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Abstract: This paper looks into the specific influence that the European banking union will
have on (future) bank client relationships. It shows that the intended regulatory influence
on market conditions in principle serves as a powerful governance tool to achieve financial
stability objectives.

From this vantage, it analyzes macro-prudential instruments with a particular view to mort-
gage lending markets — the latter have been critical in the emergence of many modern fi-
nancial crises. In gauging the impact of the new European supervisory framework, it finds
that the ECB will lack influence on key macro-prudential tools to push through more rigid
supervisory policies vis-a-vis forbearing national authorities.

Furthermore, this paper points out that the current design of the European bail-in tool sup-
plies resolution authorities with undue discretion. This feature which also afflicts the SRM
imperils the key policy objective to re-instill market discipline on banks” debt financing op-
erations. The latter is also called into question because the nested regulatory technique that
aims at preventing bail-outs unintendedly opens additional maneuvering space for political
decision makers.

JEL classification: E44, GO1, G18, G21, G28, K22, K23.
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1 Introduction

Banks’ activities depend on conditions that prevail on markets where they provide financing for cli-
ents or source funding for their business. Policy makers may rely on regulatory instruments that in-
fluence either the asset side or the liability side of a bank’s balance sheet (or both) in order to
achieve their stability objectives: changes in banks’ refinancing needs and/or conditions influence
these institutions’ investment decisions and thus determine scope and price of services offered to
future clients. Prudential tools of this type appear particularly attractive if social planners seek to

" Professor of Private Law, Trade and Business Law, Jurisprudence, Goethe University Frankfurt am Main, Re-
search Center Sustainable Architecture for Finance in Europe (SAFE). Associated Professor Institute of Mone-
tary and Financial Stability (IMFS), Frankfurt am Main, Germany. This paper has benefited from critique and
comments offered by friends, colleagues and seminar participants at the European University Institute and the
European Banking Law Association’s Annual Meeting 2014. Those of Jens Binder, Andreas Engert, Cordelius
llgmann, Sven Schelo, and Chiara Zilioli were particularly beneficial. | gratefully acknowledge research support
from the Research Center SAFE, funded by the State of Hesse initiative for research LOEWE.
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address banks’ excessive lending or their risk-insensitive funding. The pursuit of policy objectives that
transcend individual actors’ interests and their indirect implementation through intentional changes
in the framework conditions of (market) behavior hints at the governance dimension of the underly-
ing regulatory strategy.'

Macro-prudential supervision seeks to dampen activity levels on those lending markets that are seen
to be exaggerating. It aims at safeguarding financial stability—narrowly understood as the soundness
of the banking sector or more broadly construed as the stability of the economy and the financial
system through the cycle’—by influencing the specific conditions for lenders/borrowers whereas
monetary policy is geared towards impacting on the general financial conditions of the economy.

Quite similar, mandatory creditor participation (bail-in) strives to re-instill market discipline where
pricing of bank-debt is regarded as distorted. By compelling the private sector to absorb the losses
failing financials incur, the bail-in instrument is targeted on undoing implicit government guarantees
for certain institutions and inducing markets to price bank-debt according to default probabilities
only. As a result, banks’ business activities that benefitted from risk-insensitive funding will be re-
scaled in accordance with their discrete risk-return profiles.

The banking union momentously modifies at least the implementation of the rules that provide both
tool-kits and thus exercises an indirect, yet powerful influence on banks’ relationships with (future)
clients. This paper analyzes the pertinent regulatory mechanisms from this vantage and pays particu-
lar attention to the efficacy of the institutional arrangements in the banking union.

2 The implementation of macro-prudential policies in the bank-

ing union

This section assess the specific impact of the banking union on future contractual relations between
banks and clients with a particular view to macro-prudential supervision. It sets the ground by delin-
eating the operation of macro-prudential instruments and their interrelation with monetary policy.?
It continues with identifying real-estate mortgage markets as a particular example where effective
macro-prudential supervision may indeed contribute significantly to safeguarding financial stability.*
Against this background it gauges the effectiveness of the allocation of competences between na-
tional and supranational institutions in the banking union and whether it will impact on bank-client
relationships in a socially beneficial manner.’

' For surveys of the varying definitions of the subject employed in contemporary governance-research see e.g.
Pierre 2000, pp. 3-6; Kjaer 2004, pp. 3-7; Williamson 2005; Burries et al. 2008, pp. 7-12.

’For a description of macro-prudential supervision’s different policy objectives see Borio 2003, pp. 183-185
and 2009, pp. 32-33; Hanson et al. 2011, pp. 5-7; Dewatripont and Tirole 2012, pp. 239, 249-250; Bank of Eng-
land 2009, pp. 9-10; European Central Bank (ECB) 2010, pp. 130-131; Bank for international Settlements (BIS)
2011, pp. 31-33.

® Infra 2.1.

*Infra 2.2.

> Infra 2.3.



2.1 Objectives and instruments of macro-prudential policies in a broader con-
text

2.1.1 The operation of macro-prudential supervision through banks’ balance sheets
and its relation to monetary policy
In the broadest sense, macro-prudential supervision is a manifestation of the public governance of
bank-client relationships that influences resource allocation in decentralized decisions (contracting).
It determines the framework parameters of specific transactions and does so in order to promote the
common good, i.e. the constant and reliable functioning of the financial system, mainly its liquidity
supply function. In that sense, macro-prudential policy appears prima vista heteronomous, although
the system’s stability is ultimately in the collective interest of all agents transacting on financial mar-
kets. More importantly, in its mode of operation, macro-prudential supervision is akin to monetary
policy and is also closely linked in its objectives.

In the standard model, monetary policy impacts on the general financial conditions for the economy.
It sets the risk-free interest rate and thus
immediately influences the price of lever-

Risk free interest
rate
(price of leverage)

Non-financial sector

Expectations (inter-
temporal allocation)

Aypgess

age. The pertinent expectations determine
agents’ inter-temporal allocation of con-

sumption which in turn is the key control
mechanism to achieve price stability.®

Financial sector
(subset, individual
institution)

Quite similar, macro-prudential policy

JuaWwadojua-al

shapes the specific conditions for lenders

and borrowers, in other words it targets

Macro-prudential
tool
(price and quantity
of risk)

balance sheet
(portfolio choice,
buffers)

exclusively the financial sector. Macro-

|enuapnid
Aypgqess
[RILVTE]

prudential tools set the price and quantity

figure 1 — transmission of monetary and macro-prudential policies of risk-taking for banks. They work mainly
through the balance sheet by influencing

portfolio choices and requiring capital buffers. Their ultimate goal is to bolster financial stability
which stands in a mutually reinforcing relationship with price stability (see figure 17).

2.1.2 The importance of a macro-prudential moderation of (unconventional) monetary
policy measures
Quantitative easing (QE), that comes in the euro-area as the ECB’s Public Sector Purchase Pro-
gramme (PSPP)? is supposed to work through portfolio rebalancing. The increased liquidity of private
sector agents who look for alternative investment options will also raise the prices of — at least —
other fixed income securities and thus generate broader welfare effects. The latter will boost de-
mand which is the intended consequence from a monetary policy point of view. However, it also
breeds the potential for bubbles and crashes on overheated asset markets and thus may endanger
financial instability. As a consequence, the pertinent (unconventional) monetary policy measures

®Fora discription of this concept, which is formative for today’‘s self-perception of central banks see Woodford
2005, Morris and Shin 2008.
7Adapted from Lautenschlager 2014. For more detailed ,transmission maps“ that delineate the implementa-
tion channels through which macro-prudential tools work see Committee on the Global Financial System
(CGFS) 2012, pp. 20, 25, 28.
® Cf. ECB 2015.
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require a macro-prudential policy counterweight® which does not cancel-out the desired impact of
QE on price stability but moderates its latent negative effects on financial stability.

2.2 Real estate (mortgage) markets as a particular example

2.2.1 The importance of mortgage lending

Through the ages, excessive credit-growth, unsustainable developments in real estate markets and
the built-up of leverage in the private sector have represented the paving stones on the road to fi-
nancial crises.’® Moreover, the relative importance of sustainable real estate lending for financial
stability has increased over the last 20 years.'* Against this background, a litmus test for the new
supervisory architecture can be seen in its suitability to cool down overheated real-estate markets by
dampening mortgage lending in particular. In other words, the impact that the implementation of
macro-prudential policies will exert on pertinent (future) bank-client contracts in the banking union is
a key indicator for the overall effectiveness of the institutional arrangement.

2.2.2 Macro-prudential tools targeting excessive credit growth

Given the interrelation of financial fragility and exaggerated (mortgage) lending,** those macro-
prudential tools that target excessive credit growth in the relevant sector deserve attention.” With a
view to the division of supervisory competences,™ it is quite important to notice that the diverse
legal bases for these macro-prudential tools are rooted in both supranational™ and national banking
regulation (see table 1).

The first and foremost instrument to attenuate pro-cyclical credit developments is the countercycli-
cal capital buffer (CCB).'® It aims at enhancing banks’ resilience in times of excessive credit growth
and — at the same time — has price effects apt to dampen lending booms: the CCP will increase the

’If QF operates in fact only via the exchange-rate as a beggar-thy-neighbor policy (cf. Korinek 2014, p. 27-28),
the counterbalance is of less immediate importance.
% For historical accounts see Reinhart and Rogoff 2009; Borio and Drehmann 2009.
" Jorda et al. 2014 show in a comparative survey of 17 countries for the period of 1870-2011 that the volume
of mortgage lending has surpassed other credit operations of banks in a historically unprecedented manner
since the mid-1990s.
© Supra 2.1.1.
B Table 1 summarizes the main features. For a detailed description of macro-prudential instruments see Euro-
pean Systemic Risk Board (ESRB) 2014, pp. 26-162; with a particular view to real-estate lending ibid., pp. 51-65.
" Seeinfra 2.3.2.
> The main legal bases in European law are Directive 2013/36/EU of the European Parliament and of the Coun-
cil of 26 June 2013 on access to the activity of credit institutions and the prudential supervision of credit institu-
tions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and
2006/49/EC [hereinafter: CRD IV], OJ L 176, 27.6.2013, p. 338 and Regulation (EU) No 575/2013 of the Europe-
an Parliament and of the Council of 26 June 2013 on prudential requirements for credit institutions and in-
vestment firms and amending Regulation (EU) No 648/2012 [hereinafter: CRR], OJ L 176, 27.6.2013, p. 1. De-
spite the differences in the legal nature of these legislative instruments (cf. Treaty on the Functioning of the
European Union (consolidated version) [hereinafter: TFEU], art. 288, OJ C 326, 26.10.2012, p. 47), the practical
differences in the supervisory implementation of European prudential banking regulation should not vary dra-
matically. CRD IV aims at maximum harmonization and is highly prescriptive. It thus leaves only limited space
for variation among the implementing Member States, but see also Ferrarini and Chiarella 2013, pp. 52-53. On
the special situation within the Single Supervisory Mechanism (SSM) where the ECB safeguards the uniform
application of harmonized law see infra note 52 and Troger 2014, pp. 484-485.
' crRD IV, art. 130. The specifics for setting and calculating CCBs are delineated in CRD IV, arts. 135-140. Im-
portantly, CCBs of up to 2.5% of Common Equity Tier 1 (CET1) are subject to mandatory reciprocity, whereas
higher CCBs can be recognized by other Member States, CRD IV, art. 137.
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cost of credit because more equity will be needed to further expand lending.”” Akin in operation, yet
geared towards non-cyclical, long-term systemic risks is the systemic risk buffer (SRB) which can be
targeted at specific banks, for instance those with critical real estate exposures.’® Moreover, in the
application of the Supervisory Review and Evaluation Process (SREP) the competent supervisor may
impose, as a Pillar Il measure, additional capital requirements on those institutions that share similar
risk profiles if their parallel exposures, business models etc. potentially imperil financial stability.™
Finally, the residual competence conferred upon designated macro-prudential authorities to imple-
ment stricter measures to counter changes in the intensity of macro- or systemic risks that are not
addressed by other prudential measures in CRD IV/CRR (national flexibility measures), allows — sub-
ject to demanding procedures and the presentation of conclusive evidence — inter alia to increase
own funds requirements.”

Another capital-based, yet indirect way of influencing the cost of credit is an increase in the relevant
multipliers for calculating own funds requirements. Under the standardized approach, supervisors
can increase risk weights up to 150% for financial stability reasons if loss experience and forward
looking market developments so suggest.*! Again, both Pillar Il and national flexibility measures can
be implemented to the same effect and allow to raise risk weights even beyond 150%.%* Similarly, if
financial stability concerns command tightening lending conditions, banks that use an internal rat-
ings-based (IRB) approach to calculate their regulatory capital requirements can be forced to use
higher minimum loss given default (LGD) values in their models.”> LGDs can also be influenced
through Pillar Il and national flexibility measures, for instance by raising the floor on LGDs used to
calculate risk weights in the relevant formulas.

Finally, limits on lending activities like maximum loan-to-value (LTV), loan-to-income (LTl), or debt-
service-to-income (DSTI) ratios can serve as direct measures to curb leveraged growth in asset mar-
kets. Despite calls for an EU-wide harmonization of these instruments that would enhance the capac-
ity to capture the systemic dimensions of asset bubbles,? the current EU regulatory framework only
refers to LTV and LTI limits as preconditions for relying on advantageous risk-weights under the
standardized approach for fully and completely mortgage secured exposures.” Hence, direct limits
on lending activites based on LTV, LTI or DSTI remain subject to national rules and procedures.” The
same is true with regard to leverage ratios that can be understood as a failsafe for risk-based capital
buffers in countering cyclical or structural systemic risks.

Y The effect hinges only partly on the assumption that equity is more costly than debt, cf. on this pecking order
theory in corporate finance Myers and Majluf 1984; on the policy implications see also Admati and Hellwig
2013, pp. 100-114. The key presupposition is instead that ceteris paribus reduced leverage (higher capital re-
quirements) decreases potential payouts for residual claimants and thus disincentivizes additional risk taking.
8 CRD IV, art. 133. CRD IV, art. 134 allows for a reciprocal implementation of the SRB.
¥ CRD IV, arts. 103, 104(1)(a).
2 CRR, art. 458(2)(d)(i). National flexibility measures are not subject to mandatory reciprocity, cf. CRR, art.
458(5).
*L CRR, art. 124(2). The provision also allows to tighten other criteria for real estate exposures, for instance to
tie preferential risk weights to stricter loan-to-value ratios for secured residential or commercial real estate
lending.
22 Cf. CRD IV, arts. 103, 104(1)(a) and CRR, art. 458(2)(d)(vi).
> CRR, art. 164(5).
24 High-level Expert Group on reforming the structure of the EU banking sector 2012, p. 81.
%> CRR, arts. 125(2)(d), 126(2)(d).
?® For an overview on Member States’ practices regarding LTV limits see ESRB 2014, p. 200.
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CCB

SRB

Own funds, capital conserva-
tion buffer requirements

Sectoral requirements for

specific exposures (e.g. in-

creased risk weights, mini-
mum LGD values)
LTV cap

LTI/DSTI cap

Leverage ratio

CRD IV arts.
130, 135-140

CRD IV
133,134

arts.

pillar 2 (SREP),

CRR art. 458
CRR arts. 124,
164, pillar 2

(SREP), CRR art.
458

national law

national law

Enhance banks’ loss absorption capacity (higher
resilience) and increase funding costs to slow
down credit growth/moderate financial cycle
(lower vulnerability)

’{

direct restriction of lending to decrease banks
LGD and borrower‘s PD

Limit banks’ leverage (failsafe for risk-based

capital buffers)

Table 1 - macro-prudential tools targeting excessive credit growth

2.2.3 Effectiveness of macro-prudential tools in cooling-down overheated real-estate
markets

The effectiveness of the macro-prudential tools just described varies in the context of real estate

lending.

Capital buffers as such arguably are not very effective in highly collateralized markets. This posit is
not oblivious of the fact that the pertinent buffers can reach sizeable proportions: even under the EU
Commission’s assumption that does not include the possibilities for exceptional increases of certain
buffers,”’ they can amount to 9.5% of additional CET1.”® However, the extra capital has to be held
against risk-weighted assets which is why the buffers’ effect is limited with regard to highly collateral-
ized real estate loans. Even maxing-out the buffer rates wouldn’t lead to tremendous increases in the
capital to be held against the loan: in fact, even under the standardized approach, less than three
and a half percent of the exposure value® of a residential mortgage secured loan would have to be

7 EU Commission 2013, p. 14.
28 With the assumed upper bounds the CCB can amount to 2,5% of CET1, the SRB to 5% of CET1 and the na-
tional macro flexibility buffer to 2% of CET1.
»The accounting value of the loan is modified by credit risk adjustments to yield the exposure value, see CRR,
art. 110, 111.
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held in additional CET1.2° Under the IRB approach, risk-weights can be expected to be significantly
lower.>

Moreover, capital buffers may have unintended consequences because they apply to supervised
entities (banks) and thus can hardly be tailored in a market or transaction specific manner. At the
margin, higher own funds requirements steer lending activities to credit markets where extended
loans carry lower risk weights: as own funds ratios have to be multiplied with the applicable risk-
weights to determine actual regulatory capital requirements for specific assets,*? any lending activity
that creates balance sheet positions with risk-weights higher than those of (collateralized) real-estate
loans becomes less attractive for banks and/or makes borrowing for clients relatively more expensive
if banks can pass-on the higher refinancing costs.*® As a consequence, where targeted banks do not
have real estate-centered business models, increased buffers may even result in relatively more
lending on overheated mortgage markets.**

To be sure, the additional capital requirements are not trivial and may have a marginal effect also on
credit growth in real estate markets. However, with a view to the specifics of these markets, it is
quite plausible that indirect measures like a significant increase in risk-weights are far more effective
because they eliminate the leveling effect of collateral that afflicts macro-prudential tools that ulti-
mately rely on own funds requirements.* Similarly, outright caps on lending activities (LTV, LTI, DSTI)
and a leverage ratio are more effective macro-prudential tools in these environments.

2.3 Competences in macro-prudential supervision within the banking union

To assess if the banking union as such has a discrete impact on future bank-client relationships also
through macro-prudential instruments brought to bear on key markets,*® a closer look at the alloca-
tion of pertinent competences between national and supranational supervisory bodies is necessary.
The momentum of the new institutional framework depends critically on the ECB’s position via-a-vis
both the European Systemic Risk Board (ESRB) and national competent authorities (NCAs). Only inso-
far as the ECB as the central authority in the Single Supervisory Mechanism (SSM) can play a strong
and independent role in macro-prudential policy as well, will the situation within the banking union
diverge from that in the EU 28.

**The pertinent risk-weight is set at 35%, CRR Art. 125(1). It constitutes the relevant multiplier for the maxi-
mum buffer rate of 9.5% of CET1.
*Ina speech delivered on March 11 at the ECB and Its Watchers Conference 2015, Bank of Finland Governor
Erkki Liikanen referred to an average risk-weight of 10% for real-estate loans which would squeeze additional
CET1 needed to less than one percent.
32 Supra note 30.
3 Under the standardized approach for instance, (commercial) loans with a maturity of more than three
months to institutions with a recognized credit rating of good-to-medium quality (credit quality step 2 or 3 out
of 6) carry a risk-weight of 50%, cf. CRR art. 120(1). Thus, with macro-prudential buffers set at maximum ratios
(supra note 28), banks would have to hold 4.75% of additional CET1 against these loans, making lending either
relatively less profitable for banks or more costly for clients accordingly. Hence, the dampening effect of the
pertinent macro-prudential measures will be stronger on these markets than it is on residential mortgage mar-
kets (see supra note 30 and accompanying text).
** For the underlying theorems see supra note 17.
» Assigning a risk weight of 150% to residential mortgage secured loans (instead of 35%, supra note 30) will
more than quadruple the level of CET1 to be held against the exposure value, raising it from 2.8% to 12% CET1.
% Supra 2.2.1.
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2.3.1 Therole of the ESRB within the SSM

At the outset, it is important to observe that the ESRB assumes the role of the paramount suprana-
tional macro-prudential player in the EU also in relation to the ECB.* As a consequence, the ECB does
not enjoy full autonomy in the implementation of macro-prudential policy in the banking union. In-
stead, its role is (lightly) confined by the duties and obligations owed to the ESRB.

The legal framework ensures an adequate flow of information gathered in supervisory practice to the
ESRB in order to facilitate the fulfillment of its tasks. Hence, the relevant provisions explicitly permit
the voluntary disclosure of information from the ECB (SSM) to the ESRB under the sole condition that
the privacy of sensitive data is adequately protected.® Moreover, the ESRB can request relevant
information from the ECB (SSM) under the same preconditions.® This indicates that the data gath-
ered by the ECB and NCAs when fulfilling their supervisory tasks is by no means proprietary. Instead
it also has to serve the purpose of allowing the ESRB to realize its macro-prudential stability objec-
tive.

Even more importantly, the ESRB can direct recommendations and warnings not only to NCAs within
the SSM but also to the supervisory branch of the ECB.* To be sure, the legal basis of this power is
not straight-forward, because the ECB obviously is not a “national supervisory authority” within the
original meaning of ESRB Reg. art. 16(2). Yet, the provision has to be construed dynamically to reflect
the institutional overhaul of the supervisory framework: The ECB has assumed the main supervisory
functions, directly at least for the euro-area’s most significant banks,** and thus has become the
competent/supervisory authority that executes the prudential rules and standards referred to in EBA
Reg. art. 1(2). It has thus become part of the European System of Financial Supervision (ESFS),** a
reading that is explicitly corroborated by EBA Reg. art. 2(2)(f) as amended. However, the ESRB'’s

*’ There is considerable administrative overlap as the ESRB Secretariat is located at the ECB, cf. Council Regula-
tion (EU) 1096/2010 of 17 November 2010 conferring specific tasks upon the European Central Bank concern-
ing the functioning of the European Systemic Risk Board, arts. 2, 3, OJ L 331, 15.12.2010, p. 162, and — more
importantly — the ESRB’s Chair is the President of the ECB, Regulation No 1092/2010 of the European Parlia-
ment and of the Council of 24/11/2010 on European Union macro-prudential oversight of the financial system
and establishing a European Systemic Risk Board [hereinafter: ESRB Reg.] art. 5(1), OJ L 331, 15.12.2010, p. 1,
its first Vice Chair is appointed by the Governing Council of the ECB, ESRB Reg. art. 5(2), with both high-ranking
executives participating in the General Board’s, i.e. the ESRB’s main decision making body’s meetings, ESRB
Reg. art. 6(1)(a); on the significance of the ECB’s influence on the ESRB’s operations see also Ferran and Babis
2013, p. 283.
38 Regulation No 1092/2010 of the European Parliament and of the Council of 24/11/2010 on European Union
macro-prudential oversight of the financial system and establishing a European Systemic Risk Board [hereinaf-
ter: ESRB Reg.] art. 15(2), OJ L 331, 15.12.2010, p. 1; Council Regulation (EU) No 1024/2013 of 15 October 2013
conferring specific tasks on the European Central Bank concerning policies relating to the prudential supervi-
sion of credit institutions [hereinafter: SSM Reg.] art. 27(2), OJ L 287, 29.10.2013, p. 63.
) ESRB Reg. art. 15(5)-(7); SSM Reg. art. 3(1). See also Wymeersch 2014, p. 65-66.
** The ESRB’s general capacity to do so follows from ESRB Reg. arts. 16(2).
1 Cf. SSM Reg. arts 4(1), 6(4). For a detailed delineation of the ECB’s tasks as a supervisor see Troger 2014, pp.
464-70.
*> ESRB Reg. art. 1(3)(f) includes in the ESFS the authorities that are competent to apply supranational pruden-
tial regulations as referred to in Regulation (EU) No 1093/2010 of the European Parliament and of the Council
of 24 November 2010 establishing a European Supervisory Authority (European Banking Authority), amending
Decision No 716/2009/EC and repealing Commission Decision 2009/78/EC [hereinafter: EBA Reg.] art. 1(2), OJ L
331, 15.12.2010, p. 12.
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power falls short of making it a momentous (macro-)prudential supervisor:* its recommendations
and warnings are “enforced” through an internal “act or explain” mechanism** and public pressure
exerted after their disclosure.”” As a consequence, the ECB also has significant maneuvering space
when it exercises its macro-prudential supervisory competences.

2.3.2 The ECB’s role in macro-prudential supvervision

Ultimately, the distinct influence of the banking union on future bank-client relationships within the
ambit of macro-prudential supervision depends on the ECB’s specific powers in the field — only the
latter constitute an unduplicated element distinguishing supervision in the SSM-Member States form
that in the EU 28.

The key power of the ECB is to top-up national macro-prudential policies*® which includes the capaci-
ty to require macro-prudential tools to be implemented for the first time if NCAs remain inert.
Hence, the ECB can push through in-

convenient banking policies that — cap-

flow of information
(voluntary and requested)

top-up of CRD IV/CRR
macro-prudential tool

tured” — NCAs may shun. The institu-

tional arrangement thus immediately

recommendations
and warnings

recommendations
and warnings

CRD IV/CRR
flow of information macro-prudential tool
(voluntary and reguested)

reflects the key rationale for the supra-
nationalization of supervisory powers
which was intended to reduce forbear-
ance of NCAs.*®

Moreover, with a particular view to

macro-prudential supervisory objec-

national law
macro-prudential tool

tives, the ECB has the comprehensive figure 2 — macro-prudential supervision in the banking union

view on the affected economies and

can ideally assess the likely interaction of supervisory measures with monetary policy in the eu-
roarea.” These benefits can be reaped without incurring severe negative consequences if the ECB’s
monetary policy function can be severed from its supervisory tasks without impeding the adequate
flow of information.*

“For a general assessment of the ESRB’s clout see Milbert and Wilhelm 2011, p. 200; Wymeersch 2010, pp.

252-264; Moloney 2010, pp. 1332-35, 1365—72; Lamandini 2009, pp. 199-202; for a comparison of the ESRB

with its US counterpart, the Financial Services Oversight Council (FSOC) see De Mincio 2010, pp. 454-457.

* ESRB Reg. art. 17.

* ESRB Reg. art. 18.

*®ssm Reg. art. 5(2). National macro-prudential policies have to be developed in close cooperation with the

ECB, cf. SSM Reg., art. 5(1).

* The concept describes how and when interest groups dominate regulatory decision processes, Laffont and

Jean Tirole 1991, p. 1089; with a particular view to banking regulators, Hardy 2006.

*® Troger 2014, pp. 456-461.

* Smets 2014, pp. 264-265. To be sure, the close integration of macro-prudential supervision with monetary

policy in the euroarea may not constitute an attractive feature for Member States whose currency is not the

euro if they opt for a close cooperation and thus seek to participate in the SSM as equal partners (cf. SSM-Reg.

art. 7; Wymeersch 2014, pp. 61-62). The macro-prudential function of the ECB raises specific coordination is-

sues with national central banks not present within the euroarea. In the worst scenario, one party pushes the

throttle while the other hits the break, creating a lot of heat but no progress.

>0 Generally on the challenges of mandating a central bank with banking supervision Goodhart and

Schoenmaker 1995; on the institutional preconditions taken in the SSM Reg. to prevent a corruption of either
-9-



However, despite these general considerations in favor of the ECB’s involvement, its role in macro-
prudential policy seems severely curtailed. Unfortunately this is particularly true with regard to those
markets on which exaggerated lending typically poses severe risks for financial stability.”* The ECB
can only perform its supervisory tasks and implement (macro-prudential) instruments “in accordance
with relevant Union law...subject to the procedures set out in the Regulation (EU) No 575/2013 and
Directive 2013/36/EU in the cases specifically set out in relevant Union law”.>” Hence, it is limited to
the macro-prudential tool-kit provided by supranational law. It has no competence to initiate or

modify macro-prudential measures with a legal basis only in unharmonized national law.

Given the pivotal importance of mortgage lending markets and the dubious effect of the primary CRD
IV/CRR macro-prudential instruments (additional capital buffers) for these markets,*® this division of
competences (figure 2) is hard to square with the overall objectives of centralization in the banking
union. In fact, the only promising tools through which the ECB can implement more rigid macro-
prudential policies are those that indirectly reinforce (sectoral) capital requirements by augmented
risk weights or LGD values.” The ECB has no influence on direct restrictions through LTV, LTI, and
DSTI.

3 Re-instilling market discipline through the bail-in tool

Another supervisory tool that potentially influences future bank client-relationships indirectly, yet
momentously is the bail-in instrument.> This reorganization tool also receives a banking union twist
because its implementation will be determined by supra-national authorities within the Single Reso-
lution Mechanism (SRM). To gauge this specific effect of the banking union, the policy rationale that
underpins the bail-in tool will be explored by recalling briefly the distorting effect of implicit govern-
ment guarantees for bank capital®® and the objective to re-instill market discipline by regulatory in-
tervention that impacts on future bank client-relationships.”” The general considerations set the
stage on which the preconditions for an efficient bail-in tool can be established.”® These serve in turn
as benchmark for assessing if the banking union’s bail-in tool indeed fulfills these criteria and thus
can achieve the socially desirable influence on banks’ activities.™

the ECB’s price stability or its supervisory mandate see Masciandaro and Nieto 2014. For potential conflicts see
Troger 2014, pp. 494-495.
>t Supra 2.2.1.
2 SSM Reg. art. 5(1). Generally on the competence of the ECB to apply also harmonized national law see SSM
Reg., art. 4(3).
>3 Supra 2.2.3.
> Supra 2.2.2.
> Directive 2014/59/EU of the European Parliament and of the Council of 15 May 2014 establishing a frame-
work for the recovery and resolution of credit institutions and investment firms and amending Council Directive
82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU,
2012/30/EU and 2013/36/EU, and Regulations (EU) No 1093/2010 and (EU) No 648/2012, [hereinafter: BRRD]
art. 44, 0J L 173, 12.6.2014, p. 190; Regulation (EU) No 806/2014 of the European Parliament and of the Coun-
cil of 15 July 2014 establishing uniform rules and a uniform procedure for the resolution of credit institutions
and certain investment firms in the framework of a Single Resolution Mechanism and a Single Resolution Fund
and amending Regulation (EU) No 1093/2010 [hereinafter: SRM Reg.] art. 27, OJ L 225, 30.7.2014, p. 1.
*®Infra 3.1.
>’ Infra 3.2.
*® Infra 3.3.
** Infra 3.4.
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3.1 Implicit government guarantees for bank capital (bail-out)

Government guarantees provide a lower bound to the value of assets on a bank’s balance sheet and
thus shift the default probability downward compared to a model with endogenously determined
(asset valuation process) bank failure. Banks that benefit from implicit guarantees — because they are

deemed “too
Bank

big/important/interconnected etc.
|1160

assets liabilities

equity
hybrid

to fail”” — enjoy lower risk premi-

investmentdecision, risk
taking etc. determined
inter alia by available
funding

sl ums and can thus raise capital from

inter alia determined by

market pricing rational investors at lower prices.®

Distorted market pricing bears on

market failure/
market discipline

the liability side of banks’ balance

sheets because they can raise capi-
tal at prices that are insensitive to
their risk-taking behavior. As a con-
sequence, the government subsidy
figure 3 - risk insensitive funding and regulatory intervention through bail-in allows them to fund excessive risk-
tool taking (moral hazard) and thus

leads to inefficient investment de-
cisions on the asset side of their balance sheet. In essence, debt-governance doesn’t work, because
financial institutions’ risk bearing capacity does not drive the pricing of their capital (no market disci-

pline).*

3.2 Regulatory intervention to re-instill market discipline (bail-in)

The observable market failure warrants regulatory intervention. The bail-in instrument seeks to ad-
dress the root cause of the problem: its objective is to credibly ensure the private sector loss partici-
pation in a bank’s failure, i.e. compel risk bearing of agents who provide banks’ capital.®® If effective,
it undoes government guarantees (no bail-out). It thus ensures that banks funding is sensitive to the
risks they are running and puts an end to excessive risk-taking, overinvestment etc. induced by moral
hazard.*

3.3 Preconditions for an effective bail-in tool
The objective of the bail-in tool to induce adequate pricing of the risk of bank failure by all those
investors who provide capital to these institutions determines the preconditions under which a regu-

% On the rationality of bail-outs, i.e. the rescue of ailing banks with public funds, in these scenarios Macey and
Holdcroft, Jr. 2011, pp. 1375-83; Troger 2013, p. 187-190.
® For empirical evidence of the effect see Tsesmelidakis and Merton 2012 (estimating the funding advantage of
74 U.S. financials benefiting from implicit government guarantees to sum up to $365 bn.); Schweikhard and
Tsesmelidakis 2012 (showing how model-estimated risk premiums for bank debt deviated significantly from
actual market premiums charged for major U.S. banks in CDS-markets through the financial crisis).
%2 The effect was first modelled with regard to explicit government guarantees (deposit insurance), Merton
1977; see also Merton and Bodie 1993, but can be generalized, see e.g. Adrian and Ashcraft 2012, pp. 8-10.
83 Coffee Jr. 2010, p. 35; Huertas 2013, p. 168; Goodhart and Avgouleas 2014, pp. 3-5; see also Gordon and
Ringe 2014, p. 2 who introduce a concept of SIFI “self-insurance” provided by subordinated term debtors;. For
alternative, yet not necessarily contradicting views that understand bail-in primarily as an instrument to facili-
tate a large bank’s (financial conglomerate’s) swift reorganization without overly disruptive effects Sommer
2014, pp. 217-223; Binder 2014, pp. 34-35.
% cf. figure 3
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latory intervention can lead to efficient outcomes. The key desideratum is that — at least — sophisti-
cated investors must be capable to price the risk adequately which requires an ex ante designation of
the risk borne by investors. More specifically, a well-designed bail-in instrument needs to define a
clear-cut, difficult to game trigger event (e.g. CET1 ratio), has to make bail-inable capital instruments
identifiable and must allow predicting the particular consequences of the implementation of the tool
(e.g haircuts/conversions occur automatically without discretion).” Once implemented, the bail-in
instrument must not destabilize markets. In order to prevent knock-on effects, the bail-inable in-
struments have to be held outside the banking sector by investors with sufficient loss-bearing capaci-
ty (e.g. insurance companies, pension funds, high-net worth individuals, hedge-funds). Under these
conditions, a bank failure may become a non-disruptive event that does not imperil market partici-
pants’ trust in the financial sector. Banks’ reorganizations potentially become akin to those of airlines
that can today fly “out of chapter 11” without jeopardizing customer confidence.

Unfortunately, sophisticated investors will find it difficult to gauge the actual risk of loss-participation
under the European regime, because BRRD/SRM provide for a discretionary ad hoc bail-in. First of all,
the trigger event is set with the competent authority’s (CRR-supervisor, ECB) or the resolution au-
thority’s (RA)/Single Resolution Board’s (SRB) determination that an institution “is failing or likely to
fail”.®® Hence, at the outset it will be difficult to predict in which state the failing institution will be
when losses have to be borne. Moreover, the RA/SRB will chose the reorganization instrument(s)
from a toolbox,® i.e. even if resolution proceedings are initiated no bail-in automatism exists. Fur-
thermore, although in principle the entire liability side of the failing bank’s balance sheet is subject to
bail-in, some classes are exempted ex ante, for instance debt instruments with a maturity of less than
seven days.®® Finally, the RA/SRB may grant exemptions for certain bank-creditors.*

3.4 Key problems of bail-in tool

Although some fears may already be associated with the general exemption of certain liability classes
because it may lead to regulatory arbitrage, for instance in the form of ultra-short-term inter-bank
borrowing, the key problem of the European bail-in tool follows from the persistence of a political
element in private sector loss participation under BRRD/SRM Reg.

The forecasting nature of the trigger event allows forbearing competent authorities to delay reorgan-
ization and resolution.”” Hence, in this regard the impact of the banking union will depend on the
stance the ECB (SSM) or — ultimately — the SRB will take vis-a-vis shaky banks. Although capture by
local special interest seems unlikely, at least the ECB may face incentives to camouflage supervisory
failures by postponing reorganization. Moreover, if supranational funds do not suffice to cover reor-

® Krahnen and Morretti 2015, pp. 136-142; Armour 2014, pp. 20-21; Huertas 2013, p. 73. The Liikanen-Report
contains a condensed view of the issue, cf. High-level Expert Group on reforming the structure of the EU bank-
ing sector 2012, pp. 103-104.
6 BRRD, art. 32(1)(a); SRM Reg., art 18(1)(a). While the BRRD provides an option for Member States to em-
power their RAs to ultimately make the critical determination, BRRD, art. 32(2), the SRB is generally authorized
to draw an autonomous conclusion in this regard, SRM Reg, art. 18(1) subpara. 2.
® BRRD, art. 37(5); SRM Reg., art. 22(4).
® BRRD, art. 44(1) and (2); SRM Reg., art. 27(3) and (4).
% BRRD, art. 44(3); SRM Reg. art. 27(5).
" For an instructive case study of the delayed Bankia reorganization and the negative cost effects of superviso-
ry lenience see Dibel 2013, pp. 22 —31.
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ganization costs,”* disproportionately affected Member States may heavily pressure the SRB not to
initiate the procedure.

Furthermore, the discretion of the RAs/SRB to grant exemptions ad hoc opens the door to a variation
of conventional bail-out rationality even within the BRRD/SRM-framework. The losses that had ac-
crued to specific classes of bank creditors were they not exempt from bail in, will have to be distrib-
uted to other creditors until the requirement of an 8% minimum loss participation of investors is
fulfilled.” This discretionary element of the bail-in tool which in principle can cut both ways for inves-
tors in bank debt makes it relatively hard to predict a creditor’s position in the institution’s failure ex
ante. Hence, adequate pricing of the bail-in risk is fraught with considerable uncertainty.

Finally, the existence of resolution tools doesn’t guarantee their time-consistent application by politi-
cal agents. To be sure, the supranational rules seek to prevent that Member States bail-out national
champions before the 8%-minimum loss participation of private creditors has been executed: gov-
ernment money may be used in recapitalizations’® or temporary nationalizations’ only after at least
8% of total liabilities have been bailed-in.”” Obviously, such a rule may have a grossly destabilizing
effect because, according to the letter of the law, the minimum bail-in has to occur also in a systemic
crisis and thus may well accelerate the ride to Armageddon — a latent consequence which in turn
weakens the rule’s credibility from the outset. To be sure, the alternative could only lie in the candid
regulatory acknowledgement that any minimum bail-in requirement is subject to a systemic excep-
tion. Hence, the credibility problem is inherent in the instrument. Yet, making it transparent has ad-
vantages because it limits the options for political agents to camouflage their actual intentions. In
fact, the relevant provisions of the EU resolution regimes rest on the assumption that government
support occurs in resolution or reorganization.76 This presumption provides political maneuvering
space to flag government intervention as non-resolution related. Such a defiliade would allow the
support of ailing banks without blatantly violating the wording of the law (albeit obviously its spirit)
even though their creditors are not or insufficiently bailed-in. Counter to the legislative bodies’ inten-
tions, it is precisely the quasi-perfectionist aspiration of a highly elaborate regulation that may defeat

! The Single Resolution Fund (SRF) — regardless of the doubts pertaining to its size which is set at 1% of covered
deposits in the euroarea (roughly € 55 bn) cf. SRM Reg. art. 69(1) and European Commission 2014 — will be
filled slowly and mutualization of the paid in means will occur only gradually. The SRF will start with national
compartments that bear the resolution costs of banks that were licensed in the pertinent Member State in the
first place. Over a transitional period an incremental portion of all the paid in means of the SRF (starting at 40%
in 2016, jumping to 60% in 2017 and rising by additional 6.66% each subsequent year) may be deployed to fund
resolutions occurring in any participating Member State if the pertinent national compartment proves insuffi-
cient. See Intergovernmental Agreement on the transfer and mutualisation of contributions to the Single Reso-
lution fund, arts. 1(b); 5(a), (b); 12(2), May 14, 2014,
http://register.consilium.europa.eu/doc/srv?I=EN&f=5T%208457%202014%20INIT.
7> BRRD art. 44(5)(a); SRM Reg. art. 27(7)(a).
> BRRD art. 57.
* BRRD art. 58.
> BRRD arts. 37(10), 56(1). The SRM Reg. naturally does not deal with extraordinary government stabilization
tools because the supranational resolution authorities are in no position to initiate national bail-outs.
7% f. BRRD art. 56(1) which stipulates that public support occurs “for the purpose of participating in the resolu-
tion of an institution or an entity referred to in point (b), (c) or (d) of Article 1(1), including by intervening di-
rectly in order to avoid its winding up”.

-13 -



its rationale which lies in constraining political agents.”’” Ultimately, the outcome will hinge on the
Commission’s stance on state aid in these instances.”

4 Conclusion

The macro-prudential and the bail-in instruments of European banking regulation constitute tools of
public governance that impact on newly established bank-client relationships. However, none of
these supervisory powers allows to intervene directly in existing contracts.

The banking union establishes the ECB to safeguard the impartial and non-forbearing enforcement of
the regulatory framework also with regard to macro-prudential measures. This is particularly rele-
vant, if the effect on financial stability and growth is considered that the implementation of macro-
prudential policy potentially exerts. However, the analysis shows that the policy objectives of the
institutional overhaul seem somewhat insufficiently transposed when it comes to limit excessive
credit growth in overheated real estate markets — arguably a litmus-test for the regulatory regime’s
effectiveness.

The resolution framework established through the BRRD/SRM Reg. provide for a discretionary ad hoc
bail-in. It thus compromises the key objective of the governance tool to provide for an inevitable, ex
ante transparent private sector loss participation in the event of a financial institution’s failure. To be
sure, markets will place probabilities on the possible decisions of resolution authorities and other
(political) agents.” Yet, as a consequence, default probabilities will continue to deviate from endog-
enously determined bank failures. Hence, distorted pricing of bank debt will continue and disruptive
effects of sudden corrections in the pertinent expectations will loom also in the future.

In sum, the banking union alters the regulatory and procedural determinants that bear on individual
bank-client relationships. Yet, it falls short of achieving the social optimum or at least a second-best
real world solution.
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