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1. Intr oduction

The deelopment of a single financial market has been
a long-term objectie of the Euppean Union (EU) and
the achieement of this objectie receied a significant
impetus with the intoduction of the Eup, which has
acted in many way as a catast for financial intege-
tion. Soon after the estaldiment of the Euopean
Cental Bank (ECB), a debate emed about the desir
able structue of financial supergion in this single
financial market. In many aites it was indeed felt that,
in order to support EU financial integtion and pe-
sene financial sector soundness substantie degee of
coodination of regulatory and supersory actiors was
needed.

For a long time, the debateemained dominated Y
divegences in academic and policya@s between, on
the one hand, poponents of light forns of coodina
tion among national supersbis and on the other
those in fawr of more centalized appoaches

Authors’ note The vieve expessed hain ae those of the authas
and $ould not be attributed to the Banco dedgafia or the IMFits
Executive Boad, or its management. The auth®would like to thank,
without implication, Roaria \ega Rnsini for illful reseach ass-
tance and Martin Cihak, Syster Eijffinger Wim Fonteyne, Dmidav
Galac, Daniel Hdy, Fabio Recine, Jan Willeman der \6ssen and
participants at the Finlawmetrics 2009 Cordece (Milan, June 18-
19, 2009) for helpful comments and suggest®on

1 See CEPS (2008) andrfieyne and ¥n der \6ssen (2007) for
overvievs. Kemes et al. (2003) pvides a good werview of the
debate in the earliergas. Individual contributiors include Nieto
and Refialos, (2004) and Las#r(2006) on the need to harmonize
regulatory fameworls; Pati and Schinasi (1999) and Goodhart
(2000) on the estabdhment of integated financial eersight; and
Holthawsen and Ronde (2005) and Megy Nieto and Wall (2008)
on incentives for coopeation among national supersos.

Meanwhile, some initiates in support of moe regula
tory and superdgory coodination among member
states aw the light of day The most important ones
wete: (i) on theregulatoryside, the estatdhment of the
Lamfalissy famework, an elabate structue aiming at
seeding up the legative process geerning the
European financial sstem, deliering moe uniform and
better technical egulation, and facilitating supersory
conwergence in support of financial integtion and sta
bility; and (ii) on the supervisorgide, the estaldhment
of supervsory colleges in chge of monitoring lage

As is often the case, it takes a cmis
to reform...the corsersus has been
growing that the efficiency and effec-
tiveness of exsting frameworks for
banking regulation and supervsion

needs to be (e)assessed.

cross-boder goups?

Howeer, as 5 often the case, it takes a eB to
reform. The impact of the cuent financial crsis on EU
membes introduced a sese of ugency to the coadi-
nation/centalization debate. Indeed, twassues foreg
ulatory and supergiory eform that hae been gaining
worldwide acceptance in the wake of the sisiae: (i)
the expasion of the coss-irstitutional and coss-bor
der scope foregulation while afeguading corstructive
diversity; and (ii) the need for putting in place mecha
nisms for effective and coodinated supengory actiors

2 For overvievs, see CEPS (2008) andriieyne and ¥n der \bssen
(2007).
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(Sacas, 2008). With 46 banking gups with significant
holdings of cioss-boder assets and liabilities activon
the EU's territory at end 2007, theetevance of these
recommendatios is geat indeed. These ass-boder
banks opeate in a multi-jurisdictional envionment and
do need to inteact with multiple national supersgbss.
Agairst this backgound, the corsersus has been gw-
ing that the efficiency and effecteness of exsting
framework for banking egulation and supergion
needs to be @)assessed.

In October of 2008, the E@pean Comnsision man
dated a goup of experts under the chairmaship of
Jacques de Lasiee to formulate ecommendatios on
the future of Euopean financial egulation and super
vision. The goup presented its eport to the
Commssion in early Spring of 2009Since then, dest
opments at the policy leal have gained momentum. On
May 27, 2009 the Ewpean Comnssion pubkhed its
proposal for the structue of Euopean financial super
vision (based on the de Lasiee recommendatios)
which was adopted Yo ECOFIN on June 9 andylkthe
European Council on June 18-19, 2009.

Some differences in goernance
arrangemens at the national level
could potentially have a negatiwe
Impact on European supervsory
coorination — and thus European

financial stability.

The adopted structur corsists of a macp-prudential
supengory famework centexd apund the Euopean
Systemic Rk Council (ESRC) and a ndeprudential
supervsory famework, the Ewpean Sgtem of
Financial Supersos (ESFS), caisting of a steering
committee, thee sectoal Euopean Supergory
Authorities (ESA) and the network of national supervi
sors (see Annex).

This paper focges on the mia-prudential fame
work and 8 motivated by the finding that this relative-
ly complex thee-layered framework for mico-pruden
tial supension s composed, at the bottom lay, of a
large goup of a wery heteogeneos set of national
supengory achitectuies (47 agencies for 27 countries),
with a wide \ariety of gorernance aangementssuper
visory cultues and egulatory famework Thus far,
these featues and their implicatios for the working of
the ESFS, havnot really been the topic of any dcs

3 The de Lassiee Report (2009).

4 Commssion of the Eunppean Communities (2009), and Council of
the Euopean Union (2009).

5 In the months leading up to the ecent dedion, other poposals
were floated as well. See for stance Wirtschaftswoche (2009)
whee ECB vice-msident Rpademos suggested that the ECB be
in chage of the supengion of the lage banls with cioss-boder
opetions Hady (2009) suggested the adoption of a "Eyrean
mandate" for national supersors as a fist step towads moe
coomination. Note that thé proposal is not necesarily incompat
ible with the adopted famework. Defining such a mandate could
actually be a stepping stone to make the new struetumoe
incentive-compatible (see later).

sion (or concern) in theeform debaté.’

So, ths paper intends to fill thé wid in our under
standing of the potential implicatios of hetengeneos
supengory achitectues and geernance aangements
for the quality of future EU financial egulation and
supengion. Starting fom an analgis of the curent
landscape of supersory achitectues and geernance
practices of the main supesar (mainly banking super
visor) in each countrywe identify those aras whes
lack of coss-country congmgence could lead to fail@s
in providing national supergors the right incenties to
coopeate acoss boders, and hence, could undermine
the efficiency and effecteness of EU supesion. We
finish by formulating some @commendatios to addess
these ssues

Following a brief arerview in the next section of the
main featues of the Euopean supergory structue
endosed ty the Euppean Council, we dete section Il
to an analgis of the curent Euopean landscape of
supervsory achitectues In line with the suggestios of
the new eseath in the field, we analyze both thever
all acchitectue and the ole of the cental bank theein.
This review will (i) help 8 in detecting pefelences
among the 27 EU countriesegading their supengory
architectuies and (i) allow s to make an assasent of
some of the gsues that could stand in the way of effi
cient and effectie coopeation at the Euppean leel.
Section IV will analyze the dege of similarity in the
governance of national financial supesdry authorities
We focis on two main dimesiors of supensgory go-
ernance, independence and accountabhility will be
pointed out that some diffeences in geernance
arangements at the national lev could potentially
hawe a negatie impact on Eubpean supergory coof
dination-and thus Euppean financial stability This
leads $ to ague that (i) harmonization of geernance
principles towadls the highest lesis is essential in ater
to maximize effectieness and efficiency of the new
supengory structue, and (ii) that such best pctices
should sere as a efeence for the design of the ger-
nance arangements of the su@national structues
that will be put in place.

6 The de Lavsiee Report (2009, page 53)ecommends that
"....oganization, competences and independence of national
supervéory authorities..." be aluated, which Bould lead to con
crete ecommendatios for impiovement. On some occasigrthe
Euopean authorities (Comssion and ECB) havissued opinios
on planned eforns in regulatory fameworls in member countries
Euope-pecific studies that compad regulatory geernance
arangements among memimibased on finding of IMF-World
Bank Financial Sector Assessits Pograns (FSAP) include Cihak
and Tieman, 2007 and 2008, and Cihak andnfeyne, 2009.

7 As a bort aside, a pliminary compasion with the pocess of
establghing the ECB and the ESCB in the 1990s dtiates some
of the more complexssues that policymakewill face when mak
ing the ESFS opational. Fist, some geernance eforns in the
national cental banks wee put forwad as a perequsite for joir
ing the Eup-system. Thé conemence pocess was facilitatedyb
the fact that cental banks hae alwag been mae similar than
supengory agencies in tersmof governance and mandatesn
addition, the main tak of the national cental banks-formulation
and implementation of monetary policy-was cealized in the
ECB, whegas in the case of the ESFS the national authorities
retain (at least in the foeseeable futwe) all their powes and
reponsibilities
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2. A Eur opean super visory structur e is
born

Following yeas of debate andlsw action on ths front,
European supergory eform got the centestage since
the middle of 2008. Brticularly in the couse of 2008
(the UK was se&rely hit in 2007), the financial csis hit
the EU financial sstem in all its lagrs and lay bae the
weaknesses in theegulatory and supersory coodina
tion framework. In egponse to these esnts the EU
Commssion mandated in late 2008 a gup of experts
under the chairmaship of Jacques de Lasiek to pres
ent an analgis of the cawses of the financial csis as
well as ecommendatios for supengory eform on
Euope.

It is clear that the national
supervisors are entering a multiple
principals — multiple agents
framework, implying that all play ers
involved need to hae an incentive-
compatible gorernance flamework in
order to make this supervsory
network operational, efficient and
effective.
The goup presented its eport in early Spring of

2009. The eport poposed a sengthening of the Lesl
3 committees of the Lamfaksy famework in a fist

stage (Recommendation 20). In a second stage an inte

grated Euopean Sgtem of Financial Superads (ESFS)
should be estabthed (Recommendationl® At a later
stage, only two authorities would enge: one for
banking and irsulance supergion and any otherssue
relevant for financial stability and the other for conduct
of business and market s§ues aass sect®
(Recommendation 22).

The poposal by the Commision (Euopean

Commssion, 2009) in fact collapses stages 1 and 2 for

micro-prudential supengion, and estaldhes a second
pillar for maco-prudential supengion (annex). The
cential body of the latter § the ESRC.dF micro-pru-
dential supengion, the ESFSsia thee-layered strue
ture, with a Steering Committee, the Euopean
Supensory Authorities (ESA) and the national supervi
sory agencies at the bottom lay The thee ESA
emanate fom the exsting Lewel-3 authorities in the
Lamfalissy famework. In line with the mactice in ths
framework, they hay sectoal regonsibilities: the
Eumpean Banking Authority (EBA), the Bipean
Insutance and OccupationalePsion Authority (EIOPA),

and the Euopean Securities Authority (ESA). A complex

set arows indicates all the lines of communication
between the two pillas as well as with the national
authorities and the Ewpean authoritiesThe poposal
of the Commssion eceied the full support of ECOFIN
on June 9 and the Ewpean Council adopted it as the
European Supersbry Famework for the futue during
the June 18-19 Summit.

In the remainder of the paper we fosuon the ESFS,
the micoprudential famework. The &imework, con

sisting of three sectaal authorities at the su@national
lewel, belong to the category of the tditional, or silo,
appmoach to supendion (see next section). The
Commssion (section 4.3)ecognizes in one pagm@ph
that many member countries havdifferent architec
tures but states that at the Ewpean leel, this silo-
appioach was the most evident one (in the name of
continuity, given the Lamfalgsy famework).

The documentemairs \vague with egect to the gor-
ernance aangements for the thee new authorities
These need to be further elataied in ecific enabling
legdation. The document states that the the author
ities (ESA)hould (i) be independent &m the political
world; they $iould, among othes, hawe budgetary inde
pendence; (ii) havaccountability a@ngements towat
the Eupopean irstitutions (Comnsgsion, Rrliament and
Court); (iii) adhez to high transparency standats; and
(iv) abo liase with all stakeholder notably corsumes.
The document &o foresees wideanging powes vi-a-
vis the national supersory authorities to enfare har
monization of the egulatory famework and to coect
non compliance B national supergos. They $&ould
also play a ole in harmonizing supersory cultues
among the latter

While many of these aangements and powsrneed
to be further defined and pecified, and mag impor
tantly, adopted ly the Eupbpean political authoritiesit
is clear that the national superodis ae entering a mul
tiple principas - multiple agents famework, implying
that all players inwlved need to hag an incentie-com
patible gorernance famework in oder to make ths
supengory network opetional, efficient and effectie.
This network becomes em moe complex if the lines of
communication with the maarprudential pillar ae
taken into account. This dort overview sets the stage
for our analsis of national supergory achitectues
and governance aangements in the next sectien

3. Review of super visory architectur es’

In recent yeas we hae witnessed a @found change in
the design of the istitutions regponsible for supenging
financial markets and barskThe landscape of financial
supengion has been going tlmugh a deep (r)edution
on all fronts and many countries hav undertaken
important changes in theireenrll architectue, redefin
ing who is regonsible for what. Only 15 gas ago, the
issue of financial supersory achitectue was cosid
ered irele\ant. The fact that only banking stens wee
subject to pbust supenaion kept segral of the curent
organizational questios in the phee of irreleance. In
such a context, the supersary design was either cen
sideed determirstic (i.e., an emgenots \ariable), or
accidental (i.e., a completelamdom \ariable)® Since
then, financial market deslopment, esulting in the
growing importance of isulnce, securities and pen
sion fund sectas, has made supesion of a gowing

8 See e.g. Bini Smaghi (2009).
9 This section daws on Masciandar, Nieto and Quintyn (2009).

10 For an hstorical pegpective, see the dicissiors in Goodhart
(2007) and Capie (2007).
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number of non-bank financial intermediarieas well as
the investor potection dimersion of supension, high
ly releant.

As a esult of these changedinancial supengory
architectues ae now less uniform than in the past. In
some countries the ahitectue still reflects the classic
sectoal model, with sepate supengoss for banking,
securities and isuance (e.g., Ance, Spain and Italy).
This model dominated until the end of the '90s (Figur
1A, sectaal model in ellow). Howeer, an inceasing
number of countries ha siown a trend towads con
solidation of the supergory egonsibilities (Figue 1B),
which has esulted in the estabdhment of unified
supendors in a number of countries (e.g., UK and
Germany) (dark gen in the Figue 1B), which a dif-
ferent from the national cenil banks, while in a few
cases (e.g., Czech RepublieJdnd and Sleakia) (light
green in the ame Figue) the cental bank emeaged as
the unified supengor Furthermoe Figue 1B ako
shows that one country-the Netherlands-adopted the
so-called objectigs-based (pealk model (gey in the
Figue).

The dynamic chacter of theseeforns is highlighted
by the fact that the pesent financial csis is leading to
a reassessent of the recent eforms (e.g., Astria in
2008, the debate in the United Kingdom following the
Northern Rock debacle as well asexorsidention of
the latest eforns in Germany and Belgium), or has
opened the debate in those countries that stalyout of
the previows ound of reforms (most pominently the
United States).

The model of supersory achitectue and its degee
of consolidation ae two distinctive dimersiors of the
reform, although they can be highly celated. In fact
the same model of financial supewibn can be
designed with diffeent degees of supergory corsolr

11 Political authorities in Italy and Spain hawecently expessed their
intention to reoiganize their supersory achitectues In Italy the
Parliament décwssed in 2005 the "hybrid" supesary irstitution-
al setting, intoduced a maginal reform of the antitrust regponsi
bilities, reduced centrl bank inwlvement in supergion and
shortened the Geernor's term of office. In Spain, the gernment
has announced its intention toaform the achitectue of financial
supension sepaating financial stability and bsiness conduct
supension in oder to build an objecties-based model (see below
in the text).

Fgure 1A

dation. The single supesory model, wher the super
vision of banking, securities and soance marketssi
completely integated, 5 based on jst one contol
authority; but some powex (i.e., information gathering)
can be bard with other authorities (typically the cen
tral bank)*? In the (classic)mecialized (sectat) model,
with sepaate supensoss for banls, securities and isur
ance, at least thee sepate supensors exst and moe
than one agency can supese the ame sector (asithe
case in the US). The objeai+based model has one
authority regonsible for each object® of financial
regulation (prudential supersion and biness con
duct). So, at least two authorities can be identified.
Howe'er, some countries havidentified moe than two
goak of supenagion. As such, Atralia has degloped a
‘four peals model. The Australian Securities and
Investments Comrasion (ASIC) pmotes the fairness in
the conduct of bisiness the Australian Prudential
Regulation Authority (APRA} ireponsible for mico
prudential egulation (individual istitutions), the
Reser® Bank caes about maar stability while the
Australian Competition and Caumer Comnsision § in
chage of antitrust policies

3.1 Closer analgs of the EU supervsory landscape

For the purposes of thd study we concentate on the
degee of corsolidation of financial supersion in the
individual EU countriesThis degee 5 measwgd by the
financial supendgion unification index (FSU Index)
dewloped in Masciandar 2004, 2005 and 2006
(description in @ble 1). The indexsiceated though an
analysis of which, and how many authorities ae
empoweed to supense the thee tiaditional sectos of
financial activity: banking, securities markets andumr
ance®® The qualitatie information has been &ns
formed into quantitatie indicatos by assigning a
numerical alue to each type of égime, in oder to
highlight the number of the agencies inived. The
rationale ly which the \alues ag assigned simply cen
sides the concept of unification of supersory powes:

12 Gacia and Nieto, 2005, dble 1 pesents the cenéd bank access
to banks' prudential information.

13 Souces: for all countriesofficial documents and websites of the
cental banks and the other financial authoritie§ he information
is updated though 2006. See Bol.

Hgure 1B
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the greater the degre of unification, the higher the
index \alue* This gives s for each Ewpean country
the lewel of financial supengion unification. Figue 2
shows a polarized ditribution of the countries accaok
ing to the FSU Index with some EU countries'{ghow-
ing the lowest leel of corsolidation of supengion
(Index equal to 1), and otherwho hae a unified super
visor (11);® the highest leel of corsolidation (Index
equal to 7) (8 outside and 3 Bide the cenl bank).
Note that the new EU structer iows a elatively low
lewvel of corsolidation.

These diffegnt architectues ae compatible with dif
ferent lewvels of cental bank inwlvement. Masciandar
(2006) wses the index of the cerdt bank's inolvement
in financial supendion (Cental Bank as Financial
Authority Index-CBFA-described irnable 1). Figue 3
shows the frequency ditribution of the CBFA Index.
Again a polarization holddn the majority of EU coun
tries (13) the cental bank & not the main bank super
visor (Index equal to 1), while in @i three countries
(Czech Republic,diand and Sleakia) the centl bank
is monopolstic in the orerall financial supergion
(Index equal to 4).

Corsidering the FSU and the CBFA indices jointly for
the EU countriesFigure 4 seem to depict a tade off
between supersion unification and centl bank
involvement, with thee outlies (Czech Republicgland
and Slwakia — geen bubble). The two mostdguently
adopted egimes a& polarsed: on the one hand, Unified

14 Thee ae five qualitatie chaacterstics of supengory egimes that
we decided not to cosider in coistructing this index. Fistly, we
did not corsider the legal natwe-public or priate-of the supervi
sory agencies nor theielatiorship to the political sptem (degee
of independence, l@t of accountability). Secondlyve exluded
from this analgis the authority in chage of competition and mar
ket regulation. Since such an agency &siin all EU 27 countrigs
it was left out for the purposes of tls analgs. We aso did not
include the agency in chge of the management of the deposit
insurance schemesn geneal, we corsider only the thee tadi
tional sectos (banking, securities andsoance markets) that hav
been the subject of supesibn. Finally the financial authorities
may perform diffeent functions in the legulatory as well as in the
supengory aea. Howeer, at this first stage of the istitutional
analysis, we pefer to corsider only the number of the agencies
involved in the supenrdory activities

15 Bulgaria, Cyprs France, Geece, Lithuania, ¢tand, Romania,
Slovenia, Spain .

16 Belgium, Czech Republic, Denmarlstdhia, Hungary Ireland,
Latvia, Malta, Shkeak Republic, Sweden, UK.

FHgure 2 FSU Index distribution
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Supensor egime (8 countrigs — red bubble); on the
other, Cental Bank Dominated Multiple Supesais
regime (7 countried — yellow bubble). The position of
the new EU structwe (black star in Figwr4) eflects the
three sectaal supengors, without ECB inelvement in
micro-prudential supengion.

The EU situation confirm a geneal finding of the
recent liteature: the national choices on how many
agencies sould be inwlved in supension seem to be
closely comlated with the exgting institutional position
of the cental bank. In genaal, the degee of supenso
ry unification seera to be inersely elated with the
cental bank's inolvement in supengion. The tade-off
— and the elated, so called cerdl bank fagmentation
effect® — was confirmed fst using a coss-country
analysis of the rforms in the supendory egimes
(Masciandar 2004, 2005 and 2006) and analyzing the
economics of the cenéd bank fagmentation effect
(Mascianday 2007 and 2008, Masciandar and
Quintyn 2008, Dalla ®legrina and Masciandar2008).
From a political economy point of viewthe cental
bank fragmentation effect can be explained as a pecu
liar case of path dependence effect: the incumbent-pol
icymakerin choosing the legl of financial supergion
consolidation, & influenced ly the chaacterstics that
already exst in terms of the cental bank position. The
policymaker's choicesawriewed as a sequentialquess
in which the irstitutional position of the cental bank
matters.

It is evident that the degre of conemgence among
the EU countries s low Furthermoe, it has been
claimed that no ‘superior’ model of supesion exsts
(see Schoenmaker 2003, and Quintyn et al., 2006,
among othes). Diffeent contributiors (Abams and
Taylor 2002; Arnone and Gambini, 2007; Fleming,
Lewellyn and Carmichael, 2004; Cihak anddpiem,
2007a, and 2007b) claim that therae no stong the-
oretical aguments in fawur of any particular ashitec
ture of financial supenrgion. Alvantages and dadwan
tages can be associated with each model.

17 Belgium, Denmark, $onia, HungaryLatvia, Malta, Sweden, UK.

18 Bulgaria, Cyprss Czech Republic, €ece, Lithuania, Romania,
Slovenia.

19 Meaning, the pesence of the cendit bank in the supersbory field
typically leads to fagmentation of supergory eonsibilities as
opposed to unification.

FHgure 3 CBFA Index distribution
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Fgure 4 Fnancial supervision regimes

Noteée a>5ep|g ent the two indiceswhile the diam
s

3.2 Potential policy implications of polarization

Ewen though thee is no best pactice with egect to the
supengory achitectue, the exstence of a polarized
field of supensory achitectues as it has emeyed from
domestic political and economic efeences could
potentially hae a number of implicatioa for the effi
ciency and effectieness of Ewpean supergory
processesThe lack of uniform national ahitectues &
likely to render supergiory coodination among coun
tries and with the thee Euopean authorities difficult.
Seenml studies (e.g. Cihak and Tieman, 2007 and 2008,
based on FSAPesults and Seelig and Nma, 2009
based on a worldwide suey) iow that supensgory cu
tures and geernance pactices differ significantly
among sectal supensgoss (with banking supersbis
typically having the strictest supesdry cultue and the
most stringent geernance aangements} So, the
wide \ariety of supengory achitectues and the num
ber of agencies on the EU territory could in thesfir
place ceate hiccups in the codination of supengory
actiors and initiatives becase of the multiple lines of
communication.

The lack of uniform national
architectures is likely to render
supervisory coorination among

countries and with the three

European authorities difficult.

In the second place, the wideaxiety of achitectues
goes hand in hand — almost in a one-to-onelation
ship — with a wide \ariety of supengory cultues and
governance aangements which could make calina
tion even moe difficult. While the obstacles eated ly
such hetengeneity ae not insurmountable, they could
certainly thow sand in the wheed of anooth and effi
cient supensory coodination at the EU legl. Ths is a
reality that Eubpean policymakerdid not face when
setting up the ECB and the ESCBental banis' cul
tures ae less dierse than supergiory cultues
Moreover, cential banks transfered their monetary pal

20 Seeral representaties of national authorities havabo in priate
conwersations with the authos of this paper alluded at the pb-
lems that these diffeence ceated at the time they werestabkh-
ing a unified supensgor

-' sents the number of countries for eackgime.

icy premgatives to the ECB, while supesais retain
under the adopted fimework their power over the
domestic financial stem. So the codination and
communication $sues & of a diffeent order now
Some of the implicatios of the co-exstence of a wide
variety of achitectues will come out mae clearly when
the architectues ae corsideed in conjunction with
their governance structwes in the next section.

Finally one ako needs to bear in mind that a number
of studies (e.g., Masciandgr2006, Westrup, 2007, and
Masciandas and Quintyn, 2008) lsow that rewealed
prefeences with epect to national supergory achi-
tectures often stemmed &m political corsideations
(such as politiciag fearing that independent cerat
banks in chage of supension would pewent politiciars
from keeping or having any influence on financial sec
tor dewelopments). In other casesential banks wee
able to thiow their weight in the dscission and man
aged to secwr (or expand) their supesdry powes.
Agairst the backgound of this reform recod, it now
remairs to be seen whether individual countries will be
inclined to revsit their supengory achitectuees in light
of the emeging Euopean famework. Gien that the
European famework can &lo be subject for eviion,
one could ato imagine some emging competition
among \ariows achitectues going forwad.

4. Convergence in super visory
governance

In sharp contast with the debate on independence of
the cental bank's monetary policy function, the texin
with regect to financial egulatory and supersory
governance emained elatively uncharted until ecently
Somehow it was assumed in the litature that, for
those cental banls that ako performed supersory
functions, the independence in monetary policpibed
over into the supendory functiors. Almost no attention
went to the governance of those supesdry agencies
that were not howsed in the centl bank.

As agued in Das and Quintyn (2002) and Quintyn
(2007), attention for geernance aangements for
supensgors is needed becae the job content of super
visorls has been changing pfoundly in reponse to the
worldwide libealization of financial sect® Prudential
supengors ae nowadag ‘gosernance supersos’ who
monitor, on behalf of deposit® and tax pagrs, the

To download this and other Policy Insightsvwiwideprorg



CEPR POLICY INSIGHT No. 37

AUGUST 2009

quality of the supenged irstitutions' governance
arrangements (Dewatripont and ©le, (1994). Quintyn
(2007) dows that solid gaernance amngements for
financial superdoss-built arund arangements for
independence, accountabiljtransparency and integri

ty-are a pecondition for effectie supension. Moe

gecifically Quintyn and &ylor (2003 and 2007) and

Hupkes et al. (2005) made the case for independence

and accountability of supersory agencies andpslled
out the opeational implicatiors.

These paperabko ague that accountability aange
ments of financial supersoss in a demogaitic envion-
ment must necesarily be moe complex than for mon
etary policy authorities owing to: (i) their multiple, and
harder to measuw objecties; (ii) the exstence of a mul
tiple principas envionment; and (iii) the extesive legal
powes typically confered on them in combination with
their legal immunity It has been further ayued that
from a social welfa& standpoint independence and
accountability sould not be egaded as mutually
exclusive but ae complementary to the extent that
well-designed accountability aangements can help to
buttress agency independence.

Assuming that the theatical case for independence
and accountabilitys accepted, tlsi section daws on the
earlier work of Quintyn, Rangz and Thylor (2007)
(heeafter called QRT) which estahkd a famework
for analyzing and ating independence and accounta
bility arrangements for bank supesgrs based on their
legal famework (de iuremeasuementsy QRT define
19 criteria to measwr supensgory independence and 22
for the quality of accountability amngements (@ble 2).
We efer to QRT (2007) for a detailedsditssion of the
methodology and the sowges of information (mainly
national regulatiors). A ating of ‘2’ is given if the law
satisfies the criteria, a ‘1sigiven for partial compliance,
and a ‘0’ for non compliance. In some cases a ‘4’ i
given for what ae corsideed piactices that undermine
independence or accountabiliyThe individual atings
are summed and normalized between 0 and®*Our
sample contais 14 countries wher bank supergion
part of the cental bank's eponsibilities* and 13 coun
tries whee an agencysepaate from the cental bank &
in chage of banking supergion®

21 We focts on bank supersion, gien its cental and crucial ole in
preserving the eerall financial stability in the EU, andybexten
sion in most countries aund the globe. We a&awae that, whee
the institutional setting 5 the sectaal model, a complete anaip
would require the examination of the other agencies as well.

22 For example in some Ewpean countries the Mister of Finance
has etained (some) \ersight power on supersion-Astria,
Cypris, Denmark, Btonia, GermanyGeece, Hungary-or a gern
ment representatie is on the agency's policy bodyEstonia,
Finland, Fance, Germanytatvia, Bland , Spain and Sweden.

23 Giwen an indicatoy for each country the normalizedalue of the
ranking s the matio between the absolutealue of the indicator
and the maximum alue eached in the ample of the 27 EU coun
tries

24 Bulgaria, Cyprs Czech Rep., &nce, Geece, leland, Italy
Lithuania, NetherlandsPortugal, Romania, Slak Rep., Skenia
and Spain.

25 Austria, Belgium, Denmark,skonia, Finland, Germanylungary
Latvia, Luemboug, Malta, Bland, Sweden and UK.

4.1 Measuring independence

The criteria for independence earegiouped heeafter
into three diffeent dimersiors: institutional; regulato
ry and supendgory and budgetary independence.
Regulatory and supewsodry independence form the
core, while irstitutional and budgetary independence
are essential to support the exution of the coe func
tions The Basel Committee on Banking Supsion rec
ognized the importance of supesgry independenceyb
making it part of its first ‘Coe Principle for Effectig
Bank Supergion’ (Basel Committee, 1997 and 2006):
Basel Core Principle 1IAn effectie sytem of
banking supengion will hae clear eponsibilities
and objecties for each agency ioWwed in the
supenion of banls. Each such agencyeuld pos
sess opeational independence and adequate
resouces...’

Institutional independence

Institutional independenceefers to the statis of the
agency as an titution sepaate from the excutiwe
and legdative branches of ggernment. The following
are two critical elements of istitutional independence.
First, independencesibest serd if there ae clear rules
on the terns of appointment and dimissal of the
agency's senior psonnel. Under such ruleggulatos
would enjg/ security of tenue, enabling them to geak
and take action without fear of dimissal by the govern-
ment of the day Ideally both the executive and legila-
tive branches of ggernment $ould be inwlved in the
appointment pocess Second, egading the agency's
governance structwe, collegial desion-making strue
tures ae corsideed better than sgtens whee the
chairpeson solely takes the desidrs.

Independence s best sened if there
are clear rules on the terns of
appointment and dismissal of the
agency's senior pesonnel...collegial
decsion-making structures ae
considered better than systems where
the chairpeison solely takes the
decsions.

QRT cosider 9 criteria to assesssiitutional inde
pendence. Figer5 sows that ten countries hasa high
degee of compliance (tlmughout, we e as rule of
thumb a le\el of the index equal or grater than 75 per
cent to indicate high compliance), while two countries
hawe granted less igtitutional independence to their
unified supengory agency

From the point of view of coodination/centalization
in the EU, thee criteria for istitutional independence,
seem super-critical and thefore warant a moe
detailed analgis: legal immunity of supersois; pres
ence of gowernment officias on policy boads and ds-
missal procedues for pesidents and senior manage
ment.

Legal immunity. Degite the high degee of comph
ance on independence, we notice that, onghdimen
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FHgure 5 Institutional independence: cross-country corvergence
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sion, supengors in a lage number of EU 27 countries
do not possess legal immunity whenessising their job
in good faith. Legal immunitys unanimoudly corsid
ered a conditio sine qua norfor effective supenasion.
Lack of immunity may prent supengoss from taking
decsiwe actiors, therely creating forbeaance. In a sg
tem that relies heavily on home-country supesin,
forbeaance in one country could easily and quickly
spread acoss the EU, thety reducing the incentigs to
coopeate. Legal immunity (or the lack theof) must
also be seen in conjunction with judicial accountability
(see below).

Government officials on policy boads. The EU
countries age relatively heteogeneows with regect to
the presence of geernment officiat on supengory pot
icy boads often as chair pesors. More Pecifically sev
eral recent membex from Cental and Eastern Eope
hawe kept or adopted ths practice. Having geernment
officials in decsion-making positios undermines
supengory independence dm the political pocess
Our findings ako $1ow that in those countries wher
government officiab ale on policy boads accountabi
ity towards legdative and excutive branchess relative-
ly undedewloped, which in itself opesthe door to
other forns of unequal teatment of supergos. Having
politicians in decsion-making positios could poten
tially lead to ssues such asoing down the adoption
of EU Diectives fawuring national inteests though
regulatory pocessegpromoting national financial isti-
tutions or champion, shifting the regulatory buden to
other countries or domestically applying forbeance
for short-term political gain. All these outcomes would
hawe an impact on codtination among national super
visols and, ultimately on the effecteness of the
Euopean supergory famework. While such actices
may abo emege under independent supesds, they
are moke likely to surface when politicianhawe a diect
say in the supenrgory pocess

Dismissal procedues Seweral EU countries do not
stipulate pecific dsmissl procedues for agency st
dents and senior management. Again sitould poten
tially undermine political independence of thegulato
ry and supengory pocess and foster self captir

In an analgis of the quality of egulatory and super
visory arangements in Ewpe, based on the IMF-WB
FSAPsCihak and Tieman (2007) come to similar eon
clusiors, based on scas with egect to the Basel Cer
Principles which & less detailed onegulatory goer
nance than our criteria. They find that ‘The mosefr
quent weaknessexlate to the potential forpolitical
interference in day-to-day supervisiprthe lack of
budgetary independence anthe need to strengthen
the legal protection of supervisorgtalics ae ours).

Regulatory and supervisory independence
Regulatory independencesfess to the ability of the
agency to hag an appopriate degee of autonomy in
setting those fundamental prudential rules anelgula
tions for the sectos under its supersion, within the
confines of the country's lwader legal famework® A
high degee of autonomy in setting prudentialegula
tions is expected to help in esuring that the financial
sector complies with international best standarand
practices Lack of autonomy intoduces ks that revi
siors ae unnecesaily un out over time, or that eg
ulatory captue by government or indistry may esult in
regulatory forbeaance.

Supensgory independence concerthe independence
with which the agencys able to errise its judgment
and powes in such mattes as licesing, on-site irgpec
tions and off-site monitoring, anctioning, and enface:
ment of sanctiors (including evoking licerses) which
are the supendors’ main took to ersure the stability of
the system. The need for adequate authorityako rec
ognized ly the Basel Committee on Banking
Supension:

Basle Core Principle 28anking supergios must

hawe at their dgposal adequate supersory meas

26 Prudential egulatiors cover geneal rules on the stability of the
business and its activities (e.g., fit andgper equiements for
senior management), as well geesific rules that follow fom the
special natue of financial intermediation (sk-based capitalatios
limits on off-balance beet activitiesdefinition of limits on expoe
sue to a single bomwer limits on connected lending, loan clas
sification rules and loan povisioning rules).
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Fgure 6 Regulatory and supervisory independencecross-country corvergence
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ures to bring about timely coactive action when
banks fail to meet prudentialequiements (such as
minimum capital adequacyatios), when thex ae
regulatory violatios, or whee depositos ae
threatened in any other waylin extreme cicum
stancesthis would include the ability toewke the
banking liceise or ecommend itsevocation.

Supensory independence iaguably the most difficult
apect of independence to guantee. D presere its
effectivenessthe supensory function typically inelves
private odering between the supesgr and the super
vised irstitution. But the privacy of the supergory
process makes it vulnable to interfeence, both fom
politicians and supergied entities Such interfeence
can take many forrm and can indeed beery subtle,
making it difficult to shield the supengors from all
forms of interfeence. Some gue theefore that critical
supengory actiors (such as ‘inteening’ a financial
institution) should be rules-drien to awid that too
much dicetion leads to forbeance?

QRT identify fie criteria to assessegulatory and
supengory independence. Figaré siows that EU
countries ag highly compliant in thé regad. Two crite-
ria deserg particular attention: egulatory independ
ence and licegsing powes.

Regulatory independenceSupengoss in a minority
of EU countries do not hazzthe autonomy to define the
prudential egulatory famework. In a number of coun
tries corstitutional rules do not allow the rulemaking
prefogative to be given to agenciesThese limitatios
could hinder coss-boder coodination of regulation
and an homogeneautrangposition of the EU Digctives

Licersing and withdrawing licenses This remairs a
sersitive aea in a number of EU membgrSeeral
countries in the EU mafer to keep awole for the govern
ment in the aea of licesing — and een moe with-
drawing licerses (e.g., Italy and Spain). Unlike for some

27 See Nieto et al. (2008) for guments why EU countriesheuld
adopt rules-based inteention policies

other criteria, thee is no dividing line hee between the
‘old” and ‘newer’ membar While some geernments
hawe retained ths mle only as a formalityseweral oth-
ers wih to keep an actie wle in the pocess of closing
a financial irstitution. An actie government ple in
withdrawing licerses delay at the minimum, supergio-
ry action and inceases superas” incenties to for
bear which could be particularly capicuows in cioss-
border supengion. In the wost case, it opes the door
to political corsideations with repect to the composi
tion and opeation of a country's financial sstem.

Budgetary independence

Budgetary independenceefers to the ability of the
agency to determine the size of its own budget and the
gecific allocatios of resouces and priorities that ar
set within the budget. Regulatory agencies that gnp
high degee of budgetary independence earbetter
equipped to witlstand political interfeence (which
might be exrted thoough budgetary pessues), to
reppond moe quickly to newly emeging needs in the
area of supendion and to essure that salaries ag suffi
ciently attractive to hire competent staff.

Funding via a levy on theegulated educes the &ks
typically associated with funding dm the government
budget. T awid industry captue and esure that the
fees ae reasonable, in some countrietheir lewl is
determined jointly ly the regulatory agency and the
government. ee-based fundings ako vulneable to the
risk that the regulator's esouces will be most limited
when the indwtry s under stain. If, for whateer rea
son, thee is a corsersus that funding needs to come
from the gorernment budget, the budget of supesidn
should be poposed and jatified by the agencybased
on objectiwe criteria elated to deelopments in the mar
kets Mascianday, Nieto and Past (2007) analyze the
financing of banking supergion in 90 countries
(including the EU countries). Theliaw that supengors
housed in the centl bank ae in most cases funded
through the latter's budget, while supesion funded
via a levy on the egulated bank is moe likely in the
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FHgure 7 Budgetary independence:cross-country convergence
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case of a sepate financial authoritywith some coun
tries applying mird funding. In geneal, thele seer to
be a tend towad more private funding. At the EU les,
some degee of coss-country congrgence in mattes of
budgetary independences idesiable. Lage dscepan
cies in fee structues may diturb lewel playing field con
ditions among supersbsis in the EU with egect to
their input of supensory efforts

QRT e fiwe criteria to assess the degr of budget
ary independence. Figai7 s1ows that 16 EU countries
are highly compliant with the criteria, with only one
country — Malta — significantly diemging. Cihak and
Tieman (2007) $ited the lack of budgetary independ
ence among the main weaknesses in the dpaan
supengory famework.

4.2 Measuring accountability

The criteria for accountabilitydefined in QRT are
regiouped into thiee dimeiors: political accountabiti
ty, judiciary accountability and &mgparency-mainly
accountability arangements &rsus other stakeholder
(Table 3).

Political accountability (towards legislative and execu
tive branches)
In most sytens of government the legdative branch
plays a vital ple overseeing the activities of the exu
tive branch in virtue of its epesentatie chaacter The
objective of its oversight is to ersure that public policy
is adminsteed in accodance with legdative intent.
The key $ that the supendois $ould be accountable
‘ex postto the political authorities for the apppriate
ness of their actioa

Since the principles ofgulatory egimes a& normat
ly promulgated ly parliament, the lattertsould be a pri
mary actor chaged with holding the financial@gulator
accountable for meeting the stated objeai in its
mandate?® This can be achiead through regular irsti-

28 In Westmirster-type of sgtens, accountability to parliament typ
ically goes though the minster who beas the final egonsibility
of the activities of the financial egulator This helps explain the
low rate of compliance for the UK.

tutionalized contacts between theegulatory agency
and parliament (or a parliamentary committee).
Parliament's influence on theagulatory activities ought
to be ederted primarily though its law-making powes
i.e., by making changes to the legaldmework when
needed.

An independent agency € needs to haw a diect
line of accountability to the e&cutive branch becase
the latter beas the ultimate egonsibility for the gen
eral direction and deelopment of financial policiesand
the minister of finance needs to be awawof deelop
ments in the financial sstem, gien the gavernment's
active role in financial crsis management.érmal chan
nels of communication kould include the annual
report, as well asegular eporting (monthly quarterly).
Masciandar, Nieto and Past (2007) find anecdotal evi
dence that public financing of supewséry agenciessi
more associated with accountability towds
Parliament, while priate financing seemto go hand in
hand with an emphasion accountability towats gov-
ernment.

The excutive branch aso has an importantale to
play in the appointment of the senior officiglof the
regulatory agencyln many countries they arappoint
ed by the government or ly the head of state uponec
ommendation ly the gorernment or finance mirster
Best pactice would imply the inelvement of two
branches of geernment to esure check and balances:
the legdative branch appointing senior official upon
recommendation of the geernment. While the right to
appoint the chief ercutive and/or membex of the
agency's boat for a fixed term enhances independence,
the right for removal on clearly pecified gounds is an
indipernsable accountability mechaam ®

QRT identify eight criteria to assess the d=gof the
political accountability Figuie 8 siows that four coun
tries hae the highest atios while two countries-
Denmark and Udare at the bottom.

29 Dismisal procedues ae of relative value if dismissl is limited to
cases of malfeasice. In no istance $ serios msconduct intex
preted as including the fail to dischage functiors pioperly in
accodance with the statutory objectas of the financial egulator
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FHgure 8 Political accountability: cross
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Judiciary accountability (towards judiciary branch)
Giwen the extesiwe legal powes typically conferd on
regulatory agencies in combination with their legal
immunity, judicial eview & a cornestone of their
accountability elatiors in repect of supensgory meas
ures Any independent agencyhsuld be accountable
‘ex post to the judicial swtem for the legality of its
actiors. The former Bould hae some right of legal
redess in court. Judicialaview povides a pocedue
wheely the courts aersee the egrcise of public power
Traditionally the purpose of judicialeview of admirs-
trative action B to ersure that the decsion-maker acts
within its powes.

Individuak or institutions subject to the agency's
decsiors $ould ako hae the right to apply to a judi
cial authority for eview of those desiors. The agency
must indeed obseera number of due prcess equite-
ments when it takes desiors such asgsuing or with
drawing licerses and imposingasictiors. Once a formal
decsion has been taken, the party to whom the dgon
is addessed mst be informed of hé or her legaleme
dies The purpose of theseequilements § to ersure the
procedue to be as tangparent as possible and that it
results in a fair and jat decsion.

Thee dould ako be a form of substanteaccounta
bility (judicial review of the substance of supesory
measues). The difficulty hex is that the dscetion con
ferred on a supergior s typically boad and courts in
practice pefer to exrise estaint and defer to the
expert knowledge of the supesdr given that they do
not normally possess the expeasiin financial mattes
and ae theefore reluctant to substitute their judgment
on supengors. Substantie accountability $ theefore
often limited to review of legality with a view to esur
ing that discetion is not exercised in bad faith or for
improper purpose® Substantial eview needs to be lim
ited and time-bound in oder to awid that the piocess
will stand in the way of egulatory and supersory effi
ciency and effecteness and ultimately undermine
agency independence.

30 Hupkes (2000).

In the ewent that a regulatory agencysifound to hawe
breached its legal dutieghe plaintiff must have some
remedy asilable. Howesr, the need to esure agency
independence meanthat thee dould be a wariety of
limitations on liability for faulty supengory action. Any
official of an agency who took action in good faith
should not be held pesonally liable for damages caed
in the e»ercise of hs functiors. Becase rules on immu
nity and limited liability of the supergior ae corelates
of independence, their estence needs to be compen
sated by appopriate accountability aengements
including judicial eview and a prcedue that offers
adminktrative compemation in cases werloss was suf
fered due to unlawful action kg the agency

QRT identify the criteria to assess the accountability
to the judiciary banch. Figue 9 sows that compliance
with this apect of accountabilitys somewhat mblem:
atic in the EU: only sesn countries-Finland, &land,
Netherlands Malta, Prtugal, Sweden, and Ukeach
high ratios while as many as twedvdo not. Only few
EU countries haw elaboate mechardans of judicial
accountability Seeral countries do not povide for
rights of appeal l institutions affected ly supendgory
decsiors. Likewse, only few countries' legation pro-
vides for penalties for supesdry mstakes Lack of
proper mecharims for judicial accountability could
hawe seeral repecussiors. On the one hand, the need
for judicial accountability mechagsins must be seen as
a counterweight agaist the right to legal immunity (see
above) and the boad snction and enfocement powes
typically confered to supensoss. This is a clear eam
ple of a case wherindependence can become ineffec
tive, if not put in a context of accountability aenge
ments Exteme diffeences in judicial accountability
could potentially lead toegulatory arbitage — financial
institutions looking for countries wher arangements
are most fawurable — or forns of regulatory captue —
weaker judicial mctices that lead financial stitutions
to influence the egulatory pocess in gecific countries
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Fgure 9 ldiciary accountabliity: cross-country convergence
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Transparency An important irstrument of agency accountabilitysi

The critical elements of &angparency elate to the deci
sion making of supergbry action to all stakeholder
Inhetent in financial supengion & the fact that many
decsiors inwlve commecially sesitive material that
would be delicate to diclose. But the msumption
should be in fawr of openness in the desion-making
process making it possible for both the public and the
industry to scrutinize egulatory dediors minimizing
the risk of political interfeence. Moeover, in the pre-
vailing institutional framework in the EU based on the
principle of ‘home coniol, and the exstence of ‘super
visory college®’ the possibility of asymmetric informa
tion tends to reduce or undermine mutual tsi and
incentives to coopesite among supersory agenciedn
order to addess these potential pblens, supensgors
need to be esured that their counterparts in other
jurisdictiors comply with all accountability and ans-
parency arangements and that theris maximum open
ness towals pees.

31 or an earlier account on the pblens with home country contl,
see Mags and ésla (1998).

the presentation of financial accountsdemorstrating
the regularity of expenditues Mascianday, Nieto and
Prast (2007) find that, in the case of prudential super
visors howsed in cental banks and financed exusiwvely
through seignioage, the budgeting prcess and finan
cial statements & in geneal those of the cental bank
(e.g., The Netherland$pain and Brtugal). They ao
share financial statements in the case of prudential
supengors financed ly supensded irstitutions that
opeiate within cental banls and, as a cosequence, do
not hawe sepaaite assets and liabilities (e.g.elend).

To awid that this apect of accountability would
undermine agency independencey lthe back door
financial accountability lsould be limited to ex post
accountability focusing on a eview of the annual
accounts and balancésets ly independent auditas to
determine whether ther has been mper financial
management, whether the authoritys imanaging its
resouces in an efficient wayand whether financial
reports epresent a true and fair view

The EU countriest®w a high degee of compliance
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with the trangparency criteria. Some eas of accounta
bility and transparency vs-a-vis stakeholdey such as
consultation piocesses with supeséd entities consuk
tation with the public at lage, ae not very deeloped
in most EU countries (although the qcess $ well
establthed at the EU le®l in the context of the
Lamfalissy achitectue). Irsufficient corsultation and
trangparency may esult in an uneen trangposition of
EU diectives at the national lesl as well as in limited
conwergence of supergory pactices Figue 10 shows
that 10 countries ag highly compliant with the @ cri-
teria defined in QRTNo country seem to be way out
of line.

4.3 Is there governance conergence within the EU?

Governance, in the wais of Willianson (2000) * ...$ an
effort to craft order thereby to mitigate conflict and
realize neutal gains So conceigd a goernance struc
ture obviowdy redhapes incentigs’ (italics a& ours). By
extersion, and in the context of the ESFS, wgnance
arrangements seevto (i) caft order, internallyin the
agency and betweenthe agency and its stakeholder
which include in the new Ewpean setting, the other
FHgure 11 Total independence cross-country cowergenc

1.2

e

national agencies and the Enpean-leel agencies; (ii)
mitigate conflict between the agencies and their stake
holdess; and (iii) assi in realizing neutal gairs for all
stakeholdes; i.e. to assue that the division of labor and
the delegation of powes to the diffeent layers in the
ESFSsd a socially optimal solution. Hence, the ESFS,
and the individual countries havan inteest in harme
nizing their goernance aangements to align their
incentive structues in oder to achiee the EU-wide
supengory objecties

So, do we see coewgence in geernance adnge
ments among EU countries? The gealearswer ¢ a
cautiows ‘yes’ but with some important mvisos neer-
theless Indeed, close igpection of the esults ewabk
some $sues that deseevattention in the run-up to the
implementation of the ESFS. Beforwe enter the
detaik, it is worthwhile emphasizing the positivapects
of our analysis. First of all, the analgis in Cihak and
Tieman (2007) and (2008), QRT (2007), and
Masciandas, Quintyn and &ylor (2008) bow that
regading regulatory geernance, Ewwpean supergois
hawe, on aerge, the highest deges of compliance in
a worldwide ample. QRT (2007) s $ow that gover-
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Fgure 13 Independence and accountability — scatter plot
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nance arangements hay on awerage impoved moe

than in the rest of the world. Finallythese studiesand
Cihak and Bnteyne (2009) alo $iow that governance
arrangements in the ‘old’ Ewpe hae on aerage high

er degees of compliance than those in ‘new’ Bpe, a
finding that we ako pointed out in ths paper for a
number of ssues?

Degpite these positig trends weaknesses and lack of
conwermence certainly emain. Moe ecifically four
broad themes emge from our analgis. First, regading
total independence and accountabilitifom Figues 1
and 12 we obsew a fair degee of conergence on
independence, with 16 countries athe 75 pecent
mark. Thee is clearly a lesser dezg of compliance and
conwergence on accountabilityOnly one country
above the 75 pecent of compliance and the soes ae
for all countries much lowerThese finding ae in line
with earlier finding in QRT (2007) and Masciandar
Quintyn and Bylor (2008) for boader amples of coun
tries

From this findings follows a second one. Leis of
independence and accountability seem to be only
weakly corelated. D illustrate this, Figue 13 plots the
two dimersiors agairst each otheras well as the medi
an \alues for each dimesion. Our sepation of the
countries into four quadants illustrates the hetevgene
ity of the sample. Countries in the alve right quadant
show the highest lesls of independence and accounta
bility; the countries in the abee left quadant hawe only
high lewels of accountability; finallythe countries in the
lower right quadant show only high leels of independ
ence. Ths finding is ako in line with Masciandar,
Quintyn and HRylor (2008) who empirically find that
degees of supergbry independence and accountabili
ty are determined P different sets of wariables in the

32 As indicated befa, Cihak and Tieman (2007) and (2008) and
Cihak and Bnteyne (2009) ely on Basel Cer Principles assess
ments to ealuate egulatory gwernance. The criteriased in these
assegnents ae less detailed than the onesed on ths paper

countries: leels of independence armoe related to
some sort of demastration effect (othes hawe it, so we
should hawe it too) and the leel of democacy while
levels of accountability a& moe driven by the quality of
public sector ggernance and the leks of supensgory
unification. Mok integiated supengors, who ae ako
the ‘newer’ irstitutions tend to pay moe attention to
well-structued accountability aangementsMore gen
enally, this mears that countries hag not really gagped
the idea that accountability and independenceear
mutually rinforcing institutional arangements

Thirdly, elaboating on this last obseration, differ-
ences in independence and accountability esolae
obsered accoding to the location of financial supervi
sion (Figue 14). Supergois located irside the cental
bank hae typically the highest dege of independence,
but hawe ako the least elabaite accountability aange
ments Supensors located outside the cerdt bank
enjoy lower degees of independence, combined with
more deeloped accountability aangements Figues
14A and 14B bow repectiwely the leel of three dimen
siors of independence and accountabilityisentangling
supengors located iside and outside the cerdl bank.
Supensors located iside cental banks enjgy higher
degees of irstitutional and budgetary independence-
they ‘piggy back’ on the aangements esuring mone
tary policy independence. On the other hand, supervi
sors outside centl bank scoe higher on egulatory and
supengory independence, most likely besauths is
their sole mandate, wheas for cental banls, supen
sion & not their prime tak. Regading accountability
supensors in cental banks scoe higher on political
accountability but fall behind on judicial accountability
and trangparency These two & ‘newer’ forns of
accountability and the fact that supesion s not their
main mssion, combined with inertia in Btitutional
reform, could explain why these newer fasrhae not
(yet) penetated cental banls to the ame extent as new
supengory agenciedor the sake of illustration, charts
15 to 41 give a country ly country o/erview sing the
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Fgure 14 Independence and accountability inside and outside the centarl bank
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six indicatos of independence and accountability

Finally our analgis $hows that the devil § in the
detaik. It is indeed neceasy to go beynd the geneal
levels of independence and accountabilityor both we
singled out a number of individual criteria that@amoe
crucial than some otharfor snooth Euppean supervi
sory coodination, and whee we identified significant
differences among countrie3he most critical ones ar
the lack of legal potection for supensors, the presence
of politicians on decsion-making boads the dared
regponsibilities egading the right to licerse and with
draw licences on the independence side, and weak judi
cial accountability mechagins. We pointed out how
weaknesses (andeaat differences) in these aas could
potentially undermine coopation and coodination in
supengory mattes becase they could undermine
national (and Euspean) superspss trust in each other's
information gathering capacitiesintervention powes
and supensdory intentiors and actios — the corner
stones of the Ewpean supergory edifice. Upwarhar
monization of gorernance aangementss necesary to
redape and align incenti structues of the national
supengoss in the Euopean context.

So, do we see conergence in
governance arangemens among EU
countries? The genaal answer is a
cautious ‘yes’ but with some
important provisos nevertheless

It should be noted that thé analgis only (or mainly)
covers the main supersbr in each countryA boader
analyss that includes geernance aangements for
other supengors (securities marketinsurance) $ out
side the scope of tlsi paper Howeer, without going
into the detaik, as indicated befa, one can see that
the issues we havhighlighted hee will be compound
ed once all sectal supengors ae brought into the pic
ture. Cihak and Tieman (2008) and Seelig andvddo
(2009) &ow that, in particulay insunce supergoss
typically hae weaker geernance aangements than
bank supengoss.

5. Conculsions and policy considerations

In recent montls, the EU authorities havtaken dedive
steps to stengthen the Euspean financial supersory
framework in epponse to the financial cdis which dam
aged the EU financial syem and (the eéputation of) its
supensory famework fairly badlyThe new famework
will consist of a maco- and a mico-prudential pillar
The mico-prudential pillar — the focs of this paper —
will consist of three leels: a Steering Committee, the
suprnational supergory authorities (ESA), and at the
lower lewel, the network of national supersory authos
ities

Accoding to the Commssion document, the ESA's
will hawe far-reaching powes vs-a-vis the national
supervsory authorities Howe'er, the latter will ako
retain their full powes with regect to the oversight of
the domestic financial stem. Intertwined in thé net

work of Euppean and national superas ae ako the
existing home-host supersor elatiors, as well as the
supengory collegesn chage of oversight of cross-bor

der irstitutions. So, the emeging structue is a complex
multiple principas — multiple agents webwhich, in
order to produce efficient and effectr supensgion

need to be geerned ly incentive-compatible amnge

ments

The network of national supersois is chaacterized
by two crucial featues — their atchitectue and their
governance aangements — that hawa geat impact on
the incentives® These a two sepaate featues but
they abo intelact with each other in a number of imper
tant ways. A systematic compasion of the two featues
acioss the EU membsgrand an analsis of their impact
on future coopeation has this far not been undertak
en.

This paper intended to fill some of theoids in our
undestanding of the potential implicatios of differing
supengory achitectues and geernance aangements
for the effectiveness of futue EU financial egulation
and supengion. We start fom an analgis of curent
landscape in supemsbry achitectues and geernance
practices of the main supesar (mainly banking super
visor) in each countrySubsequently we identify those
areas wheg lack of coss-country congmence could
lead to failues in poviding national supergors the
right incentives to coopeaite acoss boders, and hence,
could undermine the effecteness of EU supesion.

On supengory achitectue, the paper finds that the
EU landscapesipolarized with, at the one extme a
number of unified supergoss, and at the other a lage
number of fagmented sgtens (sector-pecific supervi
soi), with a few countries not belonging to these
extremes Typically in the fagmented sstens, the cen
tral banls ae in chage of banking supergion (hence,
the cental bank-fragmentation effect). Building on the
Lamfalissy-flamework, the politically-endsed plan for
the EU ato estabkhes a sectorymecific sgtem at the
suprnational leel. While thee is no such thing as best
practice in terns of supensgory achitectue, it is clear
that inter-agency codatination issues could asé flom
this heteogeneos supensory landscape, particularly
when we take into account the dérse supergory cul
tures and geoernance aangements that & associated
with these dierse achitectues It also emairs to be
seen what the eactiors to this heteogeneity will be,
both at the supanational and the national leals, once
frictions and coodination failures surface. Will therbe
another (pontaneots) ound of reforns at the national
lewvel (a pocess that kould be inteesting to obsers,
given that seeral national achitectues hae emeged
from country-pecific political-economic cosides-
tions)? Or will thee ewentually be some mssue for
harmonization coming fsm the Euppean leel?

On gorernance amngementsthe paper finds that the
degee of independencesi relatively high among EU
membes, while the degee of compliance with account
ability is much lowerand compliances ako less homeo

33 The quality of the egulatory famework $ a thid crucial featue,
but is outside the scope of thipaper
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geneots. From this, we deduct that independence and
accountability ag not peceived as two sides of the
same coin, which certainly hampsethe solidity of the
agencies' geernance. Our finding ako $owed that
supengory achitectue mattes: supensors howsed in
cental banks ae moe independent that othey while
their accountability amngements ar less desloped (or
to a lesser extent gead towads the supergory tags).

Unlike for the achitectues a set of best guernance
practices $ emeging in the litemture and our analgis
shows that, given the complexities imdved in estabkh-
ing coodination and coopeation in the emeging
European supergory famework, inta-Euiopean haf
monization towads best pactices in independence and
accountability § highly desgible, including for the new
ESAs Such upwad harmonization would align the
incentive structues of all partnes by (i) inceasing
incentives to educe forbeance of national supersoss
and to coopeate among them; (ii) limiting self capter
and indwstry captue by strengthening the principle-
agent elation between the tax payr and the supervi
sor; (iii) pomoting independence &m the political
branch of power; and (iv) fostering a lelplaying field
among supengois and supenrgied irstitutions.

A set of best governance pactices &
ememging in the liter ature and, given
the complexities inwlved in
establshing coordination and
coopeartion in the emerging European
supervisory framework, intr a-
European harmonization tavards best
practices in independence and
accountability is highly degrable.

While not all apects of independence and accounta
bility need to be fully harmonized, we pointed out some
crucial ssues that need to be adelsed, such as (i) the
need for legal potection for supensgois handling in
good faith and (ii) for budgetary independence; (iii) the
issue of the pesence of politicia® on decsion-making
bodies; (iv) the need for supesary autonomy in mat
ters of licersing and withdawing licerses; and lastly(v)
the need for mechasins for judicial accountability
Upwad harmonization of geernance aangements will
be crucial in oder to haw incentive-compatible strue
tures conducig for intetagency information Isaring,
building mutual trust and coopeation to achiee the
pan-Eupbpean goal of financial stability

In order to expedite, or facilitate, tki pocess and
secue the right outcomesthis paper finthes with two
possible policyecommendatios:

* First, one may wonder if some guidancemm the
European leel with regect to the harmonization
of governance aangements could be seful.
The ceation of the ECB and the ESCB was-pr
ceded ly a number of mandatory changes in the
governance structig of the pogectie mem

bers' cental banks under the Maastricht rEaty
Some similar prcess— through recommenda
tions or mandatorily— could be enmdaged now
for the ESFS.

* Second, one could sb think about the intoduc
tion of a Euopean mandate for national super
visois (Hady, 2009) in oder to better align
incentives among the network-participants
While attactive from the point of view of align
ing incentives the promulgation of a Euopean
mandate would aise another set of geernance
issues Adopting a Euppean Mandate would
imply that lines of accountability fsm national
supengors to (some) Ewpean irstitutions (this
could be the ESA) be estadlled. keeping the
lines of accountability to the national lanches
of government only would not guaantee poper
compliance with the E@pean mandate becze
national legdative and excutive branches may
be tempted to still look at their national intersts
in the first place, or fail to gagp the Euopean
dimersion of financial stability elated to the
issues posed beferthem.
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FSU INDEX

The index was built on the following scale: 7 = Single authority for all three sectors (total number of supervi
sors=1); 5 = Single authority for the banking sector and securities markets (total number of supervisors=2); 3 =
Single authority for the insuance sector and the securities markets, or for the insance sector and the banking
sector (total number of supervisors=2); 1 = Specialized authority for edcsector (total number of supervisors=3).
We assigned a alue of 5 to the single supervisor for the banking sector and securities markets because of the
predominant importance of banking intermediation and securities marketser insurance in every national finan-
cial industry. It also interesting to note that, in the group of integated supervisory ageng countries, there seems
to be a higher degree of integation between banking and securities supervision than between banking and insur
ance supervision ; therefore, the degree of concerdtion of powers, ceteris paribus, is greateifhese obserations

do not, however, weigh another qualitative characteristic: There are countries in which one sector is supervised
by more than one authority It is likely that the degree of concentation rises when there are two authorities in a
given sector one of which has other pawvers in a second sectarOn the other hand, the degree of concentation
falls when there are two authorities in a given sector neither of which has other pavers in a second sectarlt
would therefore seem adisable to include these aspects in ealuating the various national supervisory structures
by modifying the index as follows: adding 1 if there is at least one sector in the country with tw authorities, and
one of these authorities is also responsible for at least one other sector; sudutting 1 if there is at least one sec
tor in the country with tw o authorities assigned to supervision, but neither of these authorities has responsibility

for another sector; O elsevhere.

CBFA INDEX

For each country, and given the three taditional financial sectors (banking, securities and inswance), the CBR
index is equal to: 1 if the cental bank is not assigned the main responsibility for banking supervision; 2 if the
central bank has the main (or sole) responsibility for banking supervision; 3 if the cerdt bank has responsibilt
ty in any two sectors; 4 if the cental bank has responsibility in all three sectors (In ealuating the role of the cen
tral bank in banking supervision, we considered the fact that, Watever the supervision regime, the cental bank
has responsibility in pursuing macro financial stability Note that the countries of the Euro area are not monetary
authorities. Therefore, we chose the relative role of the cential bank as a rule of thumb: we assigned a greater
value (2 instead of 1) if the cental bank is the sole or the main authority responsible for banking supervision.

Source Masciandas 2007.

To download this and other Policy Insightsvwiwideprorg



CEPR POLICY INSIGHT No. 37

AUGUST 2009

Table 2 Independence criteria (19)

1. Institutional Independence

The ageng has a legal basis (&, act, ...)

The law states that the institution is independent

The chairman and senior executves appointed by two branches of government
The decision-making body a board (not a single person)

All agency staff has legal immunity for actions done in good faith

No parliamentarians are sitting on poliy board of ageng

There is no government official on the ageng policy board

The law/act does not give the minister of finance the right to intenene in policy decisions made ly the agency
The law defines clear criteria for dismissal of the president of the agenc

2. Regulatoty and Supewisory Independence

The ageng can autonomously issue legally binding prudential regulations for the sector
The ageng has the sole right to issue licenses

The ageng has the sole right to withdiaw licenses

The ageng has the sole right to impose sanctions on supervised institutions

The ageng has the right to enfoce supervisory sanctions

3. Budgetary Independence

The agenq is funded through fees from the supervised entities

The ageng/ need not submit the budget to the ggernment for a priori approval
The ageng/ has autonony in defining salaries and salary structure of staff
The ageng/ can autonomously hire staff

The ageng/ can autonomously define the internal organizational structure

SourceQRT (2007).

Table 3 Accountability criteria (22)

1. Political Accountability

The ageng/'s mandate is defined in the enabling legislation

With multiple mandate, the objectives are prioritized

There is an obligation in the lav to present annual report to legislatve branch

The law provides for possibility of regular hearings before committees (e.g. quarterly)

Accountability to the legislature is not delegated to finance minister (i.e., not the leair of the ageng present
the report to parliament but the minister of finance).

There an obligation in the law to present the annual report to executie branch

The law provides for a possibility of regular briefing meetings with minister of finance (e.g., quarterly...)
The law provides for the possibility for ad hoc hearings

2. Accountability to the judiciar y branch

Supervised entities hae the right to appeal supervisory decision to courts
Distinct judicial processes are in place to handle these appeals

Appeals are handled ly specialized judges

The law provides for penalties for faulty supervision

3. Transparency

There is a process Vereby the ageng/ presents and discusses its budget ex post

There is a piactice of disclosure of supervisory policies and of decisions (website)

The ageng has issued a mission statement

The annual report is azailable to the geneal public

There is a possibility for inquiries by the geneal public (email, ombudsman)

The law provides for a consumer consultation board in the famework of regulation and supervision
The law requires a formal ex ante consultation process with the industry about new regulations
The law requires a formal consultation process with the public at large about new regulations

The ageng has an internal audit process in place

SourceQRT (2007).

To download this and other Policy Insightsvwiwideprorg



CEPR POLICY INSIGHT No. 37

AUGUST 2009

21

Annex The European Famework for Safeguarding Fhancial Stability

To download this and other Policy Insightsvwiwideprorg



CEPR POLICY INSIGHT No. 37

AUGUST 2009 22

Donato Masciandar o is Full Pofessor of EconomicgChair in Economics of Financial Regulat@inBocconi
Uniwersity He is Head of the Depament of Economics and Dactor of the Paolo Baffi Cengron Central Banking
and Financial Regulati@urrently he is als¥isiting Scholar at the Banco de Espand,brmerly at the Internationa
Monetaly Fundas vell as consultant at the United Nations.

He is a member of the Steering Committee on MgreaunderingBank of Ita}, Financial Intelligence Uniile was
one of the thee members of th&/ise Men Committee of the Italian Stock Exchangerfr2003 to 2006.

His work has caered three main topicscentral bankindginancial egulation and supersion|llegal financial magks.
His two most recent books ag Designing Financial Suigan Institutiomsdependeng&ccountability andw@mance
(ed.) (with M.Quintyn) andBla& Financ&he Economics of Money Laumgi@vith E.Takats and BUnger).He is
columnist in the main Italian financialvpeper 1l Sole 20@r

Maria J.Nieto isAdvisor to the Director General of Banking Regulation at Banco de Espafia since Decembef 2000,
and during this time she haspresented the Banco de Espafia atrking goups of the Basel Committee of Banking
Supevwisors as wll as the Centerdr European Blicy Studies. She has cooperated as visiting scholar with fthe
Federal Resere Bank ofAtlanta since 2004.She has coauthed rumerous aticles on banking anagulatoly issues
that have been published among otherg the durnal of Banking and Finandaurnal of Financial StabiliBuropean
Financial Management andrhal of Banking Regulatiddhe isAssociate Rafessor at Instituto de Empssa (Madrid)
in the International MB program.

Ms.Nieto has deeloped her cager at the Euopean Central Bank (1998-200@ouncil of Economi@dvisors to
the Spanish Bsident (1996-1998) and the International Mongt&und (1991-1995yvhich has subsequenthired

her as a consultant on financial sector issudsria Nieto earned an MBdegee from the Uniersity of Calibrnia,

LosAngeles and a PhDdm the Uniersidad Complutense de Madrid.

Marc Quintyn is division chiefifrica,at the IMF Institute since 2008 that cgacity he teaches mameconomics
and moe specialized topickle has been with the IMF since 1989 anorked most of his carer on monetay and
financial sector issueas a member of sueillance and mgram mission$;SAPsand technical assistancemk. He
received his PhD fom the Uniersity of GhentBelgiumBebre joining the IMMMarc Quintyn wadAssistant Refessor
Money and FinancéJniversity of GhentBelgium (1979-83&conomist at the Resealn Depatment,National Bank
of Belgium (1984 -89and Pofessor at the Unigrsity of LimburgBelgium (1986 -89Marc Quintyn has publisheg
numermus bookspgpers and aticles on Euopean monetay and financial integratiomonetaty policyfinancial sec
tor reform,and moe recentl, on institutional and @vernance aspects of bankinegulation and supegrsion and cen
tral banking.

The Centr e for Economic P olicy Research ,founded in 1983s a netvork of over 700 reseachers based main
ly in uniersities thoughout Euope, who collaborate though the Cente in reseach and its disseminatiomhe
Centres gal is to pomote reseach excellence and policyelevance in Ewapean economicSCEPR Reseahn
Fellows andAffiliates ae based in wer 237 diférent institutions in 28 countrieBecause it dms on such a large
network of reseachers,CEPR is able to pduce a wide range ofeseach which not ony adiresses &y policy
issuesbut also eflects a boad spectrum of individual wigoints and perspectas.CEPR has madesk contribu
tions to a wide range of Eapean and global policy issues dver two decadesCEPR eseach ma include viess
on policybut the Executie Committee of the Cente does not gig prior review to its publicationsand the Cente
takes no institutional policy positioriBhe opinions expessed in this paer are those of the author and not nece
sarily those of the Cente for Economic Blicy Researh.

To download this and other Policy Insightsvwiwideprorg



