shall not restrict partition to certain categories of 
clearing members.127

An important element is transparency: the CCP and its clearing members 
shall publicly disclose the prices and fees associated with the services provid-
ed.128 These shall be provided separately (also disclosing discounts and rebates 
and the conditions to benefit from those reductions). A CCP shall allow its 
clearing members, and where relevant, its clients separate access to the specific 
services provided.129

EMIR provides different regimes of disclosure, in relation to the specific 
type of information to be provided. The CCP shall disclose:

 – to clearing members and clients the risks associated with the services 
provided;130

 – to its clearing members and to its competent authority the price informa-
tion used to calculate its end of day exposure to its clearing members131;

 – publicly, the operational volumes of the cleared transactions for each class 
of instruments cleared by the CCP on an aggregated basis,132 together with 
the operational and technical requirements relating to the communication 
protocols covering the content and message formats it uses to interact with 
third parties, including the operational and technical requirements,133 and 
any breaches by clearing members of the criteria to be admitted as clearing 
members.134

Concerning segregation, EMIR requires, first of all, that a CCP keeps sepa-
rate records and accounts that shall enable it, at any time and without delay, 
to distinguish in accounts with the CCP the assets and positions held for the 
account of one clearing member from the assets and positions held for the 
account of any other clearing member and from its own assets.135

127 EMIR, article 37, para. 6.
128 EMIR, article 38, para. 1.
129 Ibid.
130 EMIR, article 38, para. 2.
131 EMIR, article 38, para. 3.
132 Ibid.
133 EMIR, article 38, para. 4.
134 Such disclosure will not take place where the competent authority, after consulting ESMA, considers 
that such disclosure would constitute a threat to financial stability or to market confidence or would seri-
ously jeopardize the financial markets or cause disproportionate damage to the parties involved.
135 EMIR, article 39, para. 1.
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A CCP shall offer an omnibus client segregation and individual client seg-
regation: in the first case the CCP will keep separate records and accounts 
enabling each clearing member to distinguish in accounts with the CCP the 
assets and positions of that clearing member from those held for the accounts 
of its clients136; in the second case the CCP will keep separate records and 
accounts enabling each clearing member to distinguish in accounts with the 
CCP the assets and positions held for the account of a client from those held 
for the account of other clients.137 At the same time all clearing members have 
to keep separate records and accounts that enable them to distinguish both in 
accounts held with the CCP and in their own accounts their assets and posi-
tions from the assets and positions held for the account of their clients at the 
CCP.138 Moreover they have to offer their clients, at least, the choice between 
omnibus and individual client segregation and inform them of the costs and 
level of protection.139

CCPs and clearing members shall publicly disclose the levels of protection 
and the costs associated with the different levels of segregation that they pro-
vide, and shall offer those services on reasonable commercial terms.140

14.6  Prudential Requirements for CCPs

EMIR provides prudential requirements for CCPs. They are constituted by 
specific provisions on margin requirements, the creation of a default fund and 
the management of other financial resources, as well as liquidity risk controls, 
collateral requirements, specific rules on the investment policy and default 
procedures.

EMIR reflects the typical waterfall mechanism. First of all it provides a 
general duty for CCPs, since they shall measure and assess its liquidity and 
credit exposures to each clearing member and, where relevant, to another 
CCP with which it has concluded an interoperability arrangement, on a near 
to real-time basis. For this reason a CCP shall have access in a timely manner 
and on a non-discriminatory basis to the relevant pricing sources to effectively 
measure its exposures.141

136 EMIR, article 39, para. 2.
137 EMIR, article 39, para. 3.
138 EMIR, article 39, para. 4.
139 EMIR, article 39, para. 5.
140 EMIR, article 39, para. 6.
141 EMIR, article 40, para. 1.
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Moreover a CCP shall impose, call and collect margins to limit its credit 
exposures form its clearing members and, where relevant, from CCPs with 
which it has interoperability arrangements.142

Such margins shall have some characteristics. They shall:

 – be sufficient to cover potential exposures that the CCP estimates will occur 
until the liquidation of the relevant positions;

 – be sufficient to cover losses that result from at least 99 % of the exposures 
movements over an appropriate time horizon;

 – ensure that a CCP fully collateralizes its exposures with all its clearing 
members and, where relevant, with CCPs with which it has interoperabil-
ity arrangements, at least on a daily basis.143

In this regard a CCP has some specific obligations. It shall:

 – regularly monitor and, if necessary, revise the level of its margins to reflect 
current market conditions taking into account any potentially procyclical 
effects of such revisions144;

 – adopt models and parameters in setting its margin requirements that cap-
ture the risk characteristics of the products cleared and take into account 
the interval between margin collections, market liquidity and the possibil-
ity of changes over the duration of the transaction145;

 – call and collect margins on an intraday basis at least when predefined 
thresholds are exceeded146;

 – call and collect margins that are adequate to cover the risk stemming from 
the positions registered in each account.147

In order to limit its credit exposures to its clearing members further, a CCP 
shall maintain a pre-funded default fund to cover losses that exceed the losses 
to be covered by margin requirements, arising from the default, including the 
opening of an insolvency procedure, of one or more clearing members.148

The CCP shall establish a minimum amount below which the size of the 
default fund is not to fall under any circumstances.149

142 EMIR, article 40, para. 2.
143 EMIR, article 41, para 1.
144 Ibid.
145 EMIR, article 41, para. 2.
146 EMIR, article 41, para. 3.
147 EMIR, article 41, para. 4.
148 EMIR, article 42, para. 1.
149 Ibid.
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A CCP shall establish the minimum size of contributions to the default 
fund and the criteria to calculate the contributions of the single clearing 
members. The contributions shall be proportional to the exposures of each 
clearing member.150

The default fund shall at least enable the CCP to withstand, under extreme 
but plausible market conditions, the default of the clearing member to which 
it has the largest exposures or of the second and third largest clearing members 
if the sum of their exposures is larger.151

A CCP shall maintain sufficient pre-funded available financial resources to 
cover potential losses that exceed the losses to be covered by margin require-
ments and the default fund.152

At the same time a CCP shall at all times have access to adequate liquidity 
to perform its services and activities. To that end, it shall obtain the necessary 
credit lines or similar arrangements to cover its liquidity needs in case the 
financial resources at its disposal are not immediately available. A clearing 
member, parent undertaking or subsidiary of that clearing member together 
shall not provide more than 25 % of the credit lines needed by the CCP.153 
The potential liquidity needs shall be measured by the CCP on a daily basis.154

A CCP shall use the margins posted by a defaulting clearing member before 
other financial resources in covering losses.155 Where the margins posted by 
the defaulting clearing member are not sufficient to cover the losses incurred 
by the CCP, the CCP shall use the default fund contribution of the defaulting 
member to cover those losses.156

A CCP shall use contributions to the default fund of the non-defaulting 
clearing member and any other financial resources only after having exhausted 
the contributions of the defaulting clearing member.157

A CCP shall use its dedicated own resources before using the default fund 
contributions of non-defaulting clearing members. A CCP shall not use the 
margins posted by non-defaulting clearing members to cover the losses result-
ing from the default of another clearing member.

A CCP shall accept highly liquid collateral with minimal credit and mar-
ket risk to cover its initial and ongoing exposure to its clearing members. 

150 EMIR, article 42, para. 2.
151 EMIR, article 42, para. 3.
152 EMIR, article 43, para. 1.
153 EMIR, article 44, para. 1.
154 Ibid.
155 EMIR, article 45, para. 1.
156 EMIR, article 45, para. 2.
157 EMIR, article 45, para. 3.
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For non-financial counterparties, a CCP may accept bank guarantees, tak-
ing such guarantees into account when calculating its exposure to a bank 
that is a clearing member. It shall apply adequate haircuts to asset values 
that reflect the potential for their value to decline over the interval between 
their last revaluation and the time by which they can reasonably be assumed 
to be liquidated. It shall take into account the liquidity risk following the 
default of a market participant and the concentration risk on certain assets 
that may result in establishing the acceptable collateral and the relevant 
haircuts.158

EMIR provides specific provision in relation to the investment policies of 
a CCP. It shall invest its financial resources only in cash or in highly liquid 
financial instruments with minimal market credit risk. A CCP’s investments 
shall be capable of being liquidated rapidly with minimal adverse price effect.

A critical element is one of the default procedures, to be put in place where 
a clearing member does not comply with the participation requirements of 
the CCP within the time limit established by CCP procedures.159

In this case a CCP shall take prompt action to contain losses and liquidity 
pressures resulting from defaults and shall ensure that the closing out of any 
clearing member’s positions does not disrupt its operations or expose the non- 
defaulting clearing members to losses that they cannot anticipate or control.160

Where a CCP considers that the clearing member will not be able to meet 
its future obligations, it shall promptly inform the competent authority before 
the default procedure is declared or triggered.161

A CCP shall verify that its default procedures are enforceable. It shall take 
all reasonable steps to ensure that it has the legal powers to liquidate the pro-
prietary positions of the defaulting clearing member and to transfer or liqui-
date the clients’ positions of the defaulting clearing member.162

A CCP shall regularly:

 – review the models and parameters adopted to calculate its margin 
requirements, default fund contributions, collateral requirements and 
other risk control mechanisms. It shall subject the models to rigorous 
and frequent stress tests to assess their resilience in extreme but plausi-
ble market conditions and shall perform back tests to assess the reli-
ability of the methodology adopted. The CCP shall obtain independent 

158 EMIR, article 46, para. 1.
159 EMIR, article 48, para. 1.
160 EMIR, article 48, para. 2.
161 EMIR, article 48, para. 3.
162 EMIR, article 48, para. 4.

14 The Regulation of CCPs in Europe: The European Market... 



380 

validation, shall inform its competent authority and ESMA of the 
results of the tests performed and shall obtain their validation before 
adopting any significant change to the models and parameters163;

 – test the key aspect of its default procedures and take all reasonable steps to 
ensure that all clearing members understand them and have appropriate 
arrangements in place to respond to a default event.164

As is well known, CCPs may enter into an interoperability arrangement 
with another CCP. In this regard EMIR provides some requirements in terms 
of risk management, provision of margins and approval of interoperability 
arrangements.

14.7  Critical Considerations

From the specific perspective of the regulation of CCPs, EMIR clearly appears 
as a document strongly consistent with the European regulation provided in 
the post-crisis era: it is highly detailed, emphasizing the relevance of conflicts 
of interests, the importance of risk-management practices, the relationship 
between policy remunerations and excessive risk-takings.165

The European regulation of clearing houses has to be considered by con-
textualizing and comparing it with other regulations developed by other 
jurisdictions. In this context it is not possible to provide an accurate analysis 
from a comparative perspective. To briefly consider the different approaches 
to  regulation in different jurisdictions it may be interesting and useful to 
refer to the comparative analysis provided by ESMA in relation to EMIR and 
its homologues in Hong Kong,166 Singapore,167 Japan,168 and the USA.169 As 
already mentioned, the European Commission mandated ESMA to provide 

163 EMIR, article 49, para. 1.
164 Ibid.
165 See Moloney N., quoted.
166 ESMA, Technical advice on third country regulatory equivalence under EMIR  – Hong Kong, 
September 2013, available at http://www.esma.europa.eu/system/files/2013-1160_technical_advice_on_
third_country_regulatory_equivalence_under_emir_hong_kong.pdf
167 ESMA, Technical advice on third country regulatory equivalence under EMIR – Singapore, September 
2013, available at http://www.esma.europa.eu/system/files/2013-1161technical_advice_on_third_coun-
try_regulatory_equivalence_under_emir_singapore.pdf.
168 ESMA, Technical advice on third country regulatory equivalence under EMIR – Japan, September 
2013, available at http://www.esma.europa.eu/system/files/2013-1158_technical_advice_on_third_
country_regulatory_equivalence_under_emir_japan.pdf.
169 ESMA, Technical advice on third country regulatory equivalence under EMIR – US, September 2013, 
available at http://www.esma.europa.eu/system/files/2013-1157_technical_advice_on_third_ 
country_regulatory_equivalence_under_emir_us.pdf.
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it with technical advice on the equivalence between those different regulatory 
regimes and different aspects of the EU regulatory regime under EMIR. The 
equivalence assessment conducted by ESMA followed an objective-based 
approach, where the capability of the regime in the third country to meet the 
objectives of the EU Regulation was assessed from a holistic perspective.170

This document highlights a strong inhomogeneity in the regulatory 
approach to clearing houses. There are many discrepancies with respect to 
key areas. Considering the USA, there are relevant differences with respect to 
margins, default-risk management, financial backstopping and governance.171 
Moreover, comparing both the regulations of Hong Kong and Singapore with 
EMIR, for example, a lack of details in the Hong Kong and Singaporean 
regimes emerge. In this respect ESMA emphasized that this does not imply 
that the same rules are not adopted by the clearing houses themselves, indepen-
dently of the public regulation approved. ESMA, in its assessment, constantly 
recalls the internal policies, procedures, rules, models and methodologies of 
individual CCPs. Specifically, this demonstrates a different approach in terms 
of regulatory strategy, more oriented towards a self-regulatory approach.

This clearly shows that a uniform approach to the regulation (both in terms 
of specific provisions and regulatory approach) of market infrastructures, par-
ticularly in the context of CCPs as the G20 explicitly requested, has not been 
adopted by the principal jurisdictions.

It is still unclear whether these differences will concretely affect the practi-
cal operations of CCPs and their regulations. Regulators may face problems of 
regulatory arbitrage, in the sense that parties can select the clearing house and 
jurisdiction that will deliver settlement at lower possible cost.172 Furthermore, 
differences in regulation between jurisdictions may be a major issue when 
considering eventual failures of systemically important clearing houses. In this 
sense the eventual adoption of a transnational resolution regime may be even 
more complicated if compared to the debate around the resolution of systemi-
cally important banks.

At the same time, it is not clear whether the existing differences consider-
ing each specific provision as well as the general regulatory framework and 
strategies adopted by each jurisdiction will lead to a fragmentation of the 
derivatives markets instead of enhancing a stronger and efficient cross-border 
cooperation in this field, as the G20 and IOSCO required.173 A letter from 

170 See one of the documents on the Technical advice on third country regulatory equivalence.
171 See Yadav Y. (2015), Clearinghouses and Extra-Territorial Regulation, Vanderbilt Law & Economics 
Research Paper No. 15-24, available at SSRN: http://ssrn.com/absract=2659336.
172 Ibid., 37.
173 See Artamonov A., quoted.
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the Ministers of Finance of different jurisdictions from Europe, Asia and 
America to Secretary Lew explicitly refers to the risk of fragmentation in the 
OTC market: “We are already starting to see evidence of fragmentation in 
this vitally important financial market, as a result of lack of regulatory coor-
dination. We are concerned that, without clear direction from global policy-
makers and regulators, derivatives markets will recede into localised and less 
efficient structures, impairing the ability of business across the globe to man-
age risk. This will in turn dampen liquidity, investment and growth.” A phe-
nomenon of fragmentation has been particularly clear in the context of the 
IRS swaps,174 with the introduction of the US swap execution facility (SEF) 
regime in October 2013.175 The trend in fragmentation has been confirmed 
by International Swap Dealer Association (ISDA).176

In light of these considerations, the European regulators, as well as their 
homologues in the most relevant jurisdictions, should be more concerned 
with the issue of an effective coordination and cooperation on the regulation 
of clearing houses.

14.8  Conclusions

The role of CCPs in the context of financial markets will become increasingly 
relevant. The activity of CCPs may strengthen financial stability, but at the 
same time has major risks, including their possible default. Considered their 
systemic importance, the implementation of a coordinated response at the 
international level is necessary in the short term.

Through the adoption of EMIR, the EU provided an important contribu-
tion to the regulation of CCPs, consistently responding to the mandate of the 
G20. A preliminary comparison of the European regulatory response with the 
principal jurisdictions shows significant discrepancies that may pose a threat 
to the concrete capacity of CCPs to absolve their functions in an international 
context. For this reason, all the regulators should make an effort to aim for 
stronger coordination in the next years, avoiding a race to the bottom with 
the purpose of attracting more financial players.

174 See Ministers of Finance from Brazil, European Commission, France, Germany, Italy, Japan, Russia, 
Switzerland, South Africa, United Kingdom to Secretary Lew, Cross-Border OTC Derivatives Regulation, 
18 April 2013.
175 See Artamonov A., quoted, 1–20.
176 ISDA (2014), Cross-Border Fragmentation of Global OTC Derivatives: An Empirical Analysis, 
January 2014, and Cross-Border Fragmentation of Global Derivatives: End-Year 2014 Update, April 
2015.
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15
The Impact of Regulatory Capital 

Regulation on Balance Sheet Structure, 
Intermediation Cost and Growth

Hamza El Khalloufi and Pierre-Charles Pradier

While support for strengthening financial regulation was unanimous after 
the financial crisis (with the customary exception of both radical groups and 
financial lobbies),1 there have been recently some notable breaches in the con-
sensus. Prominent European politicians have publicly expressed the idea that 
a break was needed to complete an overall assessment of past work (EP 2016), 
“remove unnecessary burden” and cut red tape (Brunsden 2015), while some 
took a more aggressive stance in front of their domestic audience: Emmanuel 
Macron (2016) and Gianfelice Rocca (Sanderson 2016) have been vocal 
against excessive financial regulation, which would have become a burden 
for corporations, and might be responsible for the enduring recession in the 
European Union (EU). The same argue that the USA and emerging countries 
quickly recovered after the 2007 financial crisis and resumed growth in two 
years at most, so they enjoyed a full business cycle before experiencing the cur-
rent slowdown. On the contrary, Europe has experienced a protracted finan-

1 Such as the Institute of International Finance, see IIF (2010, 2011).
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cial crisis, with commercial banks’ failures and fragilities not yet resolved, as 
recent developments in Portugal (Wise 2016) and Italy (Hale 2016) have 
proven. At the same time, the economy has been growing slowly or  negatively 
in the during the last years, especially in the Eurozone: fiscal consolidation 
and banking sector balance sheet unwinding had an obvious negative mac-
roeconomic impact. With the economic policy offering some relief, as an 
EU-centred scheme (the Juncker Plan) opened opportunities for removing 
targeted government expenses from deficit constraints, and the European 
Central Bank (ECB) flooded the markets with cheap money and promises to 
continue, one should have expected the beginning of business cycle to rely on 
credit. Loans to corporations notwithstanding failed to improve as Fig. 15.1 
shows, and gross domestic product (GDP) growth stayed weaker than before 
the crisis.

The situation is especially worrying for small and medium-sized enterprises 
(SMEs), which account for 67 % of EU employment (in non-financial corpo-
rations, NFCs) since “SME bank lending has suffered a significant backdrop 
in volumes, from a peak of EUR 95 billion in mid-2008 to approximately 
EUR 54 billion in 2013/2014” (EBA 2016b, p. 8). SMEs are especially reli-
ant on bank credit (through overdraft or loans) since they enjoy limited access 
to other financing options available to larger corporations (Figure  2 from 
EBA 2016b, p. 19), especially from securitization, which is low in Europe in 
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comparison with the USA (see Daphné Héant et al., Chap. 16, this volume) 
(Fig. 15.2).

As conventional and unconventional economic policy tools seem to have 
exhausted their virtue, one can then ask whether the overall tightening of 
bank regulation is not responsible for the current state of low growth and 
missing foregone business cycle through declining credit to corporations, 
especially to the smaller ones.

In order to answer this question, one must maybe look at the currently 
implemented or announced measures, which imposed new costs to finan-
cial institutions, these costs being eventually paid by the customer. But the 
expected developments might also matter: banks might be reacting to the 
expected future regulation, and the credit tightening might be the result of 
uncertainty aversion in a context of uncertain public policies. It would thus be 
difficult to assess the steady state impact of any regulatory measure. Moreover, 
non-conventional monetary policies are distorting the usual economic sig-
nals: first, negative interest rates on deposits with the European central bank 
plus repeated quantitative easing (QE) operations have driven short-term 
returns so low that investors and banks together have lost their usual points of 
reference in the risk/return space. In the case of banks, many observers believe 
their economic model is being deeply challenged by both the flatness of yield 
curve (return on maturity transformation) and the low level of interest rates 
(return on deposits). Conversely, current regulation might be interpreted as 
a mild constraint: the single resolution mechanism, for instance, is designed 
to organize bail-in and rescue troubled banks without the influx of taxpayer 
money, but the whole scheme is just a tentative “credible threat” since nobody 
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really expects, in the current European economic environment, that govern-
ments will let any large bank get bankrupt, endangering the whole economy. 
Hence implicit government support still biases the risk/return arbitrage in a 
way, which is difficult to determine. Given these three problems (convergence 
is not steady state, QE displaces and distorts the yield curve, a change in 
implicit government support), it seems especially difficult to understand how 
the new Basel III metrics change the Basel II-adjusted risk/return filtering, 
transforming the asset-side structure of banks’ balance sheets.

While it seems difficult to answer such a complex problem, we will try to 
disentangle the effect of every set of causes, taking into account expected future 
rules. The rest of this chapter is organized as follows: we will first recall the 
main novelties of the Basel III package as implemented in the EU (Sect. 15.1)  
before we turn to impact assessments (Sect. 15.2), trying to discover what 
definite constraint is binding at the moment (Sect. 15.3) and offer some 
remediation (Sect. 15.4) before concluding (Sect. 15.5).

15.1  Novelties of Basel III (CRD IV/CRR) and Their 
Anticipated Effects on Lending

The European implementation of the Basel III package (through CRD IV 
and CRR) aims at “[strengthening] the resilience of the EU banking sector 
so it would be better placed to absorb economic shocks while ensuring that 
banks continue to finance economic activity and growth” (EC 2013), espe-
cially in Europe where banks are the main financing actors (Schackmann-Falli 
and Weiss 2014). Among the novelties of the Basel III regulatory package, the 
most significant in terms of impact on corporate lending practices are likely 
to be capital requirements (Sect. 15.1.1), overall leverage (Sect. 15.1.2) and 
liquidity ratios (Sect. 15.1.3). Let us review them in this order.

15.1.1  Capital Requirements

Basel III increased the capital requirements in order to strengthen the banks at 
a microprudential level: Table 15.1 describes the increase in overall quantity, 
but the capital quality is also enhanced and the risk weighted assets (RWA) 
computation rules are stiffened so that overall the amount of required capital 
for a given balance sheet has been raised (see Jean-Paul Laurent, Chap. 11, 
this volume). The table also features the systemic risk surcharge imposed by 
the Financial Stability Board, which has still to be passed in European law.
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The table shows that the basic capital amount is only lightly impacted (10.5 
% instead of 8 %) but the Total Loss Absorption Capacity might be as high 
as 20 % for banks with maximum systemic surcharge: this would commend a 
150 % increase over the Basel II framework. Recent reports have measured the 
actual increase in regulatory capital: from 5.5 % to 12.5 % between 2009 Q1 
and 2014 Q4 in the US (Tier 1 alone, Fed 2015, p. 2), from 4.9 % to 12 % 
in Eurozone between the December 2010 Quantitative Impact Study and the 
EBA Monitoring Exercise of September 2015 (Group 1 banks only,2 Quignon 
2016, p. 25). These are overall figures, though, and the specific  provision of 

2 Group 1 banks are banks with Tier 1 capital in excess of €3 billion and internationally active. All other 
banks are categorized as Group 2 banks.

Table 15.1 Regulatory capital requirements: Basel II versus Basel III

Capital category

Basel II reqd cap
Basel III 
reqd cap

Authority in charge% RWA
% RWAs 
of 2016

Common Equity Tier 1 
capital

≅4 4.5 ECB or National 
Supervisora

Additional Tier 1 capital 0 1.5 ECB or National 
Supervisor

Tier 2 capital T2: max 100 % of 
T1

T3: max 250 % of 
market risk T1

2 ECB or National 
Supervisor

Capital conservation 
buffer

0 2.5 ECB or National 
Supervisor

Partial sum (basic 
capital)

8 % 10.5 Multiplier: 1.31

Countercyclical buffer 0 0–2.5 National Competent 
Authority

G-SIB Buffer 0 0–5 Financial Stability 
Board

D-SIB Buffer 0 0–5 National Competent 
Authority

(Pillar 2 buffers) 0 0–2 ECB
TLAC 8 % 10.5–20% Multiplier: 1.31–2.5
aECB for ECB directly supervised banks (Since 4 November 2014, “significant” banks 

are directly supervised by the European Central Bank. According to Council 
Regulation (EU) No 1024/2013 art. 6, a bank is deemed significant if it fulfils at least 
one of the following conditions (1) The value of its assets exceeds €30 billion; (2) 
The value of its assets exceeds both €5 billion and 20 % of the Gross Domestic 
Product of the member state in which it is located; further regulation added; (3) 
The bank is among the three most significant banks of the country in which it is 
located; (4) The bank has large cross-border activities and (5) The bank receives, or 
has applied for, assistance from Eurozone bailout funds (the European Stability 
Mechanism or European Financial Stability Facility)), National Supervisory 
Authorities for other financial institutions
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regulatory capital for business loans is not distinguished. It seems reasonable 
to conjecture that these provisions have increased in a slightly higher propor-
tion, since corporate debt is in the higher bracket of capital requirement, 
especially in comparison with mortgage loans or EU sovereign bonds.3

At this point, we establish a concomitance between increased capital 
requirements and decreasing loans to financial corporations. This is not a sat-
isfying causal explanation, though, but a partial description of the Basel III 
framework implementation. Let us proceed to the other features of the same 
package.

15.1.2  Overall Leverage

The Basel III framework requires the banks to have their capital equal to 3 % 
at least of their balance sheet; this limit implies a maximum 33:1 leverage. 
While this is not directly binding for corporate lending, as the basic capital 
charge of 10.5 % implies a 9.5:1 leverage (which is often less as corporate 
loans can be charged above 100 % of the basic requirements according to the 
borrower’s creditworthiness), it might be indirectly binding. Banks listed in 
the USA are required to apply a Supplementary Leverage Ratio of 5 %, or 6 % 
for IDR (Insured Depository Institutions). But US banks are far above this 
floor: the last published figure was 8.8 % on average (Fed 2015, p. 3), with 
the only two banks in the sample missing the stress tests being US branches of 
European banks. For Group 1 European banks competing at a global level, it 
seems almost impossible to steadily display lower figures than their American 
counterparts, hence capital build-up might not be over. If we take in consider-
ation the average US bank’s leverage as the “desired leverage,” it might become 
a binding constraint as most assets carry a capital charge lower than corporate 
loans: the former might thus contribute to the saturation of the leverage con-
straint, effectively crowding out the latter.

15.1.3  Liquidity Ratios

Basel III features two liquidity ratios: a short term Liquidity Coverage Ratio 
(LCR) under progressive implementation in the EU and a longer term Net 
Stable Funding Ratio (NSFR), whose possible implementation remains to be 
decided.

3 In the standardized risk approach, corporate debt must be backed by 20 % (for AAA-rated borrowers) 
to 150 % of the standard regulatory capital provision, while claims secured by residential property only 
need 35 % of the standard provision and EU sovereign debt 0 %.
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15.1.3.1  Short-Term Liquidity

The LCR is defined as the ratio of the value of the stock of high quality liquid 
assets (in stressed conditions) divided by net cash outflows over the next 30 calen-
dar days. It is supposed to be above 70 % in 2016, with this constraint being stiff-
ened in the coming years (80 % from 1 January 2017 and 100 % from 1 January 
2018). It is thus expected that LCR implementation will have a growing, effect on 
lending since loans are not liquid, hence they do not count in the numerator of 
the LCR. On the other hand, this effect is only indirect: only banks with an insuf-
ficient volume of liquid assets might be restricted from lending. For this reason, 
the European Banking Authority (EBA) is minimizing the effect of LCR on bank 
lending behaviour (EBA 2014, p. 23). Is it any different for the long-term ratio?

15.1.3.2  Long-Term Liquidity

The NSFR is such that Available Stable Funding (ASF) divided by Required 
Stable Funding (RSF) on a one-year horizon should be above 100 %. These 
quantities may be computed using haircuts detailed in BCBS (2014): ASF 
weighs liabilities (for instance Tier 1 regulatory capital is weighted at 100 % 
while deposits are weighted between 50 % and 95 % according to their stabil-
ity) and RSF weighs assets (from 0 % for coins and banknotes to 100 % for 
assets encumbered for a period of one year or more). This being said, most per-
forming corporate loans are weighted at 85 % (non-performing loans receiving 
a 100 % weight). This means that banks must hold not only regulatory capital 
but also 85 % of the amount lent as stable funding, for instance 85 % of regu-
latory capital or 85:0.9 = 94.44 % on stable deposit accounts of the amount 
lent. This constraint would likely be binding for many banks, if only NSFR 
were due for implementation in the EU. At the moment there is no deadline 
for such plan, but the EBA is pushing for NSFR implementation (EBA 2015).

The obvious conclusion of this first section is that lending to business is 
likely to be penalized by almost every aspect of the new regulatory package. 
This is leading us to the question of the overall effect of this package on eco-
nomic growth via the firm-financing channel.

15.2  Regulatory Impact on Financing Businesses

In this section, we will distinguish between impact studies reliant on the 
interest- rate methodology (Sect. 15.2.1) from newer ones, which were 
inspired by new theoretical developments (Sect. 15.2.2). The latter seem to 
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better fit the current state of the EU economy but the former are still usually 
produced and cited, see for example Quignon (2016).

15.2.1  Interest-Rate Reliant Impact Studies

The earliest assessments of the Basel III package addressed an important 
causal chain: rising regulatory capital will raise the cost of borrowing, leading 
to reduction in lending and ultimately to less output. Oliveira Santos and 
Elliott (2012), for instance, surveyed the early impact studies carried on by 
the regulators (BCBS) and the industry (IIF) (Table 15.2)

All these impact studies concluded that the additional capital requirements 
were likely to substantially raise the borrowing costs, leading to falling equi-
librium lending with a definite impact on . More recently, Quignon argued 
that the rise in regulatory capital (+7 % of RWA) was far higher than consid-
ered by BCBS (2010) assessments (+1.3 %), hence the consequences should 
be reassessed and the impact on growth would appear more significant.

The problem with all these studies is obvious since they rely on a trans-
mission mechanism, which has been deactivated by the ECB monetary pol-
icy since the massive quantitative easing carried on under Mario Draghi’s 
presidency. Figure 15.3 shows how the banks cost of lending sharply 
decreased after the €489 billion package of December 2011, the Long Term 
Refinancing Operation (LTRO) of February 2012 and the beginning of 
the QE in September 2012. Although the Joint Committee recently stated 
that the banks margins were “low (…) in the context of a low interest 
rate environment” (JC 2016, p. 4), the borrowing costs could hardly be 
lower. Hence the negative effects pointed out by the aforementioned array 
of impact studies are likely to have disappeared with the current monetary 
policy.

Table 15.2 Basel III impact studies

Impact on credit spread 
(bps)

Impact on GDP growth 
(%)

Study Europe World Europe World

IIF (2011) for 2012–2019 328 281 −0.4 −0.2
IIF (2011) for 2011–2015 291 364 −0.6 −0.7
Slovik and Cournède (2011)/

OECD
54 53 −0.23 −0.16

BCBS (2010) model 1 52 52 −0.07 −0.07
BCBS (2010) model 2 25 25 −0.03 −0.03
BCBS (2010) model 3 66 66 −0.08 −0.08
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One could still ask whether the impact studies were not pointing to substantial 
issues for the years 2009–2013, as the borrowing costs were still high and likely to 
be raised by the imminence of Basel III implementation. According to the ECB 
Credit Monitor data, it is likely that loan demand was depressed when the crisis 
broke out in 2008–2009 then around 2012 (ECB 2015, p. 38). On the contrary, 
the net percentage of banks reporting positive loan demand from Non-financial 
counterparty (NFC) was high during 2010 and 2011, and it began to rise again 
since 2012 Q4, the growth of loans still being negative. It seems then that, while 
demand for loans from NFC has been low in the wake of the crisis, it is rising now 
since the beginning of QE, but the amount lent failed to pick up yet. It is then 
necessary to ask whether this failure is not the side effect of the Basel III package, 
as we have seen some reason to think it might be. New theoretical grounds have 
been given to assess the performance of the newly implemented reform.

15.2.2  New Theoretical Developments

In 2008, Borio and Zhu issued a seminal contribution, first as BIS work-
ing paper republished as a journal article in 2012. The title explicitly 
mentioned risk-taking as a transmission mechanism of monetary policy.  

Fig. 15.3 Changes in demand and amount growth for loans or credit lines to 
enterprises in the EU (net percentages of banks reporting positive demand) 
(Source: ECB statistical datawarehouse)
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It thus  rationalized the idea that the impact of the Basel III package not only 
depended on interest rate. In particular, the paper discusses the difference 
between threshold effect in capital requirements (which raises the borrowing 
cost, as already seen) and framework effect, which might twist asset alloca-
tion as some classes of assets might be favoured or incentivized by the overall 
framework while others would not. EU sovereign bonds, for instance, benefit 
from positive framework effect, and it shall be asked whether corporate loans 
were not negatively affected by the framework effect.

The question was given a more general scope with the development of the 
risk-taking channel concept, which inaugurated a huge literature, involving 
both theoretical and empirical research. Basically, the risk-taking channel is a 
possible new channel of monetary policy, which leads investors to invest more, 
when interest rates fall, than investment function of interest rate would have 
predicted. Three convergent effects are at work with the risk-taking channel:

 1) “One set of effects operates through the impact of interest rates on valua-
tions, incomes and cash flows.” This is the idea behind the real balance 
effect of Pigou (1943) or financial accelerator (Bernanke et  al. 1999), 
allowing for “time-varying risk aversion,” which makes it even more 
 procyclical than the former. In this respect, lowering interest rate through 
monetary policy not only make investors richer, hence more willing to 
spend and invest all things being equal; they might also experience a drop 
in their risk aversion leading to even higher spending and investment.

 2) “A second set of effects operates through the relationship between market 
rates and target rates of return.” This is to say that institutions linked by a 
sticky rate (life insurance companies with a contractual rate of return, for 
instance) might experience a margin squeeze with relaxed monetary pol-
icy: these institutions then engage in search for yield, which lead to select 
riskier assets.

 3) “A third set of effects operates through the communication policies and 
reaction function of the central bank. (…) By increasing the degree of 
transparency or commitment accompanying specific moves, and hence 
removing uncertainty about the future, the central bank can compress risk 
premia—a ‘transparency effect’, adding an extra kick to the effect of those 
moves.” This is more or less the theoretical rationalization of new commu-
nication policies such as forward guidance.

The paper triggered a tidal wave of empirical research. For instance Antipa 
and Matheron (2014) established with a dynamic stochastic general equilib-
rium model calibrated to euro area data that forward guidance is very  effective 
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at the “zero lower bound” (= zero nominal discount rate), by providing a 
substantial boost to demand and reducing the costs of private deleveraging 
at the same time. The underlying mechanism relies on inflation announce-
ment that create negative real interest rate expectations. In the Eurozone, 
though, the main financing operations rate has been below inflation since 
2011, but the ECB failed both to raise inflation enough to produce definitely 
negative real interest rates expectation, and to have the amount lent to NFC 
picking up with pre-crisis level. Overall, while QE is hopefully negating the 
impact of Basel III on interest rates, the risk-taking channel is not working as 
intended. We shall then ask, given the previously gathered evidence, which 
element of the reform package appears to act as binding constraint in lending 
to corporations.

15.3  What Is the Binding Constraint?

Taking together unpalatable empirical facts (Sect. 15.3.1) with theo-
retical explanations for the mixed results of the Basel III implementation  
(Sect. 15.3.2.) we try to offer a convincing narrative (Sect. 15.3.3).

15.3.1  Unpalatable Empirical Facts

We would like to introduce three categories of such facts.

Measurement Error
A recent paper in ECB (2015) has shown that the previously issued statistics 
on amount lent were reporting optimistic figures in comparison with the new 
methodology implemented in September 2015. While the difference appears 
(ECB 2015, p. 26) small for NFC (one half of a growth point in 2015 and 
even less for the previous years) in comparison with households for instance 
(more than one point), the new methodology confirms that the amount out-
standing of loans to NFC diminished for the 2012 Q3–2015 Q4 period, 
while banks were reporting increasing funding demand from the NFC.

Loan Rejection Figures
We have just established that, from 2012 Q3 to 2015 Q4 the amount out-
standing of loans to NFC has been falling, although business demand was 
significantly increasing. During that time, loan rejections figures consistently 
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dropped (see Fig. 15.4). The only way to account for these statistics and to 
make them consistent would be that the banks are granting more loans, but 
constraining more tightly the amount lent per application, so that the global 
outstanding volume would be stalling. Such rationing behaviour would not 
allow the businesses to carry on their projects, barring a significant recovery 
of investment, output and employment.

Bank Asset-Side Unwinding
It shall be emphasized that, in the Eurozone, the fulfilling of regulatory con-
straints has not been obtained only by raising the amount of regulatory capital 
but also by a reduction of the RWA, as Fig. 15.5 shows. It is quite likely, then, 
that in order to save capital, the most impacted assets were those with the 
higher RWA per euro: corporate loans might hence have been impacted for 
this reason. While one may think this gives reason to hope this is over now 
that the banks have enough regulatory capital, one might not forget that US 
leverage rules and EU rules under overhaul (such as credit risk measurement) 
are likely to induce prudence from the banks. Unless it has been proved, this 
argument remains theoretical, though.

15.3.2  Theoretical Explanations

In Chap. 11, this volume, Jean-Paul Laurent insisted the quantitative impact 
studies so far proved to be wrong for three reasons at least: they were done 
on the basis of prereform portfolios likely to be changed once the reform 
was enacted, then the contribution of banks to impact studies were probably 
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(selection-) biased, eventually the exact rules were not determined, hence the 
banks’ response could not be considered reliable. We would like to stress the 
later phenomenon.

The mechanism discovered by the risk-taking channel, especially the “for-
ward guidance channel,” is likely to work if it builds up significant inflation-
ary expectations, but all empirical evidence shows that it does not work as of 
spring 2016. On the contrary, as the amount lent is not picking up, nega-
tive expectations are at work on the banks’ side. The most likely reason of 
these negative expectations might be the future evolution of regulation: the 
Basel Committee on Banking Supervision (BCBS) is asking for a revision 
of the credit risk standard approach measurement (BCBS 2015), while the 
EBA has launched a regulatory review of the internal rating based approach 
(EBA 2016a), which is likely to lead to a stiffened risk valuation model, hence 
increased regulatory capital for credit risk, that is, for corporate loans. There 
is nothing certain in this process, except that the banks are reacting prudently. 
Eventually it might happen that the binding constraint be the banks’ expecta-
tions about future regulation.

Contrary to a widely shared opinion, according to which the banks have 
lobbyists in Brussels, which allow them to influence the regulator, there are 
good reasons for banks to be overly risk averse in appraising the future state 
of regulation since they currently have no power to shape its evolution. We 
already mentioned that US leverage regulation has an impact on US-listed 
European banks: here they have no command of a regulatory impact, which 
is quite subtle as the problem is not about the leverage itself, but about how 
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investors would perceive a higher leverage of EU banks. Another very delicate 
issue at the moment is the competition among authorities: this is the situation 
where authorities do not coordinate themselves in order to produce aligned 
incentives. If we take for instance the regulatory capital, then it is clear that 
the EU rules organized a playing field which is neither level nor coordinated. 
Looking back at our Table 15.1, one may notice that Group 2 banks which 
are not supervised by the Single Supervisory Mechanism (SSM) have their 
capital requirements checked (and Pillar 2 buffers decided) by their national 
supervisor and their countercyclical buffer tuned by their nationally compe-
tent authority (which is usually not the same as the supervisor). For Group 2 
banks supervised by the SSM and Group 1 non-globally systemic banks, this 
SSM (ECB) plays the role of the national supervisor. Eventually, for Group 
1 globally systemic banks (G-SIB), that G-SIB is decided by the Financial 
Stability Board (FSB). That is to say, these banks depend on national corre-
spondent central bank (CCB), European (Pillar 2 + supervision) and global 
(FSB) regulators, with no one being able to commit to a comprehensive capi-
tal level. It seems clear thus that the bank interpret the future decisions of 
these competing authorities as potentially more damaging if they were used 
to a rather familiar relationship with their formerly unique supervisor, and 
acquire risky assets such as corporate loans.

The “risk-taking channel” of monetary policy is just not effective enough 
as of spring 2016, while the risk-taking channel of anticipated regulation is 
probably strengthening the banks’ overall risk aversion. This is the end of the 
narrative we sketched so far, so let us describe it more completely.

15.3.3  A Narrative Since the Crisis

Table 15.3 summarizes the information of this section. The pre-crisis and 
immediate post-crisis profile led to a falling amount of NFC financing as 
a consequence of the slowdown: while demand has been slowly growing in 
2009–2010, the banks have been strongly turning down NFC demand for 
additional credit as a result of growing risk aversion against crisis (2008), then 
against possible, plausible and imminent reform: as soon as January 2009, 
the BCBS offered a consultative document about “proposed enhancement 
to the Basel II framework”; the Basel III package was eventually disclosed in 
December 2010, with CRD IV proposed by the European Commission in 
July 2011, voted two years later for implementation on 1 July 2014. Hence 
the likelihood of reforms has been increasing since 2009  in a harsh envi-
ronment, where banks were made responsible for the financial crisis and the 
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 subsequent economic misfortunes, and were submitted to a regulatory ava-
lanche that was not built as a consistent project but as a pile of recriminations.

While demand for loans was clearly depressed in 2011–2012, it is hard to 
believe that future reform was playing a definite role in the falling amount of 
loans. But when demand picked up in 2013, the banks did not follow. As Basel 
III/CRD was about to be implemented, the banks lowered their RWA to meet 
the regulatory capital standard, and it is likely that they did this by cutting 
first the most capital intensive assets, such as corporate loans. The lowering of 
the interest rate down to zero by the relaxed monetary policy beginning in late 
2011 was not enough. In 2014 and 2015, demand for loans from NFC grew 
stronger without the effective loans outstanding to rise. It seems that forward 
guidance and extreme monetary policy, although they were theoretically justi-
fied to deliver a boost to corporate borrowing, could not work as the banks 
were frightened by projected implementation of further capital buffers to be 
decided by unpredictable authorities: while the financial macroeconomists 
were theorizing lowering risk aversion through clever monetary policy, banks 
were experiencing rising uncertainty aversion in front of a regulatory future 
they could no longer see through or influence.

The remaining questions are whether this state of affairs is going to last, and 
what can be done to ease up the recovery.

15.4  From Prevision to Recommendations

A recent initiative by the European Commission gives us some insights into 
what is going to happen in the next few months (Sect. 15.4.1). Then we 
offer some recommendations to lead the next steps of banking regulation and 
business-driven growth (Sect. 15.4.2).

Table 15.3 Information summary

Year
Banks 
RWA

Demand 
for loans

NFC loans 
outstanding 
amount growth

Constraint by 
new 
regulation

Constraint by 
anticipated future 
regulation

2008 Falling Slowing No No
2009 Low Negative No Possibly
2010 Rising Negative No Possibly
2011 Rising Falling Constant No Likely
2012 Falling Falling Negative No Likely
2013 Falling Rising Negative Likely Almost certain
2014 Constant Rising Negative Likely Almost certain
2015 Rising Rising Constant Likely Almost certain
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15.4.1  Plausible Next Months

Loans to NFC are not likely to restart strongly as there is a backlog of troubled 
assets (non performing loans in Italian banks, for instance), plus uncertain 
future steps of regulation. Even straightforward incentives such as the SME 
supporting factor, which amounted to reducing by almost 30 % the capi-
tal charges for loans to SME, were not met with any success in 2015 (EBA 
2016b). This might be considered as a sign of extreme uncertainty aversion 
by the banks.

Fortunately, as EBA (2016b), the SME supporting factor will continue 
to incentivize lending to SME in the near future, and it will be subjected to 
further close monitoring. That will enable to track as early as possible either 
the furthering of uncertainty aversion or the shift to a lesser risk-averse bank 
asset choice policy. It is not unlikely that further regulatory evolution will be 
necessary to trigger this latter move.

15.4.2  Tuning Regulation to Trigger Growth

If we have been correct in diagnosing that the binding factor of corporate 
lending was anticipated regulation by banks, then it seems crucial to address 
that particular source of bank uncertainty aversion. We have identified com-
petition among authorities as a possible source of uncertainty aversion, this 
concept being effective both at the legal and supervisory level. In order to ease 
up this concern, it might be fruitful to move toward a more consistent design 
and implementation of the regulatory package. A pause for assessment of the 
existing reforms, as asked for by the European Parliament, seems reasonable.

As we have shown, regulatory capital is a example of potential competi-
tion among authorities; it was decided by up to three different authorities at 
three different levels without any consistency checks. Moving away from the 
coordination issues implied by competition among authorities would imply 
aligning the role of stakeholders: this could be achieved only via a consistent 
regulatory framework. One could think that the supervisor should basically 
check the compliance of capital requirements and internal models with regu-
lations; while a banking authority could design the models to measure the 
risks experienced by the banks. Eventually, the acceptable level of risk with 
every institution (i.e. microprudential) must be decided by the law, while 
the systemic risk policy might be taken care of by a higher level authority, 
either purposive or political, which would set up dedicated capital pockets to 
address designated risks, the breakdown among banking institutions would 
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be made according to risk measures provided by models designed by the 
banking authority.

In this “pyramidal” model (supreme macroprudential authority deciding 
“risk budgets,” banking authority designing risk measurement models, super-
visor verifying that they are correctly implemented into banks) there seems to 
be no conflict among authority… but possible agency conflicts: these might 
be addressed through classical incentives. At least, the signal to banks would 
be clear and reliable, excluding uncertainty aversion. Macron (2016) made 
a very clear point about such risk budgets. Rodarie (2015) has shown that if 
implemented correctly, they would require the political leaders to take full 
responsibility for their choices. While this would mean a deep change of the 
principles of overall regulatory architecture, with a long time to go, it is pos-
sible to advance in the meantime.

In the meantime, the broken piping of corporate financing might be fixed 
by using different vehicles. For instance, securitization might help either direct 
funding of middle-market companies through Collateralized loan obligations 
(CLO) or indirect funding of SMEs by securitizing other credits (RMBS for 
instance) thus freeing up regulatory capital to grant new SME loans. A more 
precise review of the options offered by securitization appears in Daphné 
Héant et al., Chap. 16, this volume. It is up to the member states to develop 
their financial ecosystem, as has been the case in the last few months: Renzi has 
developed private equity (Politi 2016) in Italy, while in France, the projected 
law Sapin 2 in its art. 33 is allowing life insurance companies to shift invest-
ments to purposely set up pension funds in order to switch from the Solvency 
2 to Solvency 1 regulatory regime. The implied regulatory capital relaxation 
would make it easier to invest in stocks or other corporate liabilities, which are 
too heavily charged under S2. Schackmann-Fallis and Weiss (2014) are advo-
cating that banks are providing the businesses with stable and reliable fund-
ing, which should not be substituted by tempting new gadgets; it is clear that 
with overly regulated banks, any opportunity might be overexploited by the 
shadow banking system. Hence the need for consistency among stakeholders.

15.5  Conclusion

The EU, which was not the origin of the financial crisis, has almost lost a 
growth cycle to the USA.  Our analysis has shown that the negative effect 
of the Basel III package expected by the pre-QE studies are almost annihi-
lated today. The recession must then have other causes: falling corporate lend-
ing volumes resulted from falling demand in the aftermath of the financial 
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crisis, but this is longer the case. The EU is trying to incentivize corporate 
lending via forward guidance as well as the “supporting factor” of cutting 
down the Basel capital requirements. The macroeconomic theorists are trying 
to account for the future success of monetary policy around a zero nominal 
interest rate via the risk-taking channel. All these clever initiatives have failed 
to deliver. As a consequence, we might infer that banks are simply not taking 
any risks: rather than appealing to risk aversion, we would like to argue that 
the banks seem especially embarrassed by future regulatory developments, 
which appear remote and uncertain. The binding constraint for corporate 
lending and growth in the EU is therefore plausibly a combination of banks’ 
expectations of future regulation and strong uncertainty aversion. While we 
offer some mitigation prospects (Sect. 15.4.2), we hope that the theoretical 
developments of the recent years will quickly yield both theoretical advances 
and practical results.
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16
Higher Quality Securitization

Daphné Héant, Sophie Vermeille, and Yann Coatanlem

16.1  Introduction

Caught red-handed at the epicentre of the 2008 subprime crisis, securitiza-
tion has a bad reputation. It is at the heart of the ominously named “shadow 
banking” system, an intricate web of loosely regulated financial intermediar-
ies. In the aftermath of one of the worst economic crises in decades, many 
lawsuits have pitted banks, investors and regulators against each other in 
high-profile cases centred on securitization. Owing to the understandable 
loss of investor confidence post-crisis and European regulation introduced 
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in 2011, securitization volumes in Europe plummeted from €594 billion in 
2007 to €216 billion in 2014.1

On the other hand, the Federal Reserve and the European Central Bank 
(ECB) have partly focused their economic recovery programmes on the over 
$10 trillion global securitization market through “quantitative easing” mea-
sures.2 More recently the ECB, the European commission, the Basel Committee 
and the European Banking Authority (EBA) have approached securitization 
under a new angle. Lord Hill, former European Commissioner for financial 
stability, declared in February 2015: “We should look again at whether the 
‘skin in the game’ rules work effectively for high-quality securitisations.”3 In 
September 2015 the European Commission concluded: “Securitisation is an 
important element of well-functioning financial markets. Soundly structured 
securitisation is an important channel for diversifying funding sources and 
allocating risk more efficiently within the Union financial system. It allows for 
a broader distribution of financial sector risk and can help to free up origina-
tor’s balance sheets to allow for further lending to the economy. Overall, it 
can improve efficiencies in the financial system and provide additional invest-
ment opportunities. Securitisation can create a bridge between credit institu-
tions and capital markets with an indirect benefit for businesses and citizens 
(through, for example, less expensive loans and business financing, credits 
for immovable property and credit cards).”4 Aiming to rekindle this market, 
the European Commission published a proposal for new regulation “laying 
down common rules on securitisation and creating a European framework for 
simple, transparent and standardised securitisation and amending” previous 
relevant directives.

What is securitization? What is its role in the economy? Why have regula-
tors been ambivalent about restricting its use and promoting its growth? This 
chapter will go over the basics of securitization, discuss the merits and flaws of 
current regulation and outline future challenges on the path to the European 
Capital Markets Union.5

1 http://www.wsj.com/articles/eu-proposes-new-capital-rules-to-boost-securitization-1443610493
2 http://www.urban.org/sites/default/files/alfresco/publication-pdfs/2000375-The-Rebirth-of-Securitiza-
tion.pdf
3 Financial Times, 17 February 2015
4 Regulation of the European Parliament and of the Council laying down common rules on securitisation and 
creating a European framework for simple, transparent and standardised securitisation and amending 
Directives 2009/65/EC, 2009/138/EC, 2011/61/EU and Regulations (EC) No 1060/2009 and (EU) No 
648/2012, 30 September 2015
5 The authors for this analysis contributed to a Club Praxis report in April 2015. Section 4 by Sophie 
Vermeille was integrally copied and translated from French by Pierre-Charles Pradier: http://www.club-
praxis.com/?p=1658.
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16.2  Securitization

Securitization is a financial process by which loans are consolidated and sold 
to investors under the form of securities named “tranches.” The proceeds 
from the sale of the tranches finance the purchase of the “underlying loans.” 
Priority of payment and loss absorption on these tranches is contractually 
predetermined. A tranche’s yield increases with its risk and it is generally rated 
by rating agencies. A tranche can be bought or sold independently from the 
underlying loans. More specifically, while an initial investor may lose faith in 
the financial prospects of a tranche, the sale of his security will not result in 
the underlying loans being sold in the market.

Securitization is in its essence a transfer of risk from the institutions which 
lend to finance individuals and companies’ projects (e.g. banks) to investment 
institutions which benefit from longer term funding (e.g. insurance compa-
nies, pension funds, asset managers).

Securitization and the product it creates can be complex. Simplistically, 
however, the content of books neatly ordered in a library or in a messy pile 
remains the same. Similarly, taken as a whole, securitization does not transform 
bad loans into good securities or good loans into bad securities. Securitization 
is but the mere container of credit; it allocates losses to some tranches and 
insulates others, but the aggregate amount of loss is unchanged. Asset quality 
is paramount to performance, and the European Commission highlighted 
that “AAA-rated U.S. securitisation instruments backed by residential mort-
gages (RMBS) reached default rates of 16% (subprime) and 3% (prime). By 
contrast, default rates of EU RMBS never rose above 0.1%” (Fig. 16.1).

Securitization applies to numerous types of financing: mortgages (RMBS), 
commercial loans (CMBS), student loans, credit cards, auto loans,  aircraft 
leases (ABS), and loans to high yield companies (CLO: Collateralized 
Loan  Obligation) on which we will focus in more depth in Sect. 16.4. 

Loans

AAA/Aaa

Low risk low yield
securitiesHouseholds

Students

Companies
Mezzanine

High risk high
yield securitiesEquity

Fig. 16.1 Securitized product (SPV)
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Securitization can be either short term (Asset Backed Commercial Paper) 
or long term (sometimes over a decade). Each type of securitized product 
has slightly different structural features generally dictated by its underlying 
assets or by investor needs. Most structured products are “static” or “passively 
managed.” A static deal’s underlying pool of loans amortizes through early 
repayment (“prepayment”) or default. No additions or exchanges are made to 
the original loan pool. Passively managed deals’ prepaid loans may be auto-
matically reinvested in very similar assets (e.g. for credit card deals). A CLO’s 
loans can be either originated on a bank’s balance sheet (static or passively 
managed deal) or sourced in the open market and “actively managed” by a 
CLO manager. The CLO manager makes changes to the original portfolio, 
buying and selling loans on a discretionary basis. The matrix below offers a 
simplified overview of these features (Fig. 16.2).

The flow chart categorizes securitization participants: in white the compa-
nies or individuals who need to finance their projects and the investors who 
provide that financing because they wish to invest their money productively. 
The “white cell” participants have a need which is serviced by the “black cell” 
participants. These “black cell” participants are often banks (but not always). 
The originators create loans, the structurers package them together in a spe-
cial purpose vehicle (SPV) and the syndicators sell them to investors. The 
structurers need the advice of lawyers to structure the SPV on solid legal 
footing and the validation of rating agencies to standardize and opine on the 
creditworthiness of tranches (both “grey cell” participants). This assessment 
of creditworthiness came under much scrutiny post-crisis as rating agencies 
had failed to determine risk appropriately, especially in the securitization of 
tranches of securitized products (so called “resecuritizations”). In Sect. 16.3, 
we will examine how regulators have sought to mitigate this issue. Finally, in 
actively managed securitizations, a manager (“grey cell” participant) oversees 
the SPV after it is created and ensures that dozens of tests focused on portfolio 

Financing

Lendee Companies Individuals Individuals Companies

ABCP ABCP
RMBS, ABS (Student
Loans, Credit Cards)

CMBS,
Balance Sheet CLOs

Balance Sheet originated &
Passively managed

Open Market CLO
Open Market sourced &

Actively managed

Number of
loans per pool tens to hundreds

Securitized
Product

Long Term

thousands to
tens of thousands

Short Term

Fig. 16.2 Securitization categories
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quality and tranche safety remain in compliance while buying and selling the 
underlying credits of the SPV for the benefit of the investor (Fig. 16.3).

Investors are mostly institutional: banks, insurance companies, pension 
funds or asset managers. In Europe, since the 2008 crisis, securitization 
has widely been used as collateral by banks to access liquidity from central 
banks. Unfortunately, as the Basel Committee commented, “issuance placed 
with third-party investors is still very low, with the exception of auto loan 
ABS and UK and Dutch RMBS, most of which are placed with the market” 
(Fig. 16.4).6

16.3  European Commission Proposal 2015/0226 
(COD)

The European Commission (February 2015), the Basel Committee on 
Banking Supervision, (December 2014), the European Banking Authority 
and the Bank of England together with the ECB (March 2015) all insisted 
on the development of a “simple, transparent and standard” (STS) securitiza-
tion framework. The European Commission published a regulation proposal 
(hereafter named SR). It states the framework’s objectives, the regulatory 
requirements for all securitized products and the more stringent constraints 
to qualify for an STS label (which should benefit from lower capital charges). 

6 Basel Committee on Banking Supervision, Criteria for identifying simple, transparent and comparable 
securitisations, December 2014.

Fig. 16.3 Securitization participants
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SR is 76 pages long, and this section will only highlight a few main features 
of the regulation, which should come into force in 2018.7

16.3.1  Rationale, Concerns and Incentives

The European Commission’s objective is to foster the “development of a sim-
ple, transparent and standardised securitisation market” which “constitutes a 
building block of the Capital Markets Union (CMU).” The framework should 
“promote integration of EU financial markets, help diversify funding sources 
and unlock capital, making it easier for credit institutions and lenders to lend 
to households and businesses.” The European Commission estimates that “if 
the securitisation market would return to pre-crisis average issuance levels and 
new issuance would be used by credit institutions to provide new credit, these 
would be able to provide an additional amount of credit to the private sector 
ranging between €100-150bn. This would represent a 1.6% increase in credit 
to EU firms and households.”

As much as the European Commission sees potential in promoting securi-
tization it is also wary of the pitfalls of the last crisis. “It is essential to prevent 

7 http://www.lexology.com/library/detail.aspx?g=3bbb3de9-6c6f-4b08-8910-7d18ea7e070d

UK RMBS, 19%

European CLO, 18%

German Auto,
11% 

Dutch
RMBS,

6%
UK Credit Card, 6%

French RMBS, 6%

Other, 34%

Fig. 16.4 Issuance placed with investors, 2nd Quarter 2015 (Source: DATA from 
AFME, SIFMA)
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the recurrence of purely ‘originate to distribute’ models. In those situations 
lenders grant credits applying poor and weak underwriting policies as they 
know in advance that related risks are eventually sold to third parties. Thus, 
the exposures to be securitised should be originated in the ordinary course of 
the originator’s or original lender’s business pursuant to underwriting stan-
dards that should not be less stringent than those the originator or original 
lender applies to origination of similar exposures which are not securitised.” 
This concern is completely warranted; the “alignment of interest” between 
creators of securitization (originators, sponsors,8 issuers) and investors is at the 
heart of securitization regulation.

Investment in tranches of securitized products is very capital intensive in 
Europe.9 The proposed regulation on securitization (2015/226 COD) comes 
with a companion text (2015/225 COD) amending the Capital Requirements 
Regulation (575/2013/EU), hereafter named CRR.  Implementation mea-
sures of “lower” level, such as capital requirements for insurance companies 
(DR 2015/35/EU) or liquidity requirements for banks (DR 2015/61/EU) 
will be fine tuned by delegated regulations of the Commission once the regu-
lation proposals have been approved. Non-STS securitized investments will 
still be allowed but with heavier capital charges. This design is clairvoyant, as 
it doesn’t ban innovation; it simply makes it less appealing economically until 
it has been vetted.

16.3.2  General Rules for all Securitizations

Compliance with SR regulation is assessed on three dimensions: investor due 
diligence, originator/sponsor risk retention and deal transparency.

Firstly the European Commission reminded investors that no label should 
release them from appropriate analysis. The due diligence criteria (sound anal-
ysis and verification of risk retention compliance) and transparency criteria 
(quarterly reports and deal documentation) are sensible and should already 
be part of any responsible investor’s analysis. It may appear obvious but most 
of the blame for the subprime meltdown was placed on originators/spon-
sors and rating agencies while investors were troubled little for their lack of 
homework. The “new EU framework does not replace the need for investors 

8 “‘sponsor’ means a credit institution or investment firm as defined in Article 4(1) points (1) and (2) of 
Regulation (EU) No 2013/575 other than an originator that establishes and manages an asset-backed 
commercial paper programme or other securitisation transaction or scheme that purchases exposures 
from third-party entities.”
9 http://www.solvencyiinews.com/europe/anything-is-possible-in-sii-securitisation-charges-revamp.
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to conduct thorough due diligence. It also does not control for credit risk 
in the securitised loans—investors have the full range of investment possi-
bilities to suit their risk-reward preferences available to them. The concept of 
‘simple, transparent and standardised’ (STS) refers to the process by which the 
securitisation is structured and not the underlying credit quality of the assets 
involved. It therefore does not mean that some non STS securitisations, for 
instance implying less simple structures, could not be formed of underlying 
exposures with appropriate credit quality features.” This approach contrasts 
with the USA’s “qualified” securitizations (such as qualified mortgages), which 
are exempted from risk retention. The focus on “simple structures” rather 
than “quality assets” has benefits (the regulator doesn’t need to continuously 
assess the appropriate level of risk of each asset class) and drawbacks (regard-
less of the historical performance of the loans considered, all securitizations 
require the same risk retention level).

Secondly the risk retention criteria (the hardest to comply with) are those 
already defined in the CRR published in January 2011. Nomura summa-
rizes: “The rules require that the originator, sponsor or original lender retain, 
throughout the life of the deal, an unhedged ‘material net economic interest’ 
of at least 5 % in the transaction, in one of five ways:

• 5 % of each tranche in the securitization [vertical slice]
• 5% seller interest, in revolving deals or deals with revolving exposures (e.g., 

credit cards)
• Retention of 5% of randomly selected exposures which would have other-

wise been securitised, as long as the number retained is at least 100
• 5% first-loss tranche(s) [horizontal slice]
• 5% first-loss retention in each of the underlying loans in the 

securitisation.

[…] An originator cannot be the risk-retainer if it is an entity ‘established 
or operated for the sole purpose of securitising exposures’. This provision was 
added at the recommendation of the EBA to close a perceived loophole in 
the current legislation by which risk retainers could circumvent the spirit of 
the requirement. This has caused concern particularly in the European CLO 
market, where some funds act as originator risk retainers.”10

How costly is risk retention in terms of reduced volumes of securitiza-
tion? The impact is hard to evaluate because post crisis credit markets haven’t 
regained their 2007 vigor. Is lack of issuance in Europe due to economic 

10 A Guide to the New Securitisation Regulation in Europe, Nomura, October 2015.
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weakness or overly punitive regulation? Risk retention in the USA will be 
implemented in December 2016 so issuance in 2017 should provide better 
insight.

The European Commission has decided that the burden of proof of risk 
retention be on the originator/sponsor rather than the investor for European 
securitizations. For foreign securitizations, a European investor will bear the 
burden of proof however. This is a sensible decision as the investor cannot 
always verify that the originator/sponsor is holding his risk retention piece. 
In prior legislation the issue of cross-border investment hadn’t sufficiently 
been addressed. In the new version European investors may invest in non-EU 
securitized products as long as they comply with the general securitization 
rules defined by the European Commission. Additionally, non-EU securitized 
products can apply for STS status.

The European Commission divides the securitized products landscape into 
“long- term” and “short-term” securitizations, “cash” underlying assets and 
“synthetics,” simple securitizations and “resecuritizations.” However, the par-
celing could have been even more granular, acknowledging the differences 
between balance sheet transactions and open market ones (cf. matrix chart, 
Sect. 16.2). Indeed, there is a better alignment of interest in open market 
actively managed transactions (where a manager buys loans originated by oth-
ers and is paid when they perform) than in balance sheet transactions. In 
the latter case the bank has originated the loans itself and securitizes them 
to free its balance sheet. The bank benefits from asymmetric information on 
the quality of the assets securitized. The bank can hardly be impartial when 
it directly benefits from choosing to securitize its weaker credits or creating 
structures with more lenient terms.

Interestingly Guillaume Eliet, managing director of regulation policy at 
the French agency, the AMF, said “There should be a regulated entity to 
manage the vehicle in the interests of investors at every step and to make 
sure there is no conflict of interest.”11 The comment was intended to mean 
that a regulated entity should determine whether a deal is STS or not (as 
opposed to the European Commission’s proposal that it be determined by 
the originator/sponsor of the deal). However, Managers of CLOs (deemed 
non STS by SR) ironically fit the description. They are regulated and “man-
age the vehicle in the interests of investors at every step” thanks to proper 
incentives (see Sect. 16.4).

Across all securitized products, the volume of balance sheet transactions is 
far larger than that of open market deals. This may explain why both US and 

11 “France warns that EU securitisation push lacks ambition,” Financial Times, October 2015.
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European regulation have disregarded this critical difference. However open 
market deals have the potential to grow significantly if they aren’t too highly 
penalized by regulation. In the USA, open market CLOs were among the first 
securitizations to reemerge post crisis. Sect. 16.4 will advocate for a differenti-
ated treatment.

Proposal 1 Create a separate category for “open market” securitizations 
and give some credit to the transparency and alignment of interest they 
provide when considering risk retention levels.

16.3.3  Additional Rules Specific to STS Securitizations

Why did the European Commission insist on making securitization “simple, 
transparent and standardized”? Securitization is complex because hundreds 
to thousands of credits are pooled together. The assessment of risk no longer 
relies on the knowledge of a specific borrower but becomes statistical, focus-
ing on aggregated metrics. Securitization is opaque because tranche investors 
did not grant individual loans themselves. They relied on an originator to cre-
ate the loans, a syndicator to create the securitization and sometimes a man-
ager to oversee it after creation. The interests of these parties are not always 
well aligned with the investor. Securitization is not standardized because each 
time an issuer wishes to sell credits to a more or less diversified investor base, it 
draws structurers, lawyers and rating agencies into the negotiation of a unique 
contract. This contract is often hundreds of pages long and reflects the tug of 
war between all of the participants and especially between senior and junior 
investors of a securitization.

The European Commission made 29 proposals to mitigate those issues and 
grant the STS label (see Annex). We will highlight a few with the asset classes 
which fail a requirement in parenthesis. A “simple” securitization cannot be 
actively managed on a discretionary basis (CLO) nor can it be a resecuri-
tization (CDO^2). It cannot contain “transferable securities”, in particular, 
bonds (CLO, CBO) or loans to credit impaired borrowers (Non Performing 
Loan RMBS). To be considered “transparent” the repayment of a securitiza-
tion’s tranches cannot rely on asset sales (CMBS) and there must be at least 
five years of historical data available on the underlying assets. To be consid-
ered “standard” a securitization’s originator/sponsor must satisfy “risk reten-
tion” and the payments on its tranches must be sequential at least as soon as 
credit metrics fail predefined tests.

 D. Héant et al.
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Interestingly, the Volcker Rule in the Dodd–Frank Act (US regulation) 
also prohibits banks from owning CLO tranches with underlying bonds. This 
caused CLOs issued prior to the regulation and not grandfathered in to sell 
their high yield bonds and amend their legal documentation (which required 
the approval of a majority of all the investors in each tranche, investors who 
are not always aligned in their interests). Though the process was very tedious 
and less than half of former CLOs became compliant (thus forcing banks 
to sell their positions), US CLOs did not have a very large portion of their 
assets invested in bonds so the economic impact of the transition was muted. 
In Europe however, CLOs have a larger allocation to bonds due to a smaller 
leveraged loan market. Above and beyond a regulation’s restrictiveness, the 
decision to make it apply retroactively to previously issued deals, which deals 
to grandfather in and how long non-compliance is tolerated, are particu-
larly sensitive. When poorly handled, synchronized expeditious sales of non- 
compliant deals can cause large losses to financial institutions.

16.3.4  Issues Arising from the Regulation

While the European Commission rightly requires originators to report cer-
tain metrics on a regular basis it does not specify the underlying loan data to 
be made available (even though they require that same data of investors for 
due diligence) nor does it insist on metric quality. Companies are audited so 
the risk of fraudulent metrics is greatly reduced but individuals are not held 
accountable to the same degree. Many issues in US subprime securitizations 
came from originators allowing individuals to declare their income themselves 
(“stated income” versus “verified income”).

Proposal 2 Consumer-based (student loans, mortgages, etc.) securiti-
zation originators must require proof of certain metrics, in particular 
income.

SR states that “Originators, sponsors and SSPE’s should make freely 
available the information to investors, […] on a website […] such as the 
‘European Datawarehouse’.” Centralization and easy access to information is 
indeed paramount. The European Commission could go a step further and 
extend France’s recent Macron Law, Article 169 to the EU.12 The law allows 
the French central bank to share the FIBEN database (which includes pro-

12 Macron law, Article 169 modifying section L. 144-1 of the Monetary and Financial Code.
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prietary ratings on companies) with banks, central banks, insurance com-
panies and asset managers as was recommended by the French Council of 
Economic Analysis. The Bank of England and the ECB also support the effort 
towards “the availability of key performance metrics” on Small and Medium 
Enterprises (SMEs).13 The framework could be further extended to individu-
als (Americans have FICO scores). However, great caution must be  exercised 
in the choice of metrics utilized and the protection of sensitive personal 
information.

Proposal 3 Allow central banks across the EU to share with financial 
firms the data they have on companies’ creditworthiness (extension of the 
Macron Law, Article 169). Similarly a credit rating score for individuals 
could be developed.

Again in the spirit of transparency, the European Commission has required 
that originator/sponsors provide a model of each securitization’s cashflow pay-
ments. Given the bias of a seller to make a securitization appear at its best 
by tweaking one of the dozens of parameters of the model, it would be even 
better to require that an independent modeler also be in charge of that pro-
cess. Today Intex has established itself in a number of asset classes and pro-
vides helpful modeling over the life of a deal. However, they do not model a 
securitization until after it is sold to investors and there are often significant 
differences between a bank’s cashflows and those on Intex immediately post- 
sale. Furthermore, while most US RMBS and open market CLOs are already 
well modeled on Intex this is not the case for all student loan deals or balance 
sheet securitizations. Moody’s Analytics and Bloomberg are both ramping up 
their cashflow modeling capabilities, which should provide diversity of opin-
ion and enhanced asset coverage for investors.

Proposal 4 An independent securitization modeling company should 
model each securitization prior to sale to investors. That company’s 
main source of income should be investor access fees not fees from the 
originator/sponsor.

The Commission mentions the possibility to securitize loans to SMEs. 
“First of all, [the policy options] should help SME financing through two 
specific channels: SME lending, through SME ABS, and short-term lend-
ing, through simple and transparent ABCP conduits. Secondly, the initiative 

13 Bank of England, European Central Bank, March 2015.
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should provide banks with a tool for transferring risk off their balance sheets.” 
Not all loans are well suited for securitization. In the USA “middle market” 
CLOs have emerged (see issuance chart, Sect. 14.4.2) but middle market 
loans (MML) are to companies with an EBITDA (earnings before interest, 
taxes, depreciation and amortization) between $10 million and $60 million. 
For very small companies, proximity with a banker and exchange of informa-
tion on an ongoing basis have advantages that securitization cannot provide. 
Furthermore, middle market loans are quasi-illiquid, meaning that they can 
rarely be sold on a secondary market. In that sense they are very similar to a 
mortgage but the balance of the loan is larger.

Proposal 5 Regulators should tread with caution in securitizations involv-
ing SME loans. A higher level of risk retention could be warranted.

Regardless of whether SME CLOs emerge in Europe, banks will get 
relief from other types of securitization and those funds could benefit SMEs 
through a trickledown effect. Alternatively, a securitization used as collateral 
for the central bank but where no tranches are sold to third party investors 
could be a favourable intermediate solution. In France, five large banks (BNP 
Paribas, BPCE, Crédit Agricole, HSBC France and Société Générale) issued 
€2.65 billion of ESNI (Euro Secured Notes Issuer) securities on their corpo-
rate loans in April 2014.14

Alongside the publication of SR, the European Commission also proposed 
a regulation amending CRR. Capital treatment for securitization is still very 
punitive but the new regulation provides some relief. Capital charges on the 
senior tranche of a securitization are capped to the level of capital required 
on its underlying loans. This cap makes sense as a senior tranche on a pool of 
loans carries less risk than that pool of loans!

However, rules have become so complex that banks are having a hard time 
calculating the capital required for Basel III and for the Federal Reserve’s 
“Comprehensive Capital Analysis and Review” (CCAR). Convergence of 
regional regulation on capital quality, leverage ratios, liquidity leverage ratio 
and net stable funding ratio is critical.

Proposal 6 Regulators should assist banks in their Basel III capital cal-
culation (Risk-Weighted-Assets computed from “Supervisory Formula 

14 AGEFI: http://www.agefi.fr/articles/la-bce-adoube-le-vehicule-de-titrisation-de-la-place-de-paris- 
1367847.html.
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Approach” (SFA) and “Simplified Supervisory Approach” (SSFA) 
methods,15 in particular by providing a centralized database.

The positive impact of the capital relief in the CRR amendment may be 
completely muted by other regulations. In particular an interim impact analy-
sis for the Fundamental Review of the Trading Book (FRTB) was released 
in November 2015 by the Basel Committee on Banking Supervision.16 
J.P. Morgan’s research assessed the capital charge on some junior debt tranches 
of CLOs for example to be between two to three times the market value 
of the position.17 This was particularly troubling as a bank can only lose 
its capital once on any tranche purchased. The level of capital required on 
CLO AA tranches was over 40 times the level required under Basel 2.5 rules. 
J.P. Morgan said: “We reiterate that the FRTB rules as currently proposed 
would result in bank capital charges for fixed income trading books becoming 
extremely onerous and could lead to drastic changes in the pricing of inven-
tory (to cover higher capital costs), downsizing of operations, or an exit of 
some broker dealers. There could be unintended collateral damage to the real 
economy given CLOs’ provision of liquidity and financing to corporates.” 
The rationale for these levels of capital charges was unclear. Several associa-
tions representing financial markets’ participants wrote an open letter to the 
Federal Reserve and other regulators to reach a more viable agreement.18

The final FRTB rules (see Table  16.1) are to be implemented in 2019, 
though most banks are already adapting to them in anticipation. Though far 
more onerous than Basel 2.5’s charges, they are still more reasonable than the 
November 2015 proposal. For example, a generic AA rated CLO tranche will 
require a bank to keep 20 % of its market value on its balance sheet which is 
9.6 times the ~2 % currently required under Basel 2.5 but far less than the 
95 % initially suggested. This illustrates the iterative nature of regulations in 
striking a balance between stability and growth (Table 16.1).

J.P. Morgan’s assessment is only at the tranche level. Above and beyond 
CLOs, rules on correlation inter- and intra-asset classes may decrease the 
additional capital needed for the bank to comply with FRTB on their aggre-
gated balance sheet.

Informal discussions with banks’ trading desks suggest that the rules make 
structured products less attractive to the point where banks may chose to exit 

15 Cf. (Basel Committee on Banking Supervision, December 2012).
16 http://www.bis.org/bcbs/publ/d346.htm.
17 J.P. Morgan, 5 November 2015.
18 http://www.sifma.org/issues/item.aspx?id=8589957660.
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some asset classes entirely. The warning is credible as many banks have already 
curtailed or exited some of their fixed income trading businesses over the last 
couple of years, partly due to regulation.19 This will be detrimental to invest-
ment liquidity: the ability for an investor to buy or sell an asset quickly and in 
large size without affecting its price or incurring large transaction costs.

Quantifying the impact of specific regulation on asset liquidity is beyond 
the scope of this chapter, but it is a central concern of institutional investors as 
well as some regulators such as the US treasury which stated that “regulations 
have created multiple constraints likely to curtail liquidity when it is really 
needed.”20 The process of writing wise new regulation is made more complex 
by its interaction with existing and forecasted regulations.

Proposal 7 Regulatory institutions must cooperate with each other and 
ask for market representatives’ comments to achieve best results. A review 
of regulation should be conducted after it is enacted to track whether its 
impact on investment liquidity, market competition, business consolida-
tions and exits isn’t so severe as to outweigh its benefits.

The European Commission exempts “public authority”-backed securitiza-
tion from certain constraints. “In accordance with existing EU law, certain 
exceptions should be made for cases when securitised exposures are fully, 
unconditionally and irrevocably guaranteed by in particular public authori-
ties.” More detail should be provided on what the European Commission has 
in mind. Is this sentence a placeholder for legislation on future guaranteed 

19 http://www.businessfinancenews.com/26659-morgan-stanley-to-dismiss-400-employees/.
20 https://www.treasury.gov/resource-center/data-chart-center/quarterly-refunding/Documents/
Charge_2.pdf.

Table 16.1 Estimated Capital Requirement for CLOs under FRTB

Current SSFA Proposed FRTB Final FRTB

Rating Credit Quality

Risk 
weight 
(in %)

Capital as 
% of MV 

(in %)

Risk 
weight 
(in %)

Capital as 
% of MV 

(in %)

Risk 
weight 
(in %)

Capital as 
% of MV 

(in %)

Capital 
ratio to 
current 

SSFA

AAA Senior IG 20 2 328 34 86 9 4.3
AA non- Senior IG 40 2 908 95 192 20 9.6
A non- Senior IG 43 4 1137 119 357 37 8.3
BBB non- Senior IG 187 20 1389 146 608 64 3.2
BB HY/NR 602 63 2673 281 1043 109 1.7
B HY/NR 1190 125 3035 319 1404 147 1.2
Equity HY/NR 1250 131 2319 243 1359 143 1.1

Data Reproduced with the kind permission of J.P. Morgan
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securitized products? What type of institution would qualify for these exemp-
tions? Not all European “public authorities” have the same creditworthiness, 
and guarantees on securitized tranches should not be given lightly. A review 
of the Fannie Mae and Freddie Mac bailout during the 2008 crisis could be 
useful in assessing the negative consequences of a public authority backing 
securitizations.

Proposal 8 Provide more clarity and limits to exemptions from regula-
tion by “public authorities.”

16.4  Case Study: CLO: High Yield Corporate 
Financing

16.4.1  CLO Characteristics

Open market CLOs differ from other securitizations in two important ways. 
Firstly, their underlying corporate loans are quoted daily on secondary mar-

kets with reasonable liquidity. While only the originator has detailed knowl-
edge of the credit quality of a student loan or a mortgage, corporate loans 
are initially underwritten by multiple credit firms and the loan is continually 
traded. The price at which the corporate loan is exchanged carries a lot of 
information on the credit quality of the company it references. This reduces 
the information asymmetry between the originator and end investor and 
potential moral hazard. While a student loan is in the tens of thousands of 
dollars and an average mortgage is in the hundreds of thousands of dollars, a 
corporate leveraged loan is in the hundreds of millions of dollars. The larger 
size entices more credit analysts to study that loan’s value, providing a trans-
parency which is unique in the securitized sector. Additionally, companies’ 
financial statements are audited, which further reduces the risk of fraudulent 
information being conveyed to investors.

Secondly, an open market CLO is actively managed. The “manager” is in 
charge of swapping corporate loans which might be undergoing credit stress 
with others which offer better loss adjusted prospects. These trades are regu-
lated by dozens of rules in a contract agreed to by all investors and the man-
ager at investment inception. The manager receives a subordinate management 
fee and incentive fee dependent on the performance of the CLO, aligning 
his interests with those of tranche investors. While there is more uncertainty 
through time on the loans held in an actively managed CLOs than in a static 
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RMBS (which is probably why the European Commission excluded CLOs 
from being STS), there is also closer monitoring and possible avoidance of 
credit deterioration. Detailed monthly reports on CLO  positions have further 
mitigated the negatives of this tradeoff. A manager’s ability to reinvest the 
proceeds of loan sales and prepayment through a crisis can materially enhance 
investors’ returns while a static structure would be handcuffed. Static structures 
in a crisis are generally better for senior tranches while actively managed struc-
tures can be better for junior tranches. Figure 16.5, provided by Citigroup,21 
shows how CLO managers are able to reduce their clients’ exposure to defaults, 
and achieve good performance even during times of financial stress (Fig. 16.5).

The structural and credit features described shape investors returns. While 
US RMBS performance through the 2008 crisis was abysmal, US open 
market CLOs issued in 2006-2007 have on average compensated investors 
well (see Fig. 16.5, RHS for distribution of returns on the most subordinate 
tranche). Using Moody’s historical data, Citigroup provides some insight into 
default rates on debt tranches of corporates, RMBS, CMBS and CLO (see 
Table 16.2). The data is provided for five- and ten-year averages over the last 
20 years. CLOs both in the USA and Europe compare favourably with other 
asset classes even though they include pre 2003 issuance when CLOs were 
mainly composed of corporate bonds rather than loans and experienced high 
defaults during the 2001 crisis (Table 16.2, Figs. 16.6 and 16.7).

Taking a step back, corporate securitization is not a replacement for stan-
dard corporate credit funds or banks’ balance sheets. In fact, these different 
types of investors coexist beneficially. When standard funds must liquidate 
loans in times of duress, CLOs are a natural buyer. Symmetrically, CLOs 

21 Loan retention vehicle (and CLO) investment primer, Citigroup, September 2015.

Fig. 16.5 Loan defaults (%) in CLO vs. the market and CLO Equity return distribu-
tion through the crisis (for deals issued 2005-2007). (Source: Charts published 
courtesy of Citigroup)
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cannot function properly without the availability of a liquid secondary credit 
market fostered by standard funds. In the USA both CLOs and standard credit 
funds are well developed (see Fig. 16.7 on leveraged loans funding sources) 

Table 16.2 Global CLO Cumulative Loss Rate (1993–2014)

Cohort Size 5 Yrs (in %) 10 Yrs (in %)

US CLO Aaa 1916 0.0 0.0
US CLO Aa 906 0.0 0.0
US CLO A 912 0.0 0.0
US CLO Baa 1055 0.3 2.6
US CLO Ba 731 1.4 12.7
US CLO B 104 15.9
EUR CLO Aaa 468 0.0 0.0
EUR CLO Aa 290 0.0 0.0
EUR CLO A 280 0.0 0.0
EUR CLO Baa 357 0.2 0.2
EUR CLO Ba 225 2.7 4.0
EUR CLO B 42 5.0 7.8
US Investment Grade n. d. 0.7
US Speculative Grade n. d. 13.3
US ABS (IG) 17941 1.7 3.8
US ABS (SG) 347 24.4 41
US subprime RMBS (IG) 22842 43.5 57.2
US subprime RMBS (SG) 1108 91.8 95.9
US CMBS (IG) 11970 9.8 15.6
US CMBS (SG) 2762 35.0 60.9
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while in Europe both are in nascent stages. The last section of this chapter will 
focus on measures to encourage the development of better corporate credit 
markets through insolvency legislation reform.

16.4.2  Level of Risk Retention Capital

Before the 2008 crisis investors required that managers invest a significant 
amount of their own capital (a few million dollars) in the riskiest tranche 
of the CLO (equity) alongside their investors. The profit on this investment 
was added to subordinate management fees paid after debt received its inter-
est payment and the incentive fee which managers receive after the equity 
tranche had achieved a 12 % return on investment.22 The equity commitment 
was large enough to ensure alignment of interest but reasonable enough so 
small managers could be economically viable.

After the subprime crisis, regulators understandably wished to correct the 
misalignment of interest between originators and investors across all secu-
ritizations. Europe got a head start at “risk retention” or “skin in the game” 
regulation in January 2011 with Article 122a of the Capital Requirements 

22 The incentive fee return hurdle is generally 12 % but it varies in each CLO, in practice between 10 % 
and 15 %.
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Directive,23 and CRD4 (May 2013),24 followed in the USA by section 941 
du Dodd–Frank Act (October 2014).25 The European version of risk reten-
tion was covered in Sect. 16.3.3 and requires that the originator/sponsor of a 
securitization keep an economic interest of 5 % in each CLO.

While the 5 % risk retention regulation makes perfect sense for an “origi-
nate to distribute” business model or balance sheet securitizations, it is unclear 
that it is useful for open market CLOs which already had subordinate man-
agement fees, incentive fees and often 1 % of capital invested in the riskiest 
tranche. However, more risk retention will always appear safer so the costs of 
that marginal increase in safety must be evaluated.

There are CLO managers harboured by large investment banks (e.g. CSAM), 
insurance companies (e.g. AXA) or asset managers (e.g. Blackrock), but there 
are also some standalone firms managing a few CLOs which are known only 
in their field. The latter “boutiques” have a few dozen employees and issue 
around two CLOs a year. Risk retention will be around $25 million per CLO 
($500 million * 5 %) while ordinary average yearly revenue from each CLO 
is $2.5 million (0.5 % * $500 million).26 These “boutiques” are insufficiently 
capitalized for that business model even assuming it makes economic sense. 
To comply with regulations they will either need a large injection of capital 
or to be acquired by the larger managers who have long-term capital to spare. 
While there was worldwide debate post-crisis concerning the moral hazard of 
“too big to fail”, risk retention regulation has ironically resulted in “too small 
to survive” regulation in the CLO market.

If most CLO managers were large the regulator might consider boutique 
manager disappearance a small price to pay for increased market stability, 
but in fact a majority of managers are small. Citi research estimates that only 
CLO managers with $5 billion in post-crisis CLOs (CLO 2.0) would be able 
to invest 5 % in their future CLOs without any outside financing or coin-
vestment. “Just one third of US CLO managers will (barely) be able to issue 
and retain 5% risk without additional help, which will raise investor concern 
about manager concentration.”27 Assuming some of the smaller managers can 
access reasonably priced financing on 80 % of their vertical strip, Citigroup 
research estimated that up to 80 % of managers could survive the regulation, 
but that now seems optimistic. Even some of the largest CLO managers are 

23 Committee of European Banking Supervisors, December 2010.
24 Cf. http://ec.europa.eu/finance/bank/regcapital/legislation-in-force/index_en.htm#maincontentSec1.
25 https://www.fdic.gov/regulations/reform/dfa_selections.html#941.
26 CLO incentive fees are only distributed after the CLO Equity achieves an IRR around 12 %, which is 
generally after the deal is liquidated (four to ten years after issuance).
27 Vertical Slice Financing: A Sensible CLO Solution, Citigroup, August 2015.
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trying to sell their firms to large insurance companies or private equity firms 
which can commit the capital required.28 The volume of US CLOs issued in 
2016 as of October 30th is down around 36 % relative to what it was at the 
same time in 2015. The US market could follow the post-crisis European 
path. While corporate financing backed by CLO issuance in Europe in 2014 
was 34 % of 2007 levels, in the USA Broadly Syndicated Loan (BSL) CLOs 
achieved ~130 % (risk retention will apply in December 2016) (Fig. 16.8).

In better news, some CLO managers have anticipated the December 2016 
deadline by issuing compliant deals. They are signaling to skeptical investors 
that they can survive the regulation, which gives them a marketing advantage. 
They are also focusing on US/Europe dual compliance (which we discuss in 
Sect. 16.4.3). Recently the law firm Maples and Calder conducted a survey of 
CLO managers,29 which supports the hope that at least a third and potentially 
half of 2015 managers would be able to comply with regulation (Figs. 16.9 
and 16.10).

As discussed in Sect. 16.3.2 guessing how much of EU CLOs’ demise is 
due to economic reasons and how much is due to regulation is tricky. After 
risk retention regulation is implemented in December 2016, US issuance vol-
umes could plummet as they have in Europe but there could also be height-

28 http://www.bloomberg.com/news/articles/2015-11-05/conning-to-buy-octagon-in-junk-bet- 
add-12-8-billion-of-assets.
29 http://www.maplesandcalder.com/fileadmin/uploads/maples/Documents/PDFs/Risk_Retention_
Survey_of_US_CLO_Managers_-_Feb2016.pdf.

Fig. 16.8 US and Euro CLO Annual Issuance (Source: Intex, S&P, Moody’s, Wells 
Fargo Securities. Published with the kind permission of Wells Fargo Securities)
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ened merger activity, with very large managers issuing at a faster pace to make 
up for some of the lost volume.

In anticipation of the deadline for this paradigm shifting regulation, man-
agers have been searching for legal solutions to dilute the amount of capital 
they must ultimately commit to risk retention. Many managers will choose to 
comply with the “vertical strip” option (see Sect. 16.3.2). As they do not have 
enough capital to put to work they will find banks or insurance companies 
to provide financing (up to around 80 %) on that strip. This financing must 
be long-term locked up capital as boutique managers cannot risk margin calls 
on assets they cannot sell per the law. Unfortunately, banks are unlikely to be 

28%

16%
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40%

RR in place

Expected to commit shortly

Planning, s�ll Undecided

Other
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Fig. 16.9 Risk Retention Survey of CLO Managers Active in 2015 (Source: Maples 
and Calder. Reproduced with the kind permission of Maples and Calder)

Fig. 16.10 % of US Risk-Retention Compliant New Issue Deals Increasing (Source: 
Morgan Stanley Research, S&P LCD.  Reproduced with the kind permission of 
Morgan Stanley)
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able to provide such financing as the capital treatment of such investments is 
quite unfavourable in Basel III.

Above and beyond financing, managers in the USA may seek partners to 
shoulder the risk retention piece in Manager Owned Affiliated funds (MOA) 
or Capitalized Manager Vehicles (CMV). US GAAP (generally accepted 
accounting principles) would allow a manager to “control” an MOA with 
only 10–20 % of economic ownership which will result in the retention capi-
tal being 0.5 % to 1 % (10–20 % economic interest * 5 % risk retention). 
This solution requires less capital than investors were asking of managers pre- 
crisis and it will result in lower to no liquidity on the commitment made by 
the partnering investors. It may also subject these investors to cross collateral-
ization risk (investors would no longer be exposed to only one CLO at a time) 
and manager counterparty risk. Before this regulation the bankruptcy of a 
small manager had no economic impact on a CLO investor, as the manager 
merely provided a credit analysis service and did not “own” the assets. These 
solutions to the regulation increase systemic risk, decrease investor flexibility 
and safety and in my view do not even satisfy the spirit of the law, as the “skin 
in the game” must be diluted. Some of these schemes are bound to backfire. 
Michael Hanin, a legal specialist, mentioned: “The fact that regulators know 
the industry was disappointed, at least in part, by those final rules, is a recipe 
for increased regulatory focus”.30 A simpler rule could have been proposed 
which would have been subject to less interpretation.

Proposal 9 Open market CLO managers should only be required to retain 
1 % of the sum of the initial liabilities. That capital should be invested 
solely in the equity tranche of the securitization. It should be provided by 
the manager, not through an affiliate fund, that is, that 1 % should not 
be diluted. The “Qualified CLO” proposal by the LSTA should be given 
due consideration as a best effort suggestion by the industry to satisfy the 
spirit of regulation.31

This 1% rule would apply to open market CLOs only; in the case of bal-
ance sheet CLOs just as in all balance sheet securitizations, the 5 % regulation 
is appropriate and does not apply disproportionate pressure as the issuing 
entities are generally large institutions which can and already usually retain 

30 Creditflux, October 2015.
31 http://webcache.googleusercontent.com/search?q=cache:7fBTLRnQBGsJ:www.lsta.org/document/
default/download/file/f08638f5-9a98-11e5-af38-0050568e41f7+&cd=1&hl=en&ct=clnk&gl=us.
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that capital. Each securitization sector must be thoroughly investigated to 
determine the appropriate level of risk retention.

Unfortunately, regulation is often quite political. In the USA the mortgage 
sector at the heart of the subprime crisis was exempted from risk retention 
in the case of “qualified mortgages.” Similar exemptions prevail in auto loans 
because of the powerful automobile lobby. Senator Barney Frank “said one of 
the shortfalls of the Dodd-Frank Act was the exclusion of auto dealers from 
regulation by the Consumer Financial Protection Bureau. Frank said auto 
dealers lobbied their way out of the Act. Global banks ‘don’t even come close’ 
to the political power that auto dealers have.”32

CLOs are not the only way to finance medium sized corporations’ projects, 
but they are an efficient one which should not be disregarded especially when 
so much financing relies on banks in Europe with weak risk appetite in the 
post-crisis environment. A simple rule, not easily circumvented through legal 
loopholes, but with a risk retention level which enables boutiques to survive 
should be preferred.

Proposal 10 Regulators could observe market evolution and increase or 
decrease risk retention level within the existing framework to speed up or 
slow down securitization in the same way that central banks use the inter-
est rate to manage the economy.

16.4.3  International Convergence

We will now examine how various regional regulators introduce legal com-
plexity even when the spirit of their rules coincides.

Investors benefit from regional diversification and the ability to invest 
everywhere increases the allocation of capital to where it is most productive. 
It is beneficial to investors, to companies and to the global economy. When 
regulation is complex but also regionally determined it becomes very difficult, 
onerous and sometimes impossible for institutions to comply with regula-
tions everywhere. In the case of CLO risk retention both the European and 
American regulators require 5 % retention but the format of ownership is 
different. In particular:

 1) The notional on which the 5 % is applied is the sum of the face value of all 
liabilities at inception in the USA and the sum of the face value of all assets 

32 http://www.globalcapital.com/article/q77tcy6bg69s/risk-retention-exemption-riles-barney-frank.
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at all times in Europe. The American rule is preferable because compliance 
need be calculated only at inception. If a manager buys a loan at a price of 
95 with a face value of 100 then he might have increased his investors’ 
profits but the risk retention capital he retains in the structure will need to 
be increased as the face value of his assets has increased. Thus European 
CLO managers must invest more than 5 % in their CLOs in case they 
manage the structure profitably! The uncertainty around capital needed in 
time and the misalignment of incentives (what is good for investors is bad 
for the manager) is unfortunate.

 2) A European “sponsor” must be MIFID compliant,33 but US managers 
cannot obtain that accreditation without having a European affiliate. There 
is no valid ground for that protectionism.

In summary, a European a manager can comply through the Sponsor route 
or the Originator route. In the USA a manager can comply through the 
Manager Owned Affiliate route or Capitalized Manager route (Figs.  16.11 
and 16.12).

As US Managers can rarely be MIFID compliant, if they wish to have 
European investors they must be a European “originator.” Citigroup’s illus-
tration below depicts a solution lawyers are currently contemplating for dual 
compliance (US MOA and EU Originator) (Fig. 16.13).

European regulators wish to promote “simple” securitizations but regional 
divergence in regulation results in anything but simplicity!

33 Markets in Financial Instruments Directive.

Fig. 16.11 Sponsor and Originator (Source: Citi Research. Reproduced with the 
kind permission of Citi Research)
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Proposal 10 Ensure harmonization of risk retention rules between the 
European Union (EU) and the USA.

16.5  Insolvency Law Reform in Europe

As mentioned in Sect. 16.4.1, CLOs benefit from a healthy competitive 
corporate loan market with a large diversified pool of investors. In Europe, 
unfortunately, investors must hire both sector experts (industrials, healthcare, 
telecoms, etc) as well as regional legal experts (France, the UK, Spain, etc.). 

Fig. 16.12 Majority Owned Affiliate and Capitalized Manager Vehicle (Source: 
Citi Research. Reproduced with the kind permission of Citi Research)

Fig. 16.13 Potential solution for dual compliance (US MOA & EU Originator). 
(Source: Citi Research. Reproduced with the kind permission of Citi Research)
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This is costly to financial institutions so they restrict their footprint in some 
countries. As a result, financial markets are shallower in Europe than in the 
USA. Greater convergence of insolvency law across Europe would go a long 
way to reduce investors’ burden in assessing the outcome of a failed invest-
ment. It would also achieve an important step towards the European Capital 
Markets Union on regulators’ agenda.

Proposal 11 European countries’ insolvency laws should converge 
towards a framework similar to the American Chapter 11.

What follows is much inspired by the French case, but many European 
countries experience similar issues. Convergence of European countries’ insol-
vency law would:

 1) Unify conditions governing the calculation of loss given default in under-
lying corporations in order to achieve uniform EU-wide rules and level the 
playing field.

 2) Grant investors a certain degree of predictability of the level of loss given 
default. The US rule provides investors with the certainty that their level 
of loss will depend almost entirely on the borrower’s distress level and their 
seniority ranking. In France, and more generally in Europe, investors face 
risks related to inefficient law and insufficiently trained courts.

 3) Restore the balance between the rights of creditors and shareholders. 
French insolvency law sometimes gives all the power to shareholders, even 
though they bear none of the negative consequences of their decisions, as 
they have already lost all of their investment in the debtor company. Such 
situations, which economists call moral hazard, make firms and their cred-
itors, including their employees, worse off. No wonder capital investors as 
well as lenders are reluctant to invest when French firms, while remaining 
viable, experience financial distress. This is why the market for funding 
distressed firms is underdeveloped in France compared to its major trade 
partners. As a result, the cost of credit for distressed firms is overly expen-
sive. Interest rates in the 15–30 % range and overcollateralization where 
the value of assets pledged to lenders is four to five times the amount lent, 
are not unusual.

 4) More specifically, overhaul French insolvency law to give viable businesses 
the best chance of recovery and success, and cause the least possible harm 
to stakeholders of failed businesses, that is, customers, employees, suppli-
ers, lenders, shareholders, and even the wider community, including pub-
lic finances.
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16.5.1  Firms of Significant Size (Debt Could be Securitized)

It is necessary to prevent the shareholders of viable distressed firms who 
refuse to take responsibility from delaying settlement. Similarly, unsecured 
creditors and junior creditors should be prevented from blocking any trans-
fer, balance sheet restructuring or debt reduction that would allow the firm 
to survive.

Providing strong incentives to shareholders and creditors to negotiate a 
contractual agreement consistent with their respective rights and interests as 
quickly as possible should be preferred. Therefore, the rules of collective pro-
ceedings must respect existing agreements between the various categories of 
investors as much as possible. These rules should carefully avoid any breach of 
equality caused by undue wealth transfers as a result of a substantial change in 
the order of priority of payments and loss absorption.

If negotiations fail, transfer of control must be to the benefit of so-called 
pivotal creditors. These stakeholders should be identified once the company’s 
value has been assessed and creditors’ claims have been ranked according to 
their priority rights.

Creditors shall be classified into three broad categories. Senior creditors 
can expect to recover their entire claim while junior creditors’ claim shall be 
written off. In the middle, the so-called pivotal creditors will recover only a 
portion of their debt and make a tradeoff while assessing the viability of the 
company.

Only they should be entitled to choose the best outcome for they are 
the only ones to suffer the economic consequences of their decisions. The 
financial outcome of the other categories of creditors having already been 
established contractually, they are not required to take additional risk. Pivotal 
creditors should thus have the opportunity to convert their claims into shares 
and replace the initial shareholder who disappears.

In this framework, the judge enters the battlefield only once the war is 
over. He either validates and enforces the agreement between stakeholders 
or supplements it if negotiations have failed. The judge’s decision to evict 
stakeholders must be so certain it constitutes a sword of Damocles for share-
holders reluctant to deal with creditors. Avoiding to call upon a judge offers 
multiple benefits: the stakeholders reduce their cost of litigation; the company 
decreases the value destroyed by long and uncertain insolvency proceedings; 
the community does not bear the cost of the procedure. This virtuous sword 
of Damocles ensures the pertinence of negotiated solutions, while the uncer-
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tainty that currently weighs on creditors (particularly pivotal creditors) has 
the opposite perverse effect.

This type of procedure is at the heart of the American Chapter 11, a frame-
work which deserves to be broadcast throughout Europe. In the USA, it has 
allowed companies to quickly find new resources and rebound on a healthier 
basis.

16.5.2  Small and Medium Businesses

For these businesses (with a balance sheet size too small to absorb the costs 
involved in insolvency proceedings), there should be a simpler and faster 
procedure. Transfer of control should be in favour of secured creditors 
according to a procedure designed to minimize transaction costs. Banks play 
a central role in this type of procedure; British and Swedish experience is 
conclusive.34

16.6  Conclusion

Regulation is a powerful medium to shape financial markets, promote stabil-
ity and orient innovation. In developed economies it has become a promi-
nent tool of governments and central bankers. Today dozens of institutions, 
hundreds of employees and thousands of pages of legislation govern what is 
legal, what is encouraged and what is not. Some rules are crafted with fore-
sight, others display very confusing features and language. The complexity 
of regulation rivals the complexity of markets, its understanding and imple-
mentation comes at large cost to financial firms and ultimately the economy. 
It is critical that each new piece of legislation weigh that burden and ben-
efit with great wisdom. The balance between overly broad legislation that 
wrongly crushes a small subsector, and overly minute rules which hinder 
innovation and could be circumvented, is a hard one to strike. As the French 
revolutionaries duly noted, “great responsibility follows inseparably from 
great power.”35

34 For further reference see a Praxis report on business support (Club Praxis, November 2013), a report by 
the think tank Law & Growth with the support of Labex Louis Bachelier (Droit & Croissance, November 
2014) and the proposals from the Council of Economic Analysis (Plantin, Thesmar & Tirole, 2013).
35 Convention Nationale, May 1793.
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16.7  Annex

Appendix A.1 Summary of Simple, Transparent and Standardised (STS) Securitisation 
Criteria (Source: European Commission and Nomura)

Requirement 
type Component Requirement

Simplicity Transfer of 
Assets

Asset transer must be true-sale, with no severe 
claw back provisions.

Encumbrance Seller must provide representations and  
warranties that the loans are not encumbered or 
otherwise in a condition adversly affecting its 
enforceability.

Pool 
Management

Active portfolio management on a discretionary is 
not allowed

Asset Inclusion 
Criteria

The loans must meet predetermined and clearly 
defined eligibility criteria

Homogeneity The loans must be homogenous by asset type
Full Recourse The loans must be contractually binding and 

enforceable with full recourse to debtors
Re-securitisation The underlying exposures should not include  

other securitisations or transferable  
securities

Periodic 
Payments

The loans must have defined periodic  
payments streams relating to rental, principal, 
interest payment or rights to receive income 
from assets

Ordinary Course 
Underwriting

The loans must be originated in the  
ordinary course of originator’s or original  
lender’s business, and underwriting should not  
be less stringent than for loans kept on balance  
sheet

Seller Expertise Originator or original lender must have expertise 
in the underlying loans' asset type

Self-Certification For residential loans, the loan should not be 
marketed or underwritten on the premise that 
the information provided by the borrower might 
not be verified by the lender. The borrowers' 
credit worthiness must be assessed in accordance 
with the relevant regulation.

Credit 
Impairment

There should be no loans in default or loans to 
credit-impaired borrowers, at the time of transfer 
to the securitisation

Seasoning Borrowers must have made at least one payment 
prior to transfer, except in case of revolving  
deals of certain loan types (credit cards, trade 
receivables, etc).
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Requirement 
type Component Requirement

Transparency Principal 
Redemption

Repayment of bonds must not be "substantially" 
reliant on sale of assets

Historical Data Investors must have access to historical 
performance information of similar assets, for at 
least 5 years for retail exposures, and 7 years for 
non-retail exposures

Verification Independent verification for a sample of exposures 
(95% confidence level) is required

Liability Model Originator or sponsor must provide a deal 
cashflow model prior to and after securitisation

Transparency Originator/sponsor must meet transparency 
requirements of the Securitisation Regulation 
(Article 5) and provide the necessary documents 
and information before pricing

Standardisation Risk Retention Originator, sponsor or the original lender must 
satisfy the risk retention requirement of the 
Securitisation Regulation (Article 4)

Rate/FX Risk Rate and currency risks must be mitigated, and 
derivatives, if any, must be for hedging purposes 
only, underwritten and documented according to 
international standards

Interest Rates Referenced rates on assets and liabilities must be 
generally used market rates

Waterfall 
(non-revolving 
deals)

If event of enforcement/acceleration, the waterfall 
must be sequential with no substantial cash 
trapping. The structure must have performance 
triggers which result in sequential payments. 
There should be no provisions for a reverse 
waterfall and no forced liquidation of collateral

Triggers 
(revolving 
deals)

The structure should have early amortisation 
events or triggers for termination of revolving 
period (if any), based on performance of loans, 
insolvency of originator / servicer etc.

Waterfall & 
Trigger Clarity

Payment priorities and triggers must be clearly 
specified, and changes reported in a timely manner

Servicer 
Expertise

The servicer must have expertise in servicing the 
underlying loans

Servicing Process The transaction documentation must have clear 
definitions and actions relating to borrowers in 
arrears and default

Counterparty 
Roles

Responsibilities and obligations of servicer, trustee 
and other ancillary service providers must be 
clearly specified

Counterparty 
Continuity

There must be provisions to ensure continuity of 
servicer, swap providers, liquidity providers and 
other counterparties in the event of a 
counterparty default

Resolution 
Process

The transaction documentation must contain 
provisions and voting rights and how investor 
conflicts are to be resolved

Appendix A.1 (continued)
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17
Essay on the State of Research 

and Innovation in France 
and the European Union

Antoine Kornprobst and Raphael Douady

17.1  Introduction

Innovation in the economy is an important engine of growth, and no economy, 
whatever its complexity and degree of advancement, whether it is based on 
industry, agriculture, high tech or the providing of services, can be truly healthy 
without innovating actors within it. The aim of this chapter written by an 
expert in applied mathematics working in finance, not by an economist or a 
lawyer, is not to provide an exhaustive view of all the mechanisms in France and 
in Europe that seek to foster innovation in the economy and to offer solutions 
for removing all the roadblocks that still hinder innovation; indeed such a study 
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would go far beyond the scope of this chapter. What is modestly attempted 
here is firstly to show what currently works well and what needs to perfected 
as far as innovation is concerned in France and Europe, then secondly to offer 
some solutions and personal thoughts about how to boost innovation.

Those solutions will mostly be articulated through the development of 
business and research clusters such as Finance Innovation or Cap Digital that 
provide a favourable setting in which start-up companies in a particular sec-
tor of activity can be born and prosper, as well as through some European 
institutions such as the European Investment Bank (EIB) that, among its 
other missions, helps young companies, especially innovating ones, to obtain 
all the funding they need to secure their future, and to ensure not only their 
continued existence but a strong expansion of the number of jobs they offer. 
Innovation, whatever the field of activity, is not the exclusive domain of start- 
ups and Small and Medium-sized Enterprises (SMEs), of course, indeed it 
could be argued on the contrary that a majority of the economic innovation 
is made by either large multinational companies or the state behind large 
public companies or universities. Still, it is often in reality through partner-
ships between large institutional agents and small young companies, or the 
sale of a start-up to a large company, or the funding by a large company of a 
researcher’s project, that real innovation takes place, and our study will aim to 
demonstrate that fact.

In France, as in all countries, the state of innovation is best described by 
a National System of Innovation (NSI) that takes into account the actors of 
innovation (fundamental and applied researchers, innovating entrepreneurs, 
business and research clusters), the structures of innovation (SMEs, multina-
tionals, universities, the state, European institutions, etc.) and the results of 
innovation (economic growth, lower unemployment).

Innovation is always based on research in all its forms (fundamental, exper-
imental, applied) that leads to the creation of intellectual property. That intel-
lectual property can, for example, take the form of patents that are submitted 
in France to the Institut National de la Propriété Industrielle (INPI) and 
which are protected by the law for 20 years, in the form of patented inven-
tions (that do not have the same legal status as patents but enjoy equivalent 
protections) or the form of know-how protected by the laws governing trade 
secrets. Innovation in the economy could be defined as exploiting this intellec-
tual property originating from research to produce goods and services. Actual 
production is ensured by public, private or hybrid public/private companies 
that can either be the original proprietor of the intellectual property, having 
funded the research, or having rented the intellectual property through licens-
ing, or having acquired the intellectual property and associated technology by 
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purchasing a small start-up company. For instance, Google bought YouTube 
and Facebook bought What’s App.

An NSI constitutes six components: Human Resources, Public Research, 
Private Research, Relationship between Industry and Science, Innovating 
Entrepreneurs and General State Policy. Each of those components has to be 
evaluated individually and in relation to one another in order to obtain an 
overview of the state of innovation in a country. Globally, although France 
possesses excellent research and a remarkable dynamism among its actors of 
innovation, its NSI is quite poor according to a 2011 report by the European 
Commission (OECD 2014): it ranked eleventh among the European Union’s 
27 members at the time (Croatia joined in 2013), and it was classified as an 
“innovation follower” rather than an “innovation leader.” France possesses 
excellent NSI components which unfortunately tend to fail at interacting 
with each other; this results in a lot of red tape that stifles innovation.

17.2  The Tools of Innovation and Economic 
Growth

17.2.1  The Legal Framework of Innovation

17.2.1.1  Public Research and Innovation Structures

The first important characteristic of research in France that differs from 
almost all of the other OECD (Organisation for Economic Co-operation 
and Development) member states is the key part of the state in its financing. 
Indeed, the French state provides around 50 % of all research and devel-
opment expenses in France, compared with around only 30 % in Germany 
and the UK, according to a 2014 report by the OECD (2014). Moreover, 
these research expenses are not limited to traditional domains such as national 
defence or nuclear energy but extend to civilian research and development. 
The second exclusive characteristic of French research is the relatively minor 
role played in public research by the universities themselves: instead, this 
role is taken by the major public research administrations, which are recog-
nized to be among the best in the world in their respective fields of expertise. 
These public research administrations include the CNRS (Centre National 
de la Recherche Scientifique/National Centre for Scientific Research), the 
CEA (Centre d’Études Atomiques/Centre for Nuclear Research), the CNES 
(Centre National d’Études Spatiales/National Centre for Space Research), the 
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INRIA (Institut National de Recherche en Informatique et en Automatique/
National Institute for Computer Science), the INSERM (Institut National de 
la Santé et de la Recherche Médicale/National Institute for Health and Medical 
Research), the CNET (Centre National d’Études des Télécommunications/
National Centre for Information Technology), and many others, so that each 
major field of public research has its own public administration.

The CNRS, for example, has over 33,000 people on its payroll and admin-
istrates over 1,100 research laboratories (including 40 located abroad). Its 
annual budget reaches €3.3 billion, including almost €700 million of its own 
resources, which means money that comes from contracts with private sector 
counterparties, public institutions such as the ANR (Agence Nationale de la 
Recherche/National Agency for Research) or European institutions. Between 
2007 and 2011, an average of 43,000 peer-reviewed publications were pro-
duced each year under the CNRS brand and the CNRS also filled between 
600 and 800 patents each year. Those patents are often licensed to the private 
industrial sector, which can translate excellence in scientific research into real 
economic growth. Indeed, the CNRS has a long tradition of establishing joint 
ventures (3,000 per year on average) with large French industrial actors, pub-
lic universities, other public research administrations or other private research 
institutions. The CNRS is also very active as a real economy actor of its own, 
applying its research and producing economic growth through the creation, 
under the CNRS brand, of many start-up companies by members of its staff 
(more than 1,100 since 1999).

This importance of the state in French research and innovation has tradi-
tionally created a “vertical” structure where public research administrations 
were often associated with on the one hand large companies, sometimes partly 
state owned, of the aeronautics, space, nuclear, transportation, public utilities 
or telecommunications sector, or on the other with start-up companies born of 
a patent filled by a public research administration. Medium-sized companies 
in the middle were typically excluded from these arrangements, leaving them 
with only a marginal role to play in research and innovation in the French 
economy. Moreover, this vertical structure created a tendency to concentrate 
the top decision and policymaking at ministerial level (Defence Ministry, 
Transport Ministry, Education Ministry, etc.), which fostered short-term 
political interference to the detriment of a sound business strategy. Indeed, this 
vertical structure of research and innovation in the French economy was not 
immune to criticism, as the 2012 Rapport de la Mission d’Évaluation Relative 
au Soutien à l’Économie Numérique et à l’Innovation (Report of the Committee 
for the Development of the Economy and Innovation in the Digital Age) 
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(Ministère des Finances 2012), published by the Finance Ministry, under-
lined. Some of its main conclusions were:

 1. There is a vertical compartmentalization of research that, to this day, nega-
tively impacts the training, either initial or during their whole career, of 
engineers and researchers, thus limiting the potential for interdisciplinary 
collaborative work, which is essential for true innovation to take place.

 2. Since there is a partial disconnection between the world of research, domi-
nated as we have seen by public money and thus geared toward reaching 
the goals of research and innovation of the public sector, and the world of 
business and industrial development, the question of the profitability of 
the main orientations, decided at the top political level, of French research 
and innovation policies needs to be raised more often. Only a research and 
innovation policy that aims at being profitable in the medium to long term 
has a chance to foster real economic growth in the country.

 3. There is to this day too much opacity and too much rigidity in the way 
research projects are financed and not enough freedom allowed for research-
ers, especially those who are intent on creating start-up companies, to 
make their project evolve. As a matter of fact, financing is very often tied 
to a series of rules and criteria established by the state that do not always 
take into account the evolution of the economy, consumer habits, social 
structure or the environment.

These structural flaws of the traditional research and innovation structure 
in France are compounded by the worsening flaws in the French education 
and higher learning systems, and the public universities are often in compe-
tition with the Grandes Écoles (public or private) which have much more 
selective entry exams. Public universities, owing to a lack of material means 
and questionable policy decisions over the last few decades, tend to have dif-
ficulties in providing a good level of education to the students, especially at 
bachelor level (i.e. an education that will enable students to find a job). While 
the French education system is good at producing world-class researchers, 
engineers and business people, it lags behind in offering young people proper 
technical training in the IUT (Institut Universitaire de Technologie/Technical 
Training Universities) and through the deliverance of diplomas such as the 
BTS (Brevet de Technicien Supérieur/Qualified Technician Certificate), 
which are essential for innovation to work in the real economy. As a matter of 
fact, that cutting edge start-up company created by a CNRS researcher will 
need qualified IT technicians, marketing and communication people, and so 
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on, to function and develop, and that is very often difficult to find in France, 
despite persistent high unemployment.

Despite all these structural flaws in its research and innovation system, 
France has been trying since the late 1990s to correct its past mistakes and 
bring its NSI closer in terms of efficiency to those of its OECD peer coun-
tries. Many legislative and administrative decisions were taken to boost the 
efficiency of French research and innovation, and that tendency has been 
accelerating since the advent of the euro and ever closer European integra-
tion. Among the top measures taken, we can underline:

 1. Incentives to increase technological transfers between the public and pri-
vate sectors through a series of legislative measures since 1994.

 2. Creation since 2004 of business and research clusters on the American 
“Silicon Valley” model.

 3. Creation of a very attractive special tax status for researchers and employ-
ees who come and establish themselves in France at the invitation of a 
French company (Code Général des Impôts (CGI)/Tax Code, art.81.B).

 4. Creation in 2006 of the ANR and of the AERES (Agence d’Évaluation de 
le Recherche et de l’Enseignement Supérieur/National Agency for the 
Evaluation of Research and Higher Learning Education) that has since 
been renamed the Haut Conseil de l’Évaluation de le Recherche et de 
l’Enseignement Supérieur/High Council for the Evaluation of Research 
and Higher Learning Education.

 5. Establishment since 2010 of successive PIAs (Programmes d’Investissement 
d’Avenir/Programs for Future Investments).

 6. Introduction in 2008 of a new legal status for French public universities 
that grants them a higher degree of autonomy. In particular, universities 
are opening up to the public sector with the goal of developing applied 
research inside new UMRs (Unité Mixtes de Recherche/Hybrid Research 
Units), which are often administrated by the CNRS and designed to meet 
the needs of businesses.

17.2.1.2  Private Research and Innovation Structures

In recent years France has developed its legal structures to support risk capi-
tal, as in the UK. However, unlike in Germany, in France there are only a 
limited number of public–private partnership funds that specialize in sup-
porting SMEs that foster innovating technologies: according to the Rapport 
de la Mission d’Évaluation Relative au Soutien à l’Économie Numérique et à 
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l’Innovation (Ministère des Finances 2012), only three such funds existed in 
2012, but more are being created.

On the other hand, all the European Union (EU) states have created struc-
tures, whether through tax policy or legislative initiatives, to support research 
and development; such as Oséo in France, the Technology Strategy Board, 
Regional Growth Fund and Research Councils in the UK, the ZIM (Zentrales 
Innovationsprogramm Mittelstand/Central Innovation Programme) since 
2008 in Germany and the Vinnova programme in Sweden.

In France, a large selection of private research structures can be found, 
most having been created with the goal of unleashing the potential of public 
research and gearing it towards innovation in the real-world economy and the 
private sector. Among those structures, we can give the following examples:

 1. Private research centres that have been approved by the Higher Learning 
Education and Research Ministry and can therefore receive public money.

 2. Centres de Coordination de Recherche et de Développement (CCRDs/
Centres for the Coordination of Research and Economic Development) 
that have been created inside large multinational companies with the task 
of coordinating all research policies, planning re-search programmes, 
administrating laboratories and of course maximizing all possible tax 
advantages for the company by optimizing all research that it pays for with 
respect to existing government tax relief programmes and research 
subsidies.

 3. The status of Jeune Entreprise Innovante (JEI/Young Innovating Enterprise) 
that can be awarded by the Finance Ministry to new SMEs (even a one-
person company in the case of a start-up). Such a tax status confers many 
advantages to young companies on the condition that they be eligible for 
the CIR (Crédit Impôt Recherche/Tax Relief for Research), about which 
we will talk more later and which is basically a tax deduction computed 
from the amount of money a company spends on its research activities, for 
at least 15 % of its functioning costs. Moreover, at least 50 % of their capi-
tal must be held by private individuals, SCRs (Sociétes de Capital Risque/
Risk Capital Firms), FCPs (Fonds Communs de Placement/Mutual 
Investment Funds), SFIs (Sociétés Financières d’Innovation/Financial 
Firms for Innovation), public research establishments or other JEIs. If 
those conditions are met, the JEI enjoys a complete exemption from cor-
porate tax and social security contributions as well as a partial exoneration 
of capital gains tax for investors who will, at a given time, sell their shares 
in the company.
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 4. The status of Jeune Entreprise Universitaire (JEU/Young Enterprise with 
Academic Roots) was created on the model of the JEI with the same tax 
relief advantages, but is specific to companies created by researchers work-
ing for a public research and higher learning institution. The JEU status 
has been designed to encourage professors, researchers or even college 
 students to become entrepreneurs and to monetize their research in order 
to derive extra income from it and create jobs in the real economy. A JEU 
has to be created by someone working in a higher learning institution, has 
to have an economic activity based primarily on its creator’s research and 
needs to be based on a convention signed between the higher learning 
institution and the new entrepreneur.

Despite all this, research expenses toward economic innovation in France 
remains limited in comparison with some other EU states such as Germany 
and the Scandinavian countries. This situation may not be the consequence of 
a lack of dynamism in French research and development, however, but merely 
an expression of the fact that the most innovating economic sectors in France 
(luxury goods, agribusiness and food processing, tourism, high value added 
services, etc.) are traditionally not as much in need of scientific and technolog-
ical research as the dominant economic sectors in countries such as Germany.

17.2.1.3  Business and Research Clusters (“Pôles de 
Compétitivité”)

The business and research clusters, which are still too few in France compared 
to their numbers in the UK and, especially, the USA are a key factor in coop-
eration between the public and the private sector. These pôles de compétitivité 
consist of “areas,” which can be physical or not, where private companies, 
higher learning establishments and research institutions, both public and pri-
vate, converge and pool resources to create a high degree of synergy for inno-
vation, technological advancement and economic growth. In their respective 
fields of activity, those business and research clusters provide all the means of 
research as well as sources of financing so that new innovating companies can 
be born and existing businesses can thrive. In France, examples of such pôles 
de compétitivité can be found in Cap Digital for the IT sector and Finance 
Innovation for the financial sector. Their action is determinant in fostering 
innovation and economic growth in the country.

In France, business and research clusters have been created since 2004 
by the Comité Interministériel d’Aménagement et de Compétitivité des 
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Territoires (CIACT/Interministerial Committee for the Development and 
Competitiveness of the Regions) to support research programmes approved 
by the state. Tax incentives toward the creation of such structures have been 
somewhat lowered since 2010 because their profits are no longer exempt from 
taxation, but they remain exempt from all local taxes such as the contribution 
économique territoriale (regional tax to finance economic subsidies). Today, in 
most economic sectors from nanotechnology to finance, there are around 71 
research and business clusters in France and six of them have a truly global per-
spective. These encouraging results remain modest when compared with the 
business and research clusters, technological innovation centres and business 
incubators that can be found in the USA or, to a lesser extent, in the UK. As a 
matter of fact, those countries possess world-class giants, such as Silicon Valley 
in California (6,000 companies concentrated on 1.5 square kilometres and 
supported by Stanford University with its 15,000 students, including nearly 
9,000 post-graduates) or the East London Tech City (informally known as 
“Silicon Roundabout,” it groups together 800 high-tech companies).

17.2.2  A Flawed System: Comparison with Other 
Developed Countries

Despite all these public and private structures and the high efficiency of some 
of them, which confers on France a worldwide reputation of excellence in 
some fields of research and innovation, and despite a clear amelioration of 
competitiveness in the past few decades when it comes to research and inno-
vation in France, the system remains deeply flawed. Research and innovation 
in France remains burdened by many legal and administrative constraints and 
the Tableau de Bord de l’Union de l’Innovation (Benchmark of Innovation in 
the Union) (European Commission 2015) which is published every year by 
the European Commission ranks France as 11th among the member coun-
tries, on par with the Netherlands, Belgium and the UK as an “innovation fol-
lower” rather than an “innovation leader” like Sweden (1st), Denmark (2nd), 
Finland (3rd) and Germany (4th). This disappointing position for France in 
the field of innovation, according to the European Commission, is somewhat 
mitigated, however, by its better results regarding the quality of its researchers 
and the number of its peer reviewed publications (7th and 8th, respectively, 
according to the same study). France has admittedly increased the perfor-
mance of its research and innovation system between 2007 and 2014 but 
tends to evolve slower than its European partners because, according to the 
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same study by the European Commission, it was 8 % above the EU average 
in 2012 but only 6 % above the EU average in 2014.

This disappointing situation is confirmed by France’s position of 14th among 
EU countries in the ranking of national economies by public-private partner-
ships. The insufficient amount of private sector investment in French SMEs as 
well as the amount of risk capital available in the economy as a whole is also 
worrisome, but this is an EU-wide problem because, while the global amount 
of innovation in the European economy has been stable over the past decades, 
the number of innovating private sector companies, especially SMEs, is decreas-
ing. The stable level of innovation at an EU-wide level hides deep inequalities in 
the situation of individual countries. Indeed, the recent progress of some states, 
such as Latvia, Bulgaria, Ireland or the UK, compensates for the difficulties of 
others, and therefore the EU as a whole remains behind the countries that lead 
the world for innovation, such as the USA, Japan or South Korea.

It has to be noted, however, that all these comparative studies are only 
taking into account the overall quantity of innovation in the economy and 
do not permit us to draw any conclusions on the quality of the research and 
innovation structures of a country. Moreover, the profitability of the research 
and development investments in France are not properly measured by these 
studies, and to do so we would need to use the theory of options and cash 
flows that the investments are capable of creating, as detailed in the work 
of Professor Raimbourg, published as part of the encyclopedic Ingénierie 
Financière (Financial Engineering) book of reference published by Dalloz 
Action (Raimbourg 2015a).

Another notorious flaw of the French research and innovation system is 
rooted in the French, and to some extent European, business culture. Indeed 
there is not enough of a “risk culture” in Europe: the business projects that get 
started must come to term otherwise they are regarded as a serious, even bor-
derline shameful, failure. The bankruptcy and liquidation laws in France and 
Europe in general tend to be very punitive toward investors who do not suc-
ceed, and therefore any entrepreneur who starts a company that doesn’t get off 
the ground is often considered to be a “loser” in European business culture. 
That situation tends to diminish the dynamism of potential entrepreneurs 
who want to minimize the risks above everything else, even at the cost of 
missing business opportunities. This is totally different in the USA where it is 
much easier to rebound after a business failure. Excessive and overly compli-
cated rules and regulations, as well as redundancy and sometimes even inco-
herence between individual member countries’ national regulations, produce 
a lot of red tape that also, compounded with a very high cost of capital, tends 
to smother innovating businesses in Europe.
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17.3  The Financing of Innovation in Enterprises

The financing of innovation in French and European enterprises is of three 
kinds: public financing by the state, private financing and European financing.

17.3.1  Public Financing

Public financing of innovation is essentially geared toward research. First 
of all, this public financing takes the form of tax reductions or exemptions. 
The Organismes Publics de Recherche (OPR/Public Research Institutions) 
are entitled since the Loi de Programme pour la Recherche (Research 
Planning Bill) of 18 April 2006 to a complete exemption from all taxation 
on any profits generated by their research activity within the constraints 
of their public interest mission. These provisions for the OPR concern 
primarily:

 1. The public research administrations such as the CNRS and the public 
higher learning institutions such as the public universities (e.g. Paris I 
Panthéon Sorbonne University).

 2. The legal entities created with the goal of administrating a research project 
or with the goal of coordinating the research activities of a network of 
other research institutions, including other OPRs. This is the case for 
example of the Laboratoires d’Excellence (LabEx/Laboratory of Excellence) 
that operate under the aegis of the ANR.

 3. The research foundations that are recognized by the government as 
Fondation Reconnue d’Utilité Publique (Foundation Carrying out a 
Public Interest Mission), such as for example the Pasteur Institute, which 
is a world leader for medical research.

Moreover, enterprises from the private sector are entitled to deduct the 
donations they make to the OPRs from their taxable profits, up to a limit of 
0.5 % of their total revenue figure.

Besides these tax advantages, the traditional “vertical” structure of the 
French research and innovation system makes it so that the public financ-
ing of research and innovation often takes the form of direct government 
subsidies or loans, subsidized or not, delivered to public, private or hybrid 
entities by a number of government agencies. Among the most important 
programmes and institutions involved in financing innovation in France, we 
can cite the following for their important role:
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 1. Direct subsidies provided, within the constraints of European law which 
tends to limit such practices at the member state level, by the central 
French government through various ministries or by local governments at 
various levels (Municipal, Départemental, Régional)

 2. Subsidies and loans to innovating companies as well as research grants 
offered by the large state-owned (or hybrid with a majority of the capital 
held by the state) companies such as Electricité de France (EDF/French 
Electric Power Company) or Société Nationale des Chemins de Fer 
Français (SNCF/French National Railway Company).

 3. The Agence de l’Environnement et de la Maîtrise de l’Énergie (ADEME/
Agency for the Supervision of Energy and Environmental Policy) provides 
subsidies and loans to SMEs and start-up companies that are innovating in 
the field of energy production and storage. Its main goal is to foster in 
France the development of green and renewable energy in the context of 
the energy transition that is currently taking place in all advanced econo-
mies worldwide and to make that transition profitable, so that cleaner 
energy doesn’t only make sense from an environmental point of view but 
from a business point of view as well.

 4. State subsidies provided to firms that participate in the Conventions 
Industrielles de Formation par la Recherche (CIFRE/Higher Education 
Through Industrial Research) programme which consists of a company, 
from the large multinational group to the start-up, providing a grant and 
one of his or her two research codirectors (the other research director has 
to be a university professor) to a doctoral student whose research is centred 
on the company’s activity.

 5. Oséo, which is legally a private bank specialized in providing loans to inno-
vating SME’s, but with a délégation de service public (public service mis-
sion). It was merged in June 2013 with the Fond Stratégique d’Investissement 
(FSA/Investment Planning Fund) and other state financial institutions 
such as the enterprise division of the Caisse des Dépôts et Consignations 
(CDC) to create the Banque Publique d’Investissement (BPI France/
French Public Investment Bank). Oséo and the BPI are providing funding 
to innovating enterprises, especially young SMEs through loans, loan 
guarantees and direct investments.

All these state-controlled mechanisms to fund research and innovation in 
the private sector must not hide the fact that it is the universities, public 
research administrations such as the CNRS and other OPRs which are the 
key players in research and innovation in France. A similar situation exists in 
the USA, albeit with the major difference that most large universities, while 
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often receiving some public funding, are essentially private institutions. In 
the USA, the law goes much further than in France and most EU countries 
in recognizing the key role of universities in research and innovation with the 
Bayh–Dole Act of 1980, which confers to universities the exclusive property 
of their research results. While French universities and OPRs do not usually 
enjoy such a level of independence from the state, they are still the keystone 
in the research networks that link the private sector, the public sector and risk 
capital firms in order to convert scientific and technological advancement, 
obtained through research, into real economic growth and job creation.

Since the creation of the Programmes d’Investissement d’Avenir (PIA/
Programs for Future Investments) by legislative action on 9 March 2010, 
global state policy about innovation and research funding in France has been 
articulated around six major axes with the aim of creating a coherent research 
and innovation funding programme that covers all aspects of scientific and 
technological progress, including fundamental research, industrial develop-
ment, as well as education and of course job creation and economic growth. 
Those six major axes are the following:

 1. Support higher learning and education with the goal of creating world- 
class research centres.

 2. Foster the valorization of fundamental research through its applications in 
the economy with the goal of increasing and accelerating the transfers of 
ideas and people between private and public research and the creation of 
start-up companies by the researchers.

 3. Provide financial incentives to the industrial sector so it can help support 
the development of innovating start-ups and SMEs through training, 
know-how transfers and financial assistance.

 4. Support the energy transition and the advent of clean and renewable 
energy production in France.

 5. Support the digital economy and the development of a world-class tele-
communication infrastructure in France.

 6. Support medical research and the biotechnology sector.

The drafting and management of the PIAs is entrusted to the Commissariat 
Général à l’Investissement (CGI/National Investment Commission) that 
coordinates all government programmes in support of research and innova-
tion in France and makes sure that all the concerned institutions (ANR, BPI, 
CDC, etc.) are acting in an efficient fashion to maximize the benefit to the 
economy and the public in general. The PIAs also play a key role in coordinat-
ing large-scale scientific endeavours that require the pooling of the resources 
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of many business and industry agents, research institutions as well as the sup-
port, both material and financial, of the state. These large-scale projects typi-
cally revolve around cloud computing, big data mining, a smart electrical grid 
and renewable energy, for example.

The advent of the PIAs has had a very strong positive influence on the 
French NSI, and these programmes help make up for other flaws in the French 
research and innovation system and help France overcome many of the defi-
ciencies of its traditional (and archaic) “vertical” system of research and inno-
vation. The PIAs allow for an optimum management of private investment 
subsidized by public money and a better prioritization of the innovating busi-
ness projects so that the state can better allocate its limited resources to the 
projects that have the best chances to translate research results into economic 
growth, the production of innovating products or services and the creation of 
jobs. The PIAs also permit a better coordination between academic and busi-
ness agents and facilitates exchanges between those two worlds.

The clear beneficial effects of the PIAs on the French NSI since the pro-
gramme was initiated are tending to fade nowadays according to the Cour 
des Comptes (State Audit Office). Indeed, according to its 2 December 2015 
report (Cour des Comptes 2015), the first PIA (PIA1) which started in 2010 
was faithful to the initial mission and did produce tangible results, but the 
second PIA (PIA2) was launched in 2014 before the results of PIA1 could 
fully have come to fruition and before a proper macroeconomic and statistical 
study of the effects of PIA1 could have been conducted. Moreover, PIA2 has 
sometimes been used to finance projects that may not have been relevant as 
innovating projects capable of producing economic growth. According to the 
Cour des Comptes, up to 20 % of the investment spending under PIA2 may 
have been mismanaged. The current objective is to correct this course devia-
tion by the advent of a third PIA (PIA3), which would have a better managed 
budget and tighter fiscal policy and which would be placed under the direct 
authority of the Prime Minister.

Besides considerations about the efficiency of the successive PIAs, their 
actual size in terms of investment by the state is also smaller than it seems, 
and this tends to blur the budget evaluation of those programmes. As a matter 
of fact the amounts of money really available to fund innovation in the econ-
omy (€24 billion for PIA1 and €10 billion for PIA2) are smaller than those 
announced (€35 billion for PIA1 and €12 billion for PIA2), because a sizable 
portion of the PIAs (around €9 billion) take the form of non-expendable 
endowments, meaning that the public money is invested elsewhere and only 
the revenues generated by those investments are available to fund research and 
innovation. Taking all these facts into consideration, the adjusted global level 
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of investment that the French government is providing to boost research and 
innovation in France has been stable at best since 2010, and it doesn’t seem 
that the successive PIAs have measurably increased that amount. Moreover, 
despite the clear beneficial effect of the PIAs, according to a 2014 report by 
the OECD (2014), France still lags behind other OECD countries in terms of 
public expenses for education, including higher education, expressed as a per-
centage of GDP (gross domestic product; France ranks 18th among OECD 
member countries) and in terms of public expenses for research and develop-
ment (France ranks 19th among OECD member countries).

17.3.2  Private Financing

The form that private sector financing of innovation and research will take 
inside a given company and the means available to that company of obtain-
ing funding will depend essentially on its size. A difference has to be made 
between the funding of research and development by a company using its 
own funds or through investments coming from other private companies, 
and the risk capital companies or risk capital funds. With regard to the private 
funding of innovation, the French system includes most of the other mecha-
nisms found in other advanced economies but their level of development and 
availability, especially regarding the availability of cheap capital for start-ups, 
often lacks behind what can be found in the NSI of world leaders of inno-
vation such as the USA. In the following section, we will explore the major 
means of private financing of research and innovation available to businesses 
in France, starting from the large listed companies whose shares are publicly 
traded on a stock exchange down to the start-up.

17.3.2.1  Companies That Have Access to the Stock Market

Companies that are listed on a stock market are usually large corporate enti-
ties, which can also be conglomerates regrouping multiple large companies 
for tax reasons. They often have subsidiaries purely dedicated to research and 
development in their field of activity. Some of those subsidiaries may be based 
in France, especially those that specialize in fundamental research, but they 
are also often located abroad, again with the goal of lowering their taxes, 
in countries which have a more favourable patent and intellectual property 
regime than the French system. Those patents filled abroad may afterwards 
be sold or licensed internally to their parent company or to other companies 
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 operating in France. This raises the question of the transfer prices regard-
ing the localization of profits generated by the selling or licensing of pat-
ents, which was studied by H. Hamaekers in a report for the Inter-American 
Center of Tax Administration (Hamaekers 1999). For its part, France estab-
lished a new committee, which is tasked with checking the fairness and law-
fulness of those transfer prices. It is called the Mission d’Expertise Juridique et 
Économique Internationale (MEJEI/Committee of Experts on International 
Legal and Economic Matters), and it was established by decree of the Finance 
Ministry on 13 March 2013.

These large companies are the source of most of the research and develop-
ment expenditures in the public sector. Indeed, according to a report by BPI 
France (2015), only 96 large companies represent around 34 % of the research 
and development investment financed by the private sector in France. For 
those large companies, research and innovation is usually self-financed using 
their own cash flows. Even though these large listed companies usually have 
extensive financial means at their disposal, the very high rate of corporate tax 
(33 13%) in France tends to discourage investment in research and innova-
tion, which is often not regarded as absolutely essential to the business model 
of the company or the moving of those activities abroad where the rate of 
taxation may be lower. Indeed, as far as large listed companies are concerned, 
since they are funding their own research, considerations about the various 
regimes of taxation in France determine their research and innovation strat-
egy. In that regard, the most important points to consider are the following:

 1. Tax regime for research towards patents. Research and development 
costs incurred towards the creation of a patent or patented invention can 
be deducted from the taxable profit of a company, without any ceiling. 
This covers all the phases of production of the patent or patented inven-
tion, including fundamental research, technological development and 
product tests. This constitutes a very important financial advantage in 
terms of liquidity for a company as long as it conducts research with the 
goal of producing patents and new patented products.

 2. Tax regime for patents. In France the tax regime for patents is relatively 
attractive when compared with other European countries such as the UK 
with its Patent Box system. The most important tax advantages in France 
regarding patents are the following:

 a) For patents that have been filled or acquired, it is permissible to deduct 
from the taxable profit (corporate tax or personal income tax depend-
ing on the legal structure of the company) an amortization equal to 
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one-fifth of the value of the patent each year during five years, even 
though patents are protected by the Institut National de la Propriété 
Industrielle (INPI/French Patent Office) for 20 years. This disposition 
is designed to increase the cash flow of businesses.

 b) When a patent or patented invention is sold or licensed, a reduced taxa-
tion rate of 15 % is applied on the capital gain of the transaction instead 
of the usual 33 13% rate, except if the transaction is taking place between 
two companies which are related, for example a transaction between a 
subsidiary and its parent company. In case the sale price is lower than 
the actual value of the patent or patented invention, then the entirety 
of the loss can be deducted from the corporate tax or the income tax, 
depending on the legal structure of the business.

 c) When a patent is added to the assets of a company in exchange for 
shares of its capital, then the company does not have to pay a registra-
tion fee even if the patent has already been exploited.

 d) For private individuals, the value of patents is not added to the total 
wealth in the computation of the Impôt de Solidarité sur la Fortune 
(ISF/Solidarity Tax on Wealth).

Despite this attractive tax regime for patents, the relatively heavy taxa-
tion of businesses in France (corporate tax, social security costs, etc.) has a 
clear negative impact on innovation. In fact, a common tax optimization 
scheme for a French company consists of conducting research in France 
in order to benefit from all the financial programmes designed to lower its 
costs, after which the patent produced by that research is filled abroad in 
ad hoc legal structures based in a tax haven country or territory, and finally 
that same patent is sold to the original French company, which benefits 
from the tax deduction associated with the sale of a patent.

 3. The Crédit Impôt Recherche (CIR/Research Tax Credit). The CIR in 
France is one of the most generous tax deduction programmes geared 
toward fostering research and innovation among all the OCDE countries 
according to Daniel Boucher (2011). It is available for all companies and 
businesses in France, regardless of their size or legal form, as long as they 
have research and development expenses (fundamental research, applied 
research, experimental development and prototypes, etc.), whatever their 
field of activity. Since it is, as we have already seen, the large listed compa-
nies which account for most of the research and development expenses of 
the private sector in France, it is naturally those same listed companies that 
benefit the most from the CIR. The CIR is equivalent to the Research and 
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Experimentation Tax Credit in the USA and the R&D Tax Credit in the 
UK, but it doesn’t have any real equivalent in Germany, which relies exclu-
sively on other programmes, such as the ZIM, which we mentioned earlier 
and is a very efficient tool for funding research and innovation in busi-
nesses, especially for SMEs.

The CIR consists of a tax credit that concerns the taxable profit (cor-
porate tax or personal income tax depending on the legal structure of the 
company). It represents each year one of the three largest losses of tax 
revenue for the state. If the tax credit is larger than the amount of the tax 
that is due, then the balance is reimbursed by state after at most three years 
or even sometimes immediately as, for example, in the case of a JEI. The 
CIR is equal to 30 % of the research expenses up to €100 million and 5 
% above. Every year, the research expenses of a company are computed by 
summing the following items:

 a) The amortization of patents.
 b) The salaries of researchers and the corresponding social security 

contributions.
 c) A lump sum equal to 75 % of the amortization of patents plus 50 % of 

salaries of researchers and the corresponding social security contribu-
tions. This lump sum is designed to take into account all the other 
expenses related to the research activity in the company (rents, trans-
ports, computers, equipment, etc.).

 d) The expenses corresponding to subcontracting research to another 
company or to a public institution, with a ceiling of €10 million.

 e) Various other costs associated with research, such as INPI fees and tech-
nology watch.

On top of all these, there is another tax credit called CIR Innovation 
(Research Tax Credit for Innovation) that is reserved for SMEs. It is a 
tax credit corresponding to 20 % of the expenses incurred towards ame-
liorating the efficiency of existing products without the intervention of 
researchers or the filling of new patents. The ceiling of the CIR Innovation 
is €400,000 per year.

The CIR programme is very expensive for the state. It costs around €5 
billion per year in the form of lost tax income, and this cost is expected to 
grow to €7 billion in lost tax income in coming years, when the programme 
reaches cruising speed. According to the OECD (2014), this represents an 
amount four to six times larger than the combined government subsidies 
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given to foster research and innovation in the private sector and one-third 
of the costs incurred toward research and development in the public sec-
tor (which from a legal point of view do not include the CIR). Given 
its very large cost, the CIR programme has naturally come under review, 
and the question of its efficiency in supporting research and innovation in 
the French economy has naturally been posed many times in the politi-
cal debate. While the CIR is undeniably an important programme with 
a lot of potential to foster innovation in the French economy, and there 
have been some impressive results over the years, as demonstrated by the 
work of the Observatoire du CIR (http://observatoire- du- cir.fr), it remains 
somewhat controversial. Indeed, the Cour des Comptes published a report 
in September 2013 (Cour des Comptes 2013) that underlines flaws in 
the CIR system, and calls its efficiency into question, especially given its 
high cost to the state. While also proposing many reforms to improve the 
efficiency of the CIR, some of the main conclusions of that report were:

 a) The efficiency of the CIR regarding its main objective, which is to 
increase the research and development investments of the private sec-
tor, is difficult to precisely quantify. Moreover, the increase in those 
research and development investments doesn’t seem to reflect the tax 
advantage offered by the state.

 b) Managing the CIR is difficult, both for the companies that benefit 
from it and for the French tax administration. Much of the red tape 
could be removed by allowing online filling of CIR documents.

 c) The tax administration is unable to properly target its controls and tax 
audits in order to uncover companies which are abusing the CIR. A 
large part of the problem lies in the opacity and the complexity of the 
rules governing the CIR.

 d) The Ministry of Education and Higher Learning doesn’t have the 
resources needed to assure its mission of supervision of the research 
activities of the companies that benefit from the CIR.

17.3.2.2  Companies That Aren’t Listed on the Stock Market

For these companies, which are typically of intermediate size, self-funding of 
research and innovation is usually not an option because they do not possess 
enough own funds and the necessary cash flows generated by a high turnover. 
They aren’t listed on a stock market, which means that they cannot raise capital 
through the sale of shares on the stock market, which remains the most effi-
cient method of equity financing. They will encounter difficulties  obtaining 
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loans and guarantees to finance research and innovation from the banking 
sector as well because, especially in the current financial crisis climate, inno-
vating SMEs represent a very high risk for the banks. Because of the stringent 
banking regulations, at the French, European and international level with 
the Basel III recommendations, banks will find themselves in no position to 
offer loans to risky SMEs. This fact is one of the main conclusions of a 2013 
report by the European Commission (Eurostat, European Commission, Ipsos 
MORI 2013). These financial and banking rules and regulations clearly serve 
an important purpose in defending the global financial and banking system 
against systemic events similar to those created by the Lehman Brothers col-
lapse of 2008, which was precipitated by the subprime crisis taking root in 
the US real-estate sector, where banks and other financial institutions had 
the unfortunate habit of offering a very large number of bad and extremely 
risky loans to struggling people who had little chance of ever repaying them. 
However, effectively forbidding banks to offer risky loans stifles innovation in 
the economy as well. Leverage ratios and own funds requirements of Basel III 
in particular tend to have the pernicious effect of starving innovating SMEs 
of the much-needed capital they need to develop their activity and/or of ren-
dering access to capital too expensive for them, because the cost for the banks 
of providing that capital has become too high. A middle ground has to be 
found in future between security and avoiding smothering innovation in the 
economy, because while all those new banking regulations might help prevent 
another Lehman Brothers, they might also unfortunately kill the next Google 
or Facebook before it is born.

To remedy this situation, France has created many legal and financial struc-
tures designed to provide much-needed capital to innovating companies of 
intermediate size so that they can develop their activity. Those many private 
equity initiatives and venture capital trusts are sometimes more efficient than 
stock markets in providing capital to innovating SMEs created by dynamic 
entrepreneurs, according to Harris et al. (2014). Among those structures, the 
most notable are:

 1. The Fonds Communs de Placement pour l’Innovation (FCPI/Mutual 
Investment Funds for Innovation). Those structures are collective invest-
ment funds that are neither companies nor trusts from a legal point of 
view. They are basically just an “account” that is being managed by a bank 
or another financial institution and they are a particular kind of FCP. The 
structure of an FCP and the steps toward its creation are always the same, 
be it designed for innovation in the economy or not:
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 a) First, a banking establishment creates an account (the FCP) which is 
designed to receive deposits from both private investors and businesses. 
The legal form of the FCP specifies the ways the bank will have to man-
age it. For example, the bank will have to invest the deposits into a 
given sector of activity (innovating companies for the FCPI), or into 
the economy of a given country or territory, or into a given kind of 
business.

 b) Investors then place their money in the FCP and receive in exchange 
shares of the FCP, which are expected to increase in value with time and 
which may be sold later on, generating a capital gain.

At least 70 % of the assets of an FCPI must be invested in the capital of 
unlisted companies of less than 500 employees and which are considered 
as being “innovative” according to the following criteria:

 a) They must have research expenses eligible for the CIR representing at 
least one-third of their total revenue.

 b) They have to be able to provide evidence for the creation of innovating 
products, techniques or services.

 c) At least 70 % of their capital must be held by private individuals, or a 
public research establishment, or other innovating companies of the 
same kind, according to the criteria that we have just detailed.

In order to support the development of the FCPIs, a special tax reduc-
tion system has been put in place for private individuals who invest in 
them by purchasing shares. The main provisions of this tax reduction pro-
gramme are the following:

 a) There is first of all a tax credit (informally called “réduction Madelin” in 
the name of a former French finance minister of the mid-1990s, Code 
Général des Impôts (CGI)/Tax Code, art.199 terdecies-0A), that is of 
the same nature as the British Enterprise Investment Scheme (EIS), and 
which is equal to 18 % of the yearly investment into FCPI shares, with 
a ceiling of €50,000 per year for a single person and €100,000 per year 
for a married couple, under the condition that the shares be kept for at 
least five years.

 b) Then there is a tax advantage known as “non-imposition immédiate” 
(delayed taxation) which consists of adding the revenues and capital 
gains generated by the FCPI shares to the value of those shares (which 
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may be sold at a later date) without immediate taxation by way of the 
personal income tax.

 c) Finally, if the shares are kept for at least five years, there is a complete 
exemption of the personal income tax corresponding to capital gain 
generated by the sale or acquisition of those shares.

Moreover, these FCPI structures allow investors to benefit from the 
experience of professionals specialized in funding research and innova-
tion in the economy and in handling innovating companies as well as 
the inherent risks associated with them. F. Moulin and D. Schmidt detail 
in their book “Les Fonds de Capital Investissement, Principes Juridiques et 
Fiscaux” (2015) how investing in FCPIs permits benefiting from people 
with knowledge of the innovating SME’s business ecosystem, to achieve 
economies of scale and to pool the risks.

Despite the many tax advantages, the FCPI structure seems to be los-
ing its attractiveness among investors. Indeed, there were around 97,000 
owners of FCPI shares in France in 2014, down from 145,000 in 2008, 
and the total amount invested in FCPI’s has dropped by 32 % during the 
same period according to A. Vion in Les Echos newspaper of 16 April 2015 
(Vion 2015).

 2. Other private equity structures. Besides the FCPIs, many other struc-
tures, which may differ from one another with regard to their size, scope 
and target companies, exist in France to finance the research and innova-
tion of the SMEs. They all revolve around private equity and can take vari-
ous legal forms. All these legal structures benefit from a tax exemption on 
their profits (exemption of the corporate tax or of the personal income tax 
depending on their legal form).

 a) The Fonds Communs de Placement à Risque (FCPR/Mutual Fund 
for Risky Investment) Those funds have essentially the same legal form 
as FCPIs but they are specialized in “risky investments,” which in par-
ticular can be investments in innovating companies.

 b) The Sociétés de Capital Risque (SCR/Risk Capital Firm) Those firms 
are financial companies specialized in asset and portfolio management. 
Their mission is to help the launch of new companies which are active 
in research and innovation by investing at least 50 % of their assets in 
the capital of unlisted innovating SMEs or in the capital of innovating 
companies with a small capitalization and limited access to the stock 
market.
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 c) The Sociétés Unipersonnel les d’Investissement à Risque (SUIR/
One Person Company Dealing with Risky Investment) Those financial 
firms are similar in structure to the SCRs, but they consist of only one 
shareholder who has to be a private individual.

 d) The Sociétés Financières d’Innovation (SFI/Financial Firm for 
Innovation) Those firms, which have to be registered with the Finance 
Ministry and are subjected to government oversight, support research, 
innovation and technological advancement in the economy by funding 
the development of SMEs involved in the elaboration of new products 
and services. They must invest at least one-third of their assets in inno-
vating projects. Their investment can take the form of a direct acquisi-
tion of shares of the capital of innovating SMEs or they can provide to 
them intellectual property assets such as patents relevant to their 
innovation.

Moreover, besides the “réduction Madelin” that we mentioned earlier, there 
is also for private individuals a reduction of the ISF equal to 50 % (CGI, 
art. 885-0 bis) of the investment in shares of the capital of SMEs from an 
EU country (not only innovating SMEs) that operate in the industrial, com-
mercial, arts and crafts, agribusiness or service sectors, but not in the financial 
sector. The ceiling for the ISF reduction is of €45,000 per year, and this tax 
deduction cannot be cumulated with the “réduction Madelin” on the personal 
income tax.

Despite all these programmes and structures designed to boost private 
investment into innovating SMEs, the French system is still far behind the 
American system in terms of efficiency and dynamism. Indeed, France doesn’t 
have in its legal system something as versatile as the status of Small Business 
Investment Company (SBIC). SBICs are basically private businesses special-
ized in investing in SMEs which can use their own funds as well as loans that 
have been guaranteed by the federal SBA (Small Business Administration). In 
the American business landscape, one can also find the New Market Venture 
Capital Companies (NMVCC), which specialize in investing in the capital 
of SMEs located in economically underprivileged regions of the USA, and 
which also support research and innovation. In the UK, there used to be the 
Capital for Enterprise Limited (CfEL) until it was merged in October 2013 
with the Department for Business, Innovation and Skills (BIS) to become 
part of the British Business Bank programme. It continues under this new 
form its mission of providing financial assistance to British SMEs and start-up 
companies, and the programme is considered to be close to being as  successful 
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as its American counterparts. In France, progress still needs to be made, and 
the Finance Ministry underlined in its Report of the Committee for the 
Development of the Economy and Innovation in the Digital Age (Ministère 
des Finances 2012) that:

 1. When it comes to funding research and innovation in the economy, there 
is still in France an insufficient role played by the “business angels” and 
venture capital (France is even below the average of the EU for the avail-
ability of venture capital expressed as a percentage of GDP) and that situ-
ation persists despite the creation of the Fond National d’Amorçage (FNA/
National Fund for Start-up Companies) which represents only around 
€100 million of investment per year. This may have to do with legal restric-
tions (for example the obligation in some cases to sell the start-up to a 
European company) that may apply when the entrepreneur attempts to 
sell a successful start-up that benefited in one way or another from public 
funding. Indeed, it is often the business strategy of start-up company cre-
ators to intend from the beginning to sell the company later on to an 
industry leader (to give two very famous examples mentioned earlier: 
Facebook bought What’s App and Google bought YouTube), and this sale 
is often the only real compensation the original entrepreneurs get for their 
work, because in the growth phase they often get no salary from the fledg-
ling company they created.

 2. The availability of risk capital is still insufficient in the “middle stage” of 
the life-cycle of a typical start-up company. That is the investment that is 
supposed to take over the funding of the start-up after an initial phase of 
funding led by the original investors themselves and their families.

 3. Technical and legal hurdles need to be overcome to permit successful start-
 up companies at a later development stage to access the stock market more 
easily, thus raising the prospect of raising more capital or being acquired by 
a larger firm in France.

17.3.2.3  The Case of the Start-Up Companies

Start-up companies are usually very small companies (Très Petites Entreprises 
(TPE)) which are born around “key-persons” (sometimes a single entre-
preneur) who usually plan to exploit the economic potential of their own 
research, patents or patented inventions. The typical economic and financial 
strategy behind the set-up of a start-up company based on original scientific 
research is the following:
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 1. Researchers or inventors provide their patents, patented inventions or 
know-how to the newly created company that starts to develop around 
those “key persons”. There is something like a bet in a project like this: if 
the company succeeds and grows, then the key persons will get rich by sell-
ing their shares of the capital later on, but if the company fails the loss will 
be theirs and they will get nothing.

 2. The compensation of the key persons usually doesn’t take the form of a 
salary which is much too expensive from the point of view of a small com-
pany because of all the taxes and social security contributions associated, 
and not attractive enough from the point of view of the entrepreneur. This 
compensation will, hopefully, take the form of the capital gain generated 
from the sale by the key persons of their participation in the company 
(their shares of the capital). Once the key persons have severed their link 
with the company they created, they sometimes start over and create 
another company and attempt to be, in the jargon of the start-up creators’ 
community, “serial winners.”

In order to facilitate start-up creation, which is associated with innovation 
and dynamism in the economy, France created a series of legal protections, 
financial structures and instruments as well as a special legal status for start-
 up creators, much like the USA with the Employee Stock Ownership Plans 
(ESOP). The key points of the French system regarding start-up creation are 
the following:

 1. Upon entry of the inventor/entrepreneur into the new start-up (or into an 
existing start-up that wishes to develop a new product using his or her 
research), he or she brings a patent, patented invention or know-how and 
may receive in exchange several kinds of financial instruments, such as:

 a) The Obligations Convertibles en Actions (OCA/bonds convertible into 
shares) or the Obligations Échangeables en Actions (OAE/bonds 
exchangeable for shares). The precise workings of these financial instru-
ments are explained in details in the work of Jean-Claude Augros 
(1987) and of Philippe Raimbourg (2015b), but the basic idea is for the 
inventor to enter the company as a mere lender and to exit as a 
shareholder.

 b) The Bons de Souscription de Parts de Créateur d’Entreprise (BSPCE/
share warrants for entrepreneurs), which enable the future creation of 
new shares earmarked for the key persons of the start-up company.
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 c) The Attributions Gratuites d’Actions (AGA/attribution of free shares) 
that are reserved for the key persons upon creation of the start-up com-
pany. Their precise workings are detailed in the work of P. de Fréminet 
(2010).

 d) The stock options (SO) that are designed to provide compensation for 
the key persons by giving them the right, upon creation of the start-up, 
to buy shares of the company in the future at a given strike price (call 
option). Assuming the value of the shares will increase over the years, 
the SO allows the key persons to realize a future capital gain. Obviously, 
the risk lies in a depreciation or stagnation of the value of the shares.

All these dispositions therefore permit to compensate an inventor/entrepreneur, 
not with a salary but with a future capital gain on the sale of shares, when he or 
she eventually leaves the start-up. This capital gain corresponds to the added value 
the inventor/entrepreneur provided to the start-up through his or her research, 
innovation and management skills. It has to be noted that this compensation 
arrangement has been for a few years less and less profitable because it is based 
on the difference between the taxation levels of capital gains and salaries. Indeed, 
salaries tend to be more expensive from a tax optimization point of view and they 
also include social security contributions. However, this difference between the 
levels of taxation of capital gains and salaries are currently being called into ques-
tion, and many of the tax advantages of the usual compensation system of start-up 
creators are in the process of being adjusted downwards, as the levels of taxation 
of capital gain and salaries converge in many cases. This analysis is detailed in the 
work of A. Guillemonat, and O. Ramond, who published an in-depth review of 
current management packages in the tenth issue of the Revue de Droit Fiscal in 
2015 (Guillemonat and Ramond 2015).

 2. Upon exit of the inventor/entrepreneur from the start-up company, the 
sale of his or her shares generates a capital gain. This capital gain is admit-
tedly subject to taxation under the same terms as dividends from equity 
(progressive rate of 0 %–45 %, plus social security contributions), except 
for BSPCE which are taxed at a flat rate of 19 % plus social security con-
tributions; however, a tax deduction is offered depending on the duration 
the shares were kept by the inventor/entrepreneur. This tax reduction can 
climb up to 85 % for shares of an SME which have been acquired within 
ten years of the creation of the company. Moreover, upon exiting the 
 start- up and selling his or her shares, the inventor/entrepreneur may claim 
further tax reductions under French law by invoking the taxation regime 
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that is reserved to the “revenus exceptionnels” (exceptional revenue). Today, 
in order to benefit from those dispositions, the key persons aren’t required 
to have top management responsibilities inside the start-up or to be offi-
cially heading the company, as was mandatory in the past.

Many other structures, which may be public, private or hybrid, support 
the creation of start-up companies in France, in every field of activity, and the 
innovation and dynamism they bring into the economy. To cite only a few, 
we can mention:

 1. The important role played by the pôles de compétitivité and the pôles 
d’innovation (business and research clusters), as we have already seen 
when discussing the tools of innovation and economic growth. Those 
business and research clusters provide funding to the fledgling compa-
nies but their action isn’t limited to that and they also offer legal advice, 
practical and technical advice and support for the entrepreneurs or 
would-be entrepreneurs who have the project of exploiting their innovat-
ing ideas by creating a start-up. In France, Cap Digital fulfils this mission 
in the information technology sector and Finance Innovation fulfils this 
mission for start-up companies in the financial sector, especially support-
ing the newly born companies through its programme of “projets labéli-
sés” (approved projects), which gives financial start-ups the recognition 
and visibility they need to thrive in a very competitive business 
landscape.

 2. The emerging role played by “crowdfunding” companies and online plat-
forms. As a matter of fact, despite the many funding opportunities that we 
have seen, sometimes an entrepreneur cannot have access to private equity, 
government subsidies or loans and can only count on his own funds to 
start a company. This is where the crowdfunding solutions available in 
France may play a determinant role. These solutions (Anaxago, Wiseed, 
Finance Utile, etc.) serve as intermediaries between “microinvestors” and 
the would-be founder of a TPE. They are the middle ground between a 
proper investment fund and family investment. They also have the advan-
tage of relying on professionals with knowledge of the TPE ecosystem, 
such as the Conseillers en Investissement Participatif (crowdfunding advi-
sors), which is a label recognized by the Finance Ministry, who can vet the 
projects and provide valuable advice to both the investors and the 
entrepreneurs.
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17.3.3  European Financing

17.3.3.1  European Programmes

The funding of European research and innovation policy has been since 1984 
articulated around the Programmes Cadres de Recherche et Développement 
Technologique (PCRDT/Framework Programme of Research and 
Technological Development), but European research policy only reached its 
true potential with the creation in January 2000 of the Espace Européen de 
la Recherche (EER/European Research Area) by the European Commission 
under the initiative of Philippe Busquin, who was then European 
Commissioner for research and authored several reports underlining the deep 
flaws in the European research system and its inability to transform scientific 
research into economic growth. Over the years, the greater role taken by the 
EIB in funding research and innovation also accounts for the much more effi-
cient nature of the research and innovation system in the European economy 
today.

The eighth PCRDT named “Programme Cadre pour la Recherche et 
l’Innovation” (Framework Programme for Research and Innovation) is 
part of the Europe 2020 programme, which is a ten-year strategy proposed 
by the European Commission on 3 March 2010 and covering the period 
2014–2020. According to an official report authored by José Manuel Barroso 
for the European Commission (2010), the goals of the programme are to 
maximize research and innovation funded by the EU, to foster economic 
growth that is sustainable, inclusive and employment-generating, and to face 
the great challenges in European society and economy. Toward those goals, 
the programme must create a coherent series of structures and institutions 
spanning the entire research and innovation ecosystem from fundamental 
research to the introduction on the market of new innovating products and 
services.

The objectives and the budget of each PCRDT are set by the Conseil 
Européen de la Recherche (ERC/European Research Council) under the 
direct supervision of the European Commission, which calls upon inde-
pendent experts for the selection phase and the evaluation of projects, 
which are chosen after a public invitation to tender and are published after-
wards in the Official Journal of the European Union. The seventh PCRDT 
lasted seven years had a budget of €50.5 billion, to which should be added 
€2.7 for the legally separate, but structurally integrated, Euratom project 
on nuclear research between 2007 and 2012. The eighth PCRDT is envi-
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sioned to have a budget of €80 billion until 2020, including estimations 
of €25 billion for cutting edge scientific projects, €18 billion for industrial 
innovation which includes nanotechnology, nanoelectronics and so on, and 
€32 billion for major challenges in European society, which includes pub-
lic health, agriculture, clean energy and the energy transition, and marine 
research.

17.3.3.2  The European Investment Bank (EIB)

The EIB was established in 1958 under the Treaty of Rome. It is a non-profit 
international financial institution whose shareholders are the EU member 
states. It functions as a long term lending institution and its primary mission 
is to financially support economically sound projects that are important for 
European integration and the future of the EU. The EIB is the main share-
holder of the European Investment Fund (EIF), possessing 62 % of its capi-
tal. The EIB is taking a very active role in support of European Commission 
policies, especially the current European Commission Investment Plan for 
Europe (ECIPE), known informally as “Juncker’s plan,” and in that frame-
work it created the European Fund for Strategic Investment (EFSI).

The role of the EIB and its satellite organizations (EIF, EFSI, etc.) in the 
funding of innovation in Europe is crucial and represents a large part of the 
bank’s activity even though it has other important missions, outside the scope 
of this study, such as financing infrastructure projects in Europe (bridges, 
hospitals, etc.) and facilitating European integration and economic stability 
in Europe. The role of the EIB in fostering innovation in Europe became even 
more important in the context of the current global financial crisis. Indeed, 
the funding of innovation has suffered a lot since the 2008 financial crisis, 
which started in the summer of 2007 as the subprime crisis in the USA. In 
the first semester of 2009, for example, there was almost no credit offered by 
the banks, which brought the real economy and innovation in particular to 
a standstill. The EU member states intervened to prevent the banks going 
under by establishing programmes similar those of the American Federal 
Government (quantitative easing, etc.), which were deeply unpopular because 
they were seen by the general public as a gift made to the banks. In reality they 
weren’t: they were loans offered to the banks from the states, and the banks 
did pay them back in full in the years that followed, which even generated a 
profit for the states. In fact, since those loans were a lot more expensive than 
interbank lending, had it been available at the time, banks were in a hurry to 
reimburse the states and move on. Even though those rescue packages for the 
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banks were successful in preventing a total banking and financial collapse, 
the availability of credit has never fully recovered to this day in France and in 
Europe, and innovation suffers a lot because of this.

In this context of a credit crunch, it is the SMEs that suffer the most 
because they are the ones that are quickly asphyxiated in the absence of fund-
ing. One of the principal missions of the EIB is to help SMEs find funding; 
not by directly giving them loans as it doesn’t have the infrastructure and local 
branches needed to interact with individual clients directly, but by providing 
traditional commercial banks with incentives to lend to those SMEs, espe-
cially innovating SMEs. The EIB can provide credit to banks on the condition 
that they use those guarantees exclusively to lend to SMEs. These SMEs need 
of course to have a sound business plan and they have to be able to reimburse 
their loan, since the EIB, while it is a not for profit organization, is also not 
an institution that hands out economic and financial aid. These EIB guaran-
tees make lending to innovating SMEs and start-ups an activity that is more 
attractive, less risky and more profitable for banks. The guarantees induce 
several beneficial effects for banks and they also generate leverage, which is 
typically quite high, in the order of a factor of 8 to 15; but it remains safe 
because it is powered not by mere speculation but by the status of the EIB as 
a trustworthy European institution, on the same level of standing and trust as 
the European Central Bank (ECB).

Specifically, the advantages that banks get from EIB guarantees in exchange 
for offering loans to SMEs, especially innovating ones, can be listed as follows:

 1. A rate advantage: because lending to young unproven companies, espe-
cially those that are producing innovating products, which may or may not 
succeed commercially, is riskier for a bank, it may refuse to do so in gen-
eral, therefore young innovating companies do not get the credit they des-
perately need to grow and succeed. The EIB guarantee (usually 40 %–50 
% of the value of the loan) allows the bank to be compensated for the risk 
it is taking and to finance that risk. Because of that guarantee of the EIB, 
the bank can lower its lending rate or take more risk at a given rate, which 
is currently still quite low and fixed by the ECB.

 2. An equity advantage: offering credit to subprime agents has become con-
siderably more expensive for banks since Basel III regulations started to 
come into effect, accompanied by a great increase in the complexity of 
rules and regulations for the banking sector, which are becoming more and 
numerous every year. There were, for example, 47 separate new rules in 
France in 2009 for the banking sector alone. Because these prudential reg-
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ulations force banks to have ever-increasing levels of equity to back up 
their loans, which is crippling and expensive, banks will greatly prefer to 
lend to SMEs that have a low risk of failing (a baker’s shop, for example) 
rather than innovating ones, created by an entrepreneur who believes he or 
she has a revolutionary product based on new research. Even if the entre-
preneur who believes he or she has a revolutionary product could in theory 
be the founder of the new Google or Facebook, banks just cannot take the 
risk of lending money to that person: in the current regulatory atmosphere 
it just wouldn’t make business sense. The guarantee from the EIB allows 
banks to lower their risk to the level where it makes good business sense to 
use their precious equity, demanded by the regulator, to back up a loan to 
an innovating company, thus fostering research and innovation in the 
economy.

 3. A balance of payment advantage: this is directly linked to the regulatory 
requirement for the banks to have equity to back up the loans. Indeed, the 
loans that are guaranteed by the EIB and which are, in the bank’s view, 
potentially toxic because they are offered to small unproven, often innovat-
ing companies, can through legal mechanisms be, at least partially, removed 
from the bank’s balance of payment, thus eliminating the need for the 
bank to commit more equity and own funds to back them up. In the con-
text of the current financial crisis, large banks usually do not have liquidity 
problems; it is the regulatory high level of equity needed to back up loans 
which is the limiting factor to providing credit for the real economy, and 
especially to the innovating agents of that economy. Therefore the banks 
need the guarantees offered by the EIB much more than they would need 
extra liquidity, provided by the EIB or the ECB.

The EIB can also help to foster innovation in Europe through its participa-
tion in the EIF. Unlike the EIB, which specializes in very large, multi-billion 
euro operations with commercial banks and does not deal with SMEs directly, 
the EIF has a more local approach and specializes in smaller operations focused 
on individual business projects which go through a rigorous vetting process. 
In most cases, the EIF will act as a fund of funds, participating in specialized 
risk capital funds that in turn provide financing for very innovating, cutting 
edge start-up companies. In that respect, the EIF is acting a lot like a business 
angel or venture capitalist, except that its primary motivation as a European 
institution is to make those companies succeed for the greater good of the 
economy, rather than short- or medium-term profit; and in that regard, the 
EIF also forfeits most of the rights that a traditional investor would demand, 
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such as the right to have a say in the business decisions and general strategy 
of the companies it invests into. The specialized funds that the EIF is working 
with have the know-how and the experience to properly evaluate the chances 
of success and the soundness of the business plan of those start-up companies 
in their field of expertise. Vetting these projects, which may be very cutting 
edge and based on a newly filled patent, is a very hands-on, very local busi-
ness. These specialized risk capital funds (around 45 of them in France and 
460 in the EU) provide much-needed capital investment to innovating start- 
ups (maybe the next Google), which are too small to have access to the stock 
market and which are also too risky to have access to bank loans.

Finally, the EIB finances innovation in Europe in the framework of Juncker’s 
plan through the EFSI, which is designed to work in concert with European 
Commission economic policies. For example, the EIB has intensified its 
action, especially toward SMEs and innovating SMEs with the framework 
of Juncker’s plan. As a matter of fact, in 2008 it issued €57 billion of guaran-
teed loans to banks among which 30 % were earmarked for the SMEs, and 
in 2014 that commitment had increased to €77 billion of guaranteed loans 
to banks, of which 30 % again was earmarked for the SMEs. The EIB and 
EIF also launched the InnovFin initiative in the framework of the European 
Commission’s Horizon 2020 programme, which is an EU-wide research and 
innovation programme with nearly €80 billion in funding between 2014 and 
2020, as we have already seen. InnovFin consists of financing tools as well 
as advisory services designed to boost research and innovation by attracting 
investors, and thus help all companies, from the start-up to the multinational, 
that wish to participate in the programme, to be more innovating. The EIB 
also helps supervise and finance many Public Private Partnership (PPP) proj-
ects, which are an important vector of innovation in the European economy.

17.4  Conclusion

As a conclusion, we can say first of all that, when it comes to research and 
innovation that foster sustainable economic growth and the creation of jobs 
in the economy, both France and the EU have progressed a lot in recent years. 
While some worrisome flaws remain in the French NSI, structural reforms in 
the framework of European integration, and often on the American model, 
keep on improving the situation. While France may not be ranked by the 
European Commission as one of the top innovating countries in Europe at 
the moment, as we have seen, it does remain a key player with world-class 
research institutions and dynamic entrepreneurs. To come back to the six 
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modules that constitute an NSI, we could say that France has excellent indi-
vidual parts but that the interactions between those parts sometimes needs 
to be perfected. Regarding human resources, France still lags behind other 
European countries when it comes to offering young people an education 
that will enable them to be competitive in an innovating economy and to 
give them the opportunity to be innovators themselves. Of course, the French 
higher education system produces world-class researchers and engineers, in 
all fields of science, and the French business schools are ranked among the 
best in the EU and the world; but this excellence “at the top” is not enough. 
A healthy innovating economy also needs qualified technicians, accountants, 
marketing and communication people, whose work is essential for research 
and innovation to be translated into successful companies, from the start-
up to the multinational, and economic growth. They are the kind of people 
that the French education system, despite recent reforms in a good direction, 
seems incapable to produce, despite high unemployment in the country.

Regarding public research, France with its many large and world-renowned 
public research administrations, such as the CNRS, is at the cutting edge of 
science and technology in many fields, but there is still, despite recent prog-
ress in the right direction, an insufficient mobility, both of ideas and of peo-
ple, between the world of public research and the world of private research, 
business and innovation in the economy. Private research is in good shape 
as well, as an NSI module of its own, and it benefits from a lot of help from 
the French state and the EU as well. However, the very favourable tax regimes 
and various financial structures designed to foster research and innovation in 
France and in Europe cannot fully compensate for the very heavy taxation and 
social security contributions that are burdening businesses, stunting invest-
ment and stifling innovation in the economy at French and European level. 
Of course it is not that simple but, taking a few shortcuts, we very often see a 
situation like this: scientific research is conducted in France while correspond-
ing economic innovation is taking place in countries with lower taxes. Steps 
are being taken, both at French and European level, to counter situations like 
this, but more needs to be done. Moreover, as we have seen, the majority of 
private research and innovation is still being done by a handful of large com-
panies, which are precisely those with the means to fully exploit every French 
tax reduction programme such as the CIR, while at the same time they have 
the means to move production abroad where taxes are lower and/or labour 
legislation is laxer than in France. Innovating SMEs and start-up companies 
are having a more and more important role in private research, supported 
by business and research clusters such as Finance Innovation or Cap Digital, 
French institutions such as BPI France and European institutions such as 

17 Essay on the State of Research and Innovation in France... 



470 

the EIB, but despite remarkable progress, especially given the current global 
financial crisis, a lot still needs to be done to help innovating SMEs and start-
up companies thrive.

When it comes to the relationship between industry and science, the 
French system still retains to this day many characteristics of its tradi-
tional, and obsolete, “vertical” structure. That traditional system was based 
on research and scientific policy being decided at the top political level and 
articulated around traditionally state-controlled industries such as national 
defence, nuclear power, aeronautics and space. Today, the relationship between 
industry and science is becoming more “horizontal” in France, and research 
is becoming better adapted to the needs of the economy, in every field of eco-
nomic activity, especially as industrial research and development partnerships 
are created involving companies, large and small, from other countries inside 
the EU.

Innovating entrepreneurs are many in France, and their dynamism is 
world- renowned and an important engine of economic growth. As we have 
seen, many highly efficient structures and programmes exist in France and at 
the European level that help the creation and continued funding of start-up 
companies as well as SMEs. There are attractive tax reduction systems for 
start-up creators, many private equity structures that also benefit from tax 
advantages, and business and research clusters, which offer not only financial 
help but legal and material help also, and of course the actions of the EIB, 
which enables commercial banks to offer loans to risky SMEs and start-ups 
in a very difficult global financial situation. Despite all this, a lot still needs 
to be done in France to facilitate the work of innovating entrepreneurs and 
to render the French system as attractive as the American or British system 
regarding the creation of start-up companies: in France, there are still a lot 
of legal and administrative roadblocks that innovating entrepreneurs have to 
negotiate, unfortunately.

Finally, general state policy, the last NSI module, is supposed to be the 
cement that binds together all the other parts into a coherent whole. Many 
countries have had a highly efficient global state strategy for research and eco-
nomic innovation for decades. This is the case in the USA, with the Office of 
Science and Technology Policy, which advises the President and helps define 
general federal policy regarding research and innovation. This is also the case 
in Germany and the UK. France used to lag far behind in that regard and 
for decades, general state policy for research and innovation remained either 
essentially absent or tainted with short-term political manoeuvring that com-
pletely lacked vision and a long- term sustainable plan to boost research and 
innovation in the French economy. This situation has been greatly improv-
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ing recently, however, especially with the advent of the PIAs, in concert with 
the process of European integration. At the European level, France is natu-
rally part of the Europe 2020 programme, started in 2010, that fixed precise 
objectives, for individual member countries and the EU as a whole, regarding 
research and innovation in the economy. There is, for example, the goal of 
reaching a figure of 3 % of GDP for research and development investments, 
while it stands at 2.5 % in France today. There is also the goal of having at 
least 40 % of new generations graduating from a higher learning institution 
and obtaining a diploma. This “union of the innovation” is under the supervi-
sion of the European Commission, which may propose objectives and make 
yearly recommendations to member states regarding research and innovation. 
It is inside this European framework and through partnerships with other EU 
countries that French state policy has the best chance of finally becoming the 
cement binding together all the remarkable assets that France possesses in its 
NSI. Indeed, it is as a part of Europe that France will eventually achieve its 
true potential as a world leader in scientific research and economic innovation.
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