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ABSTRACT
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1. Introduction

The institutional scale of the prudential mechasigman old principle which dates
from 1930s when the implementation of the prudémii@chanisms had begun. At that time,
the prudential mechanisms were envisaged, creaigdbwilt establishment by establishment.
However, the transformation of economic policiesl #me financial globalization led to the
evolution of the prudential systems through mukital agreements. The major financial
crises brutally emphasized the role of regulatiansl underlined the importance of the

prudential coordination mechanisms between supss/et national and international levels.

The regulatory platform for the banking industrytiké Eurozone gathers harmonized
rules with the specific rules of countries. Therhanized part of the platform, which was
mutually known, includes, since the adoption of Hist Banking Coordination Directive in

1977, most of the basic prudential measures degdlopnational systems during years.

Effectively, this progress, based on a first floofd banking directives, developed
during more than twenty years of European expeeembis first stage allowed the creation
of common principles which announced previouslyaheergence of the doctrine thie |evel
playing field, that is, the genesis of an economic space comigrito harmonious and
identical conditions of competition between memb&tes. From this period, the main
principle of the prudential supervision startedbar upon the search for an intensified
cooperation between national supervisors. Howeaeffirst glance, this principle declares
itself as an answer to the incapacity of the nafiddanking and financial peculiarities and to

the competitive gap between member states.



The non-harmonized part of the platfomoludes national specificities which are
completely diversified. This non-harmonized padules the organizational measures for the
conduct of banking supervision; tools used by tlaking supervisors; provisions for
bankruptcy and the restructuring of banks; defanitiand legal protection of financial
instruments and contracts. Nevertheless, the cordepregulated and harmonized market is

in a very limited scope because of the absencelidiriancial integration in the EU

At the moment, the multilateral cooperation in Epgocloses almost eyes on the
dialectic of the European monetary integrationfate unification of the financial markets
and the creation of the single currency ensued fiibiassorted ideas and from diverse
reasonings : the adoption of the Maastricht Tregaty991 anticipated the establishment of the
principle of recognition of supervision by the homauntry for banks having cross border
activities within the EU. Then, the Treaty on theg@nization of the Banking Supervision
resulted from the subjective and imperfect circamsés of the National Central Banks
(NCBs) facing prudential supervision of their barmki and financial activities. The
supervisor’s role is no more played by the cerlieadk and it is performed by an independent
authority in the seven states of Europe of thedift In eight other States, its impact is strong
and solid. Therefore, the European System of CeBaiaks (ESCB) essentially consists of
central banks nearly full responsible for the suiggsn of banks. Yet, the eventuality of a
centralization of the banking supervision withie tBSCB, according to the creative texts and
the statements of the treaty of ESCB, is not satecear. In reality, such a task of central
and important organs like the ESCB or the Europgéantral Bank (ECB) is not emphasized

by the Treaty of Maastricht nor by the foundingtseaf the ESCB.
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To maintain the monetary and financial stabilitytleé Eurozone, in the article 105(5),
the Treaty of Maastricht emphasizes the role ofpheential supervision mechanisms. The
article 25-1 relative to the Statutes of the ESGBn{s out, in a more formal way, the
assistance and help of the ECB, the Council, th8&Nand the European Commission. Also,
the article 105(6) of the Treaty of Maastricht ahé article 25-2 of the Treaty of ESCB
permit a possibility for the transfer of severaligeential tasks (except insurance companies)

according to the decision of the Ecofin Council #mat of the European Parliament.

Consequently, the prudential system of the bankimgj financial services of the EU
continues to ensue essentially from the princiglesubsidiarity: a geographical separation
between national authorities stipulating that tasg/completely responsible for the prudential
supervision and that they are proper authoritieshat national level. This geographical
separation of the prudential control of the bankamgl financial institutions within the EMU
turns out as a succession of the integration ofbidweking and financial services market.
Therefore, the dominant logic about prudential dowtion between national supervisory
authorities is completely based on the geograple@aperation between member states of the

EU.

Additionally, The Treaty of Maastricht concretizéte European complexity relative
to this geographical separation and strengthenedetilous national traditions respected by
the supervisory agencies and the NCBs about tleeafollender of last resort” (LOLR). The
delegation of the role of LOLR was realized by fhesaty without the decision-making
contribution of the ESCB and was based on the Ingsi¢ that the financial crises occur in a
specific state where the effects are locked andtst because most of the assets and banking

commitments are in touch with the residents of tBtate. As a result, in Europe, the



institutional status quo escapes problems of cooperation between nationaérgsory
authorities and gives to States a full responsybibir the decision of the socialization of the

losses.

Concerning the supervision of banks, the ECB hadirext responsibility to oversee
banks and to establish the banking stability, butas a vital interest in the stability of the
banking and financial services industry becausentae objective of the ECB is the price
stability. Moreover, the establishment of the Eeap financial stability is completely
dependent on the efficiency of the supervision rae@m and on the maintain of the
monetary stability. This is the reason why the oral supervisors and the ECB need a clear
and precise knowledge on the situation of the Eames banking and financial services, and

certainly on the situation of its main actors.

Indeed, the consolidation of the coapien between supervisors is a particular and
complicated subject which has several aspectg, Eifferent types of risk engender various
implications in the banking and financial mark&iee means of prevention and their position
in the safety net differ inside these markets. 8dlyg financial globalization boosted the
growth of many cross border financial groups tleguire the expansion of the coordination at
the international level. In addition to this, disercompanies belonging to the same financial
group are subjected to separate and individualem@ constraints. This is the reason why,
there is a strong need for consolidation of codperaconnections between different

supervisory authorities at national and internatidevels.
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An intense and effective information exchange betweational authorities and the
ECB would limit the effects of moral hazard and Vbhelp to maintain it in a homogeneous
degree inside the EMU. In this respect, it is ind@or to know how it could be possible to
establish an effective prudential coordination namidm which would limit the effects of
moral hazard, which would generate a better inféionaexchange between national
supervisory authorities, banks, financial internagigis and the ECB and which would create

an adequate harmonization of rules and procedures.

In this context, after the establishment of theglkeincurrency and considering the
problems and the existing deficiencies in the sup®em of the monetary and financial
system, Europe is in search of an optimal orgaimzatvhich will enable the efficiency of the
surveillance of the banking and financial servigedustry by reforming the European

Banking and Financial System.

In Europe, a new prudential doctrine appears torgeeaince new debates and
discussions take place following the global finahairisis in spite of the continuity and the
preservation of the logic of geographical sepamatio supervision structures. Although
certain natural benchmark models are supplied ¢oBbrosystem by the countries which
apply the approach of separation like UK and Gegnéme new prudential actions such as
recent propositions of the European Commissionpaued by the European Council -the
Lamfalussy Framework and in particular de Larosiggport- confirm a division of the
supervision structures in a decentralized systemeach an ultimate centralization of EU’s
regulatory framework and seem more susceptibleakeneffective the coordination between

the supervisors of banking and financial institasio



Considering the directives which ensue from Eurapeathorities, the European
Central Bank and the Bank of International Settletsiethe purpose of this paper is to
analyze some of the important issues concerningpthdential supervision of banks and
financial institutions in EU and the related issoésegulation both at the European level and

international level.

The paper argues that current prudential supervisamework of banks and financial
institutions in EU is largely concerned with theogbhomings of the institutional design of
current prudential policy which result from a tewsibetween the highly decentralized
prudential framework and the ongoing progress marfcial integration. We suggest that
prudential rules and institutional arrangementdatde further harmonized between Member
States to limit the frequency and extent of indiabbank or financial institution failures as
well as those of systemic bank crises for miningzihe externalities of systemic risk. The
paper then reviews the legal and regulatory frammkwbbanking and financial supervision in
EU to illustrate some of the strengths and wealasestthe European approach, and suggests
a possible institutional design for all of the gdlictions by taking also into account the impact
of recent international initiatives in the areabainking and financial supervision, including
some new proposals of the G20 and Basel Committe®anking Supervision, such as

BASEL Il1.

Finally, our results underline that the harmonmatiof rules, procedures and
institutional infrastructures of member states antgplementation of a new mode of
institutional organization of coordination bothEairopean level and international level could
engender an increase of the quality of informaérohanges between all actors. Furthermore,

it would allow reducing the moral hazard in thegeatial supervision, to improve forecasting



and enable better prevention of systematic riskscmtagion. An important proposition the
paper provides is that Europe’s new harmonizedtirtigtnal regulatory design must be in
rapport with a new institutional design which coblel constructed through the harmonization
of prudential rules between G20 countries and Ibio#t institutional designs can lead to the
creation of a highly-coordinated international supgon mechanism for the intensification of

the international financial stability.

The paper is organised as follows. Sec#iatescribes the decentralized system of the
prudential supervision in Europe. Section 3 revidies centralized system of the prudential
supervision in member states. Section 4 handlekahd@alussy Roadmap. Section 5 specifies
the key points (5.1) and in particular, the conttibn of the de Larosiere Report on the
European supervisory structure design and the gtepair (5.2). Section 6 deals with policy
options and measures on the regulatory repaith®istipervision of cross-border institutions.
Section 7 reviews the Basel Ill accord and follagvihe recommendations of the de Larosiere
Report, G-20 and Basel Committee on Banking Supiemwj this section proposes an
institutional integration model to enhance cooperatind coordination between the EU and

the G20 (at global level) and Section 8 concludes.

2. Decentralized system of the prudential supeni@n in Europe

The current system of prudential coordination witlthe EMU is based on the
principle of geographical separation. This prineiptoncerns two inseparable and
complementary pillars such as the principle of raltwecognition between national
supervisory authorities and the reaffirmation & frinciple of control by the home country.

These two principles allow all banks to be overdegne of the member states, to exercise



their activities everywhere in the EU thanks to t@mmon consent. The existence of
subsidiaries and branches within the EU is subjetiethe enhanced supervision and to the

information exchange between national supervisors.

In the Eurozone, the legislative platioof the banking sector, although it is little
common and much diversified, does not seem to decloconsistencies risking to hamper the
pursuit of the systematic responsibility. Takingoiraccount its regulatory side, it can be

considered as a light system.

As the execution of the banking supeowvisis a national task, according to the
distinction of Padoa-Schioppa (1999), it consistem types of functioning: “the supervisor
of the Eurozone" - which is the cooperative systdmational supervisors and the "central
banker of the Eurozone ". The supervisor of theoEome can be considered as an entity

rather particular, consisted of national agencieskiug in three modes: "autonomous ",
"bilateral " and "multilateral". "The autonomous dad is the one in which the supervisor
runs exclusively in the national context (even IpcdThe bilateral mode" involves

cooperation between two agencies of supervisiors. Utsed for the supervision of the same
type of financial institutions such as credit ihgibns, or supervision of various types of
financial institutions, when they have cross-bordetivities or establishments in foreign

countries. "The multilateral mode" is the one iniekha group of supervisors work

collectively as a unique strengthened supervisors.

The Committee of Banking Supervision is onghef essential forums for the multilateral

cooperation. It is constituted by the represengatiof the banking supervision authorities of

the EU’s Member States like central banks or osieparate bodies. The main functions of the
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Committee of Banking Supervision are on one halnel,promotion of a unified information
exchange between the Eurosystem and the natiothairéies of supervision and on the other
hand the cooperation among the EU’s supervisonjhaaities. However, within the
framework of the Committee of Banking Supervisi@enmultilateral mode of prudential

coordination between EU’s banking supervisors ry inited.

The maintain of the geographical separatemmanly be practicable only so much that the
European financial services market is not compfetghrmonious and uniform in the
regulatory, accounting or competitive domains. the, regulatory difficulties related to the
geographical separation result from the differenoetsveen EU member states. However, a
much decentralized mode is in reality the mostatiffe because it allows the effective use of

the information which cannot be far away from therket where credit institutions wdtk

Beside the defects regarding the currentlofjigeographical separation explained above,
there are also three main deficiencies affectirg ¢fficiency of the European prudential
coordination mechanism because of its multilaterature. These deficiencies are the

following ones :

-The supervision of cross-border operations
-The management of a spreading systemic crisisarEtrozone.

-The regulation of cross-border banking groupsfarahcial conglomerates.

Although the harmonization of the prudentighpiples entails an extension of the cross-

border operations, the supervision of cross-bomserations was not simplified in the

* Padoa-Scioppa (1999)
® Couppey-Soubeyran and Sessin (2001)
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supervision made by the home country. As such,dingble supervision - by the home
country and the host country- brings a solutioth® supervision of cross-border operations.
However, the double supervision increases the lefvigle inconveniences such as the costs of

the prudential supervision although it strengthityeslinks inside the financial safety net.

As already discussed, the evolution of crasmskxr activities and services, and the
integration of the activities and the actors indige EMU increase the probability relative to
the occurrence of the systemic risk and from wlzredditional obstacle results: By reason
of the existing organizational heterogeneousnesshamntails a process of institutional and
regulatory harmonization, the therapeutic mecharastablishing the final financial stage of
the safety net is less boosted than the prudentethanism. The instructions of capital
adequacy, the legitimization of the internal cohtiite reform of the Cooke ratio contribute to
this process of harmonization and to the adaptawbnthe prudential principles in

decentralized levels.

In the light of this discussion, it is possilib suggest that the decentralization of the
prudential coordination mechanism between supenyismgencies at international level
demonstrated its efficiency and that the deceatatibn is the optimal solution. However, a
large number of economists are for the centrabraith order to increase the efficiency of the

current prudential mechanism in Eurbpe

® These economists are Prati, Schinasi, Freixanedrhaker, Véron, De Larosiére, Couppey-Soubeyran et
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3. Centralized system of the prudential supervisioin national level

Leaning on the concept of "the submissiorhef regulator to a dialectical progress” of
Kane (1981, 1989), the regulation is limited togress in a temporary process of "creative-
destruction”. In other words, the periodic and camntontrols are required to limit the
inadequacy of the regulation. The adequacies of rdgulator for the progress of the

institutional limits lead to the improvement of iteethod.

The behaviour of the regulator may provokeeapansion of the instability and of the
uncertainty which it has for objective to avoid.dddition to this, are added great difficulties
of coordination between supervisory authoritiesveiti by the separation and the
decentralization of the prudential systems. At @ngs coordination problems between
different supervisory authorities in national leaet as complex as the problems of prudential
coordination at the international level. In thehligof these obstacles, a centralized prudential
system in national level would allow applying thege prudential device to all financial

intermediaries by a unique and independent inggiut

The instauration of this unique authovityuld allow internalizing the external progress
undergone by the institutional structures: "neitttex waves of specialization, nor those of
despecialization or universalization of institusowould alter the structure of a centralized
prudential devic®. Thus, the achievement of a greater financiabititg would lead to the

stability of the banking and financial system ies tBMU.

" Couppey (2000), p.49
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Emanating from the reform of the Bankamigland and the FSA, the British prudential
mechanism enlightens clearly this logic and it barconsidered as a model. At the end of this
improvement, the British FSA will become the magegrated authority in Europe, because
the supervision of all the banking and financialiaites in the country are made by this
independent institution. However, the main reasbrthe establishment of this authority
results essentially from the costs related to titea@dent prudential mechanism which urged
the British authorities to shrink their prudentiaéchanism by creating a unique authority and
by the recognition of the institutional centralipats efficiency. In this model, diverse

systems of supervision concern the powers of d,legparate and independent entity.

The Scandinavian countries of the EU saglenmark, Sweden and Finland, as well
as Belgium, France and Germany are the membes stéiieh adopted this model. However,
in Europe, in a large number of countries, the s#jma between the banking supervision and
the supervision of insurance companies continwexist entirely while their activities become
more and more integrateds such, it is possible to suggest that the adopbtb the
Investment Services Directive (IS[2Zan be considered as a triggering mechanism of an
institutional centralization process of the prudEntnechanisms. It constitutes "a European
passport” for investment companies similar to tfahe credit institutions and it established
the principles of the institutional centralizatiprocess. This centralization contributed to the
implementation of a fair competition, answeringthe level playing field principle with the
result 'same activities, same rules’. The institutional centralization does not onlynsist in
the equalization of activities. The main objectioé this system focuses also on the
construction of the base of a prudential and regnfadevice that would generate a greater

stability and efficiency.
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Nevertheless, Plihon (2000) argue thatestablishment of a central and unique agency
eliminates the competition between the supervisathorities. Accordingly, Lannoo (1998)
proposes that a strong competition could help ¢eeimse the efficiency when various agencies

work together and collectively.

Belgium and Scandinavian countries showeident identical peculiarities resulting
from the extension of their respective regulatooynmissions’ responsibility and of their
autonomy. Finanstilsynet in Denmark is incorporated into the Ministry ofdurstry and
oversees all banking and financial system suchraditcinstitutions as well as financial
markets and insurance companies at the same tinsealso the case for Sweden where the
supervision of all financial intermediaries (creditstitutions, pension funds and also

insurance companies) is assigned to a central atythailt on the FSA model.

The responsibilities of the Finnish FSAfinancial markets started to expand to all
market participants from the end of 19808lso, in Belgium, the responsibilities of the
Banking, Finance and Insurance Commission (CBFAliclvis at the heart of the banking
sector, were gradually increased. The enlargemetiieo supervisory responsibility of the
Commission for the Supervision of the Financial t8e¢CSSF) in Luxembourg included
credit institutions, other experts of the finangaktor, collective investment schemes, stock

exchanges and financial markets.

As a result, it can be considered thamattonal level, this centralized model of the

prudential coordination between credit institutiorther financial institutions, clearing

8 Except the insurance companies.
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houses, pension funds and insurance companiesndbeseem to be homogeneous between

Member States.

The decentralization and the subdivision of pinedential mechanisms in national level
entail difficulties about the plurality of superery authorities by multiplying the problems of
coordination. So, a centralized mechanism manageddentral and unique authority at least
at the national level would allow limiting coordit@n problems at bothntra and inter
national levels. However, conversely, a decreasthenprudential coordination would also
happen by creating a central authority rather #teping the plurality of authorities as in the

case of a large number of countries in Europe.

The reduction of the coordination problemsational level would allow calming the
international debate by focusing it on key issuesnected with the European prudential
harmonization. So, the effects would be really pasibecause this central national authority
would certainly allow improving the quality of theformation exchange between member
states’ supervisory authorities at the Europearllel addition to this, this centralized

system would be totally suited to the regulatiormiss-border financial institutions.

These arguments lead to think that the d¢mmdi for a prudential coordination
mechanism’s greater efficiency could be achieveahithk to a centralized prudential device in
national level rather than in the current situatb@sed on the institutional decentralization
and subdivision which remains in the majority ofmier states. This proposition can be

presented and considered as a reorganization ofithent national prudential mechani$ms

® Kozanoglu (2007)
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4. THE LAMFALUSSY ROADMAP

The Lamfalussy framework is reinforced by a roadmagopted by the ECOFIN
Council in December 2007, that aims to improve fingctioning and the operation of the
current EU supervisory framework, more preciselg fonctioning of the Committees of
Supervisors (EC, 2007). Earlier evaluations of lthenfalussy framework -by different EU
institutions and forums- are considered by the Coum order to formulate its assessment. As
the Lamfalussy framework is strongly supported bakeholders, the Council decided to
establish additional improvements at all levelshaf Lamfalussy framework without making
a change on the inter-institutional balance betwberEuropean Parliament, the Council and
the Commission. As a result, the Ecofin Counadiésommendations were about: “a) the
arrangements for regulation (levels 1 and 2 of thenfalussy framework); and b) the

institutional setting of the level 3 committé¥s

Concerning the legislative level of the Lamfalus§yamework (Level 1),
recommendations about taking some limiting meastoeshe use of national options and
discretion in EU directives and the implementatainlegislation have been endorsed. In
addition to this, the importance of establishinglisgic transposition and implementation
deadlines for level 2 measures is also underlinethé& Council. At last, open and transparent

consultations with attracted stakeholders wereeteupported.

Several suggestions, concerning espgciahprovements to accountability and

decision-making, have been made in order to enhdheelLevel 3 committees of the

19 Lawson, Barnes and Sollie (2009), p. 21
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Lamfalussy Framework, that are in charge of thermftion exchange, the co-operation and

convergence of supervisory practices:

- To enhance the political accountability of thentoittees, national supervisors should orient
their work towards supervisory convergence and meration which will let financial
supervisory authorities to take into account finahstability concerns in other member

states.

- To reinforce the decision-making processes ofctiramittees, the introduction of qualified
majority voting in their charters has been suggkstigh the obligation for those who do not

disclose their decision.

-To clarify the role of the Level 3 committees a@ocenhance their working, the commission
decided to make a revision of the Commission Densicreating the three Committees of
supervisors which are assigned clear-cut tasks asichediation, planning recommendations
and guidelines and a clear role to improve theyamablnd responsiveness to risks to the EU

financial system'’s stability.

5. THE INSTITUTIONAL DESIGN PROPOSED BY DE LAROSIER E

This section handles the key pointg)(and in particular, the contribution of the de

Larosiere Report on the European supervisory strectesign and the global repair (5.2).
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5. 1. KEY POINTS OF THE DE LAROSIERE REPORT

Although the de Larosiere repbris mainly focused on the EU regulatory
supervision, it does include global features of tiesv reforms it introduces. The Report
indicates its posture in the global financial aibiut it especially concentrates on financial
stability oversight and supervisory repair whichsiitute its core elements and its strongest
part for various reasons: (i) this subject is mohandled in details in other reports; (ii) The de
Larosiere report underlines the importance of eadyning systems which should be revised
and at last, (iii) the Report provides a model mfamization, or in other words, an institutional
design of supervision of different financial furets by establishing a systemic risk regulator

that will include all functions.

As regards the reasons of the ¢l@ibancial crisis, the Report focuses on some
points such as abundant liquidity as a result efldose monetary policy in the US and the
accumulation of large global imbalances, failuretted governance of financial institutions,
ineffectiveness, rating agencies’ modelling faituetc. Concerning the regulatory reasons, the
Report touches upon the issues of malfunctioninguofent capital requirements and lack of
any denoting global coordination mechanism betwetarnational agencies such as the IMF,

Financial Stability Forum (FSF), G20 etc.

The Report also points out the urmlezed government guarantees, the opacity of
securitisation structures and credit derivativeg, gambling of Basel Capital Requirements
and the abnormal incentives of bankers. It alsg@ses following solutions to current

deficiencies which distinct the de Larosiere Regortn the other reports: pre-funding of

" De La Rosiere (High-level Expert Group, 2010)
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deposit insurance funds which lacks in many Europsauntries, larger transparency for the
shadow banking sector, multi-year setting of bostasdards, greater responsibilities for chief
risk officers in company governance, standardisatibderivative contracts with centralised

clearing.

Anyway, the Report does not disadissctly the too-big-to-fail problem as well as
the quantification and/or the penalisation of tlgstemic costs generated by the growth and
the risk-taking behaviour of large and complex ficial institutions. Furthermore, the
weakness of European banks in terms of overaltalggation compared with the US banks is

also not handled in details.

5.2. EUROPEAN SUPERVISORY STRUCTURE DESIGN AND GLOBAL

REPAIR PROPOSED BY THE DE LAROSIERE REPORT

The recommendations of the de Larosiere reportrsedoa clear and well designed

three-tiered structural approath

1. The establishment of the European Systemic RiskrdB§gSRB), as a systemic
regulator at the “top”, a new body responsibletfee macro prudential supervision of

the EU financial system.

12 The legislative proposals have been agreed bth®ember States and they have also been approvéeb
European Parliament.
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2. The creation of the European System of FinancigdeBusors (ESFS), as practical
regulators in the “middle”, including existing natial supervisory authorities and the
establishment of three new European Supervisormage such as the European
Banking Authority (EBA), the European Insurance arity (EIA), and the European
Securities Authority (ESA) for the related functsorindeed, the establishment of these
three agencies can be considered as a result tfatieformation of the three existing

level 3 committees.

3. At the “bottom”, national versions of the three gireal regulators will rank.

The main task of the regulators ia thiddle and the bottom is to deal with each
other while that of national regulators is to cooate daily supervision. The task of the
European regulators is the coordination of ovesafiervision, macro-prudential supervision,
and crisis-resolution actions. Lastly, the Europ&ystemic Risk Board is in charge of the
decision on the overall macro-prudential policy, thé use of risk warnings, which are
considered as inputs to EU supervisors in the “haigéind the Board gives them guidance

built on comparisons across member states.

Following the recommendations of the de Larosieort, it is possible to consider
that the most important point is the coordinatiather than centralisation of all supervisory

activities in one establishment. The report isioagfor three reasons:
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) First, it proposes the creation of a supremeladguat the top of supervisory
hierarchy, with a systemic outlook and larger resgalities than other

institutions.

(i) Second, in fact, the de Larosiere Report propasasiform decentralisation at
national level in order to achieve an ultimate cagation of the prudential

supervision mechanism at European level.

(i) Finally, the Report can be seen as an impodamiribution to the global
financial architecture with its recommendationsEaf regulatory and

supervisory reform and global coordination.

The Report proposes a timeframe of 2009-201&hweve the complete establishment

of this institutional design.

6. REGULATORY REPAIR FOR THE SUPERVISION OF CROSS-

BORDER INSTITUTIONS

In order to limit the frequency and extent ofiindual bank or financial institution failures
as well as those of systemic bank crises, someypojitions and several functional measures
can be described as follows: (i) the strengthemmhgooperation between home and host

countries, (ii) the assignment of a lead supervisomprudential supervision of cross-border

22



financial groups and (iii) the creation of a cehtgency that works in tandem with the

national supervisotd

(i)

(i)

(iii)

The strengthening of cooperation between home and host countries: In the current

system, the responsibility of the home countryudels a bank or a financial group
and its EU-wide branch network. The home countryaiso the consolidated
supervisor. The host country has responsibilityaftank’s or a financial group’s EU
subsidiaries and checks the stability of its finahsystem. Consequently, there
should be cooperation between home and host ceanfior better financial

supervision and greater stability. The de Larosi&eport puts forward the
establishment of global “colleges of superviso®” the supervision of cross-border

financial institutions.

The assignment of a lead supervisor for prudential supervision of cross-border
financial groups: This is to say thahe EU-wide operations, including both branches
and subsidiaries, should be under full respongyiif the home country authority of

a pan-European financial group.

The creation of a central agency that works in cooperation with the national
supervisors: It can be seen as a form of European System ohEialaSupervisors
including two different and fundamental forms. Eitbe creation of a pan-European
central agency for the supervision of cross-boffitgaincial institutions with full

responsibility for the EU-wide operations of parnr@pean financial institutions,

13 Schoenmaker and Oosterloo (2007, 2008)
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including both branches and subsidiart®scondthe consolidated supervisor should

be responsible for day-to-day supervision of clossder financial groups.

In addition to these policy options, the introtion of a home country supervision without
implying the supervisory duplication by host cougdr entailing different requirements or
reporting forms would help to reduce the burdenEamopean financial institutions, to
enhance cross-border enlargement in Europe amittiueage their competitive position vis-

a-vis their counterparts in US.

7. ENHANCING COOPERATION AND COORDINATION BETWEEN

THE EU AND THE G-20

Following the recommendations of the de LenesReport, the European Systemic Risk
Board, which is considered as the systemic riskuleggr, is also supposed to play an
important global role regarding the harmonisatibwarious national regulations such as the
Deposit Guarantee Schemes and their pre-fundiregagplication of capital requirements,
and the quality of supervision standards. The assest and the approval of any national

exceptions are carefully performed by the Board.

The Report proposes that all internationEvant bodies such as the BIS, the FSF, and
the IMF should be informed about macro-prudentsds that provoke a global dysfunction of
the monetary and financial systems. As the de lia®®&eport emphasizes the importance of
the coordination at both European and global lewkis proposed model of a central bank-

based systemic risk regulator can coordinate iaternal regulation at a global forum.

According to the Report, the FSF would be principal coordinating institution at
international level with the help of the BIS inaslishing international standards and with the

IMF’'s assistance on early warning systems such tasFinancial Sector Assessment
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Programme and on the improvement of a global aaasning system for financial stability
built on “global risk map and credit register”. Atidnally, The Report puts forward an
adequate “tax” on aberrant jurisdictions involviagtivities to be subject to higher capital
requirements. At large, the Report underlines thyoirtant role of the EU, the IMF and other

international forums for the enhancement of glglvablential coordination.

Beside these propositions of the de Laredieport, the approval of Basel Il accord on
financial regulation during G20 meetings in NovemB@10 in Seoul generated a strong
recognition about worldwide harmonisation of fineaules. The Basel Ill accord results
from the tightening of the earlier requirementsBaisel Committee on Banking Supervision
and aims to fill the gaps of Basel Il and to hdw tlysfunctions it generated. The Basel llI
focuses more precisely on the prevention of ligyidisk but also introduces a macro-
prudential regulatory aspect by distinguishing lit§eom both Basel | and Il. Its most
important requirements are as follows: (i) the minim common equity requirement increases
from 2 % to 4, 5% and (ii) in order to bear futyeriods of stress, banks are required to hold

a capital conservation buffer of 2, 5%. Thus, comraquity requirements will jump to 7%.

The Basel Il accord generates a submsgiaylobal finance into a single rulebook by
bringing minimum standards despite the evidented#ifices in regulatory, supervisory and
legal systems across countries. To achieve thenati harmonization of global finance
thanks to the application of Basel Il standardsvali as that of the harmonization of global
financial regulation requires enhanced coordinaéiod cooperation between the EU, the G20

and all international relevant bodies such aslthg, ithe BIS, the FSF as already discussed.

For this purpose, in as much as the liare's institutional design is approved and is
under construction within the EU, other memberthef G20 should also be required to build

their institutional design for the worldwide harnmation of financial rules. In this respect,
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two suggestions can be put forward: First, a nai#ilal financial charter can be designed
across G20 national authorities: this internatidmelncial charter, built on commonly agreed
principles and standards, would be responsible the set up of Memorandums of
Understandings as regards the information exchangeperation and coordination, an
important role that can be actually played by theemational Organisation of Securities
Commissions (I0OSCO) which already has got adequales to impede discretionary
behaviours of its members and offers a sufficieganizational structur&. Second, a more
rigid approach based on a World Trade OrganizafWimO) design can be advanced. This
WTO style institution can be seen as the proteat@a common rulebook built on compulsory
requirements, negotiated by its members, with @gempenalization of aberrant jurisdictions.
The first model could progressively transform itlie second as the example of the transition

from GATT to WTO>.

In this point, our proposition bears upon the faet this institutional model that could
be built within the members of G20 —except the E&Rh be integrated or merged with the de
Larosiere’s institutional design. The merger ofsthéwo different institutional designs can
lead to the worldwide harmonization of overall ficgal and prudential rules by generating a

sharp increase of coordination and cooperatiothodiad)level.

Nevertheless, the integration of bothOG and de Larosiere’s institutional designs
does not lead to a proposal of one global finarreigllator at global level. Such a suggestion
seems impossible by reason of the lack of a presmntnon rulebook and of the differences

between regulatory, supervisory and legal systesresa countries.

14 Spaventa (2009)
15 Spaventa (2009)
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8. CONCLUSION

In order to limit the frequency and extent of indival bank or financial institution
failures as well as those of systemic bank crisekta limit the externalities of systemic risk,
prudential rules and institutional arrangementsukhbe further harmonized at both European
and international leveldt is clear and evident that there is a strong Meedn urgent and
adequate harmonization of financial and prudentides, procedures and institutional
infrastructures and for the establishment of a mewde of institutional organization of
coordination both at European and internationaéllewhich could be able to generate an
increase in the quality of information exchangessveen all actors. Furthermore, it would
allow reducing the impact of moral hazard in theudemtial supervision, developing

forecasting and it would enable better preventibsystematic risks and contagion.

In practice, the current system of prudénsupervision in Europe is built on a
decentralized structure in European level whilerghés a strong tendency towards
centralization in national level. However, the ersdonent of the de Larosiere report by
European authorities brought a theoretical base tifi@r establishment of an ultimate
centralization in European level, maintaining aferm decentralisation structure in national

level.

The de Larosiere report is an important contributior future global financial
architecture because the Report underlines therisnpee of global coordination including all
relevant international bodies such as the IMF, Bi§ and the FSF. Additionally, the
endorsement of the Basel Il accord by the G-2thligbts the strong intention for the

submission of global finance into a single rulebowk order to achieve worldwide
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harmonization of financial rules. Herein, it is piide to suggest that the Basel Il accord
contributes to world wide micro prudential harmatian while the de Larosiere report brings

insight about European based model for world wi@denm prudential harmonization.

An important proposition that this paper providesthat Europe’s new harmonized
institutional regulatory design must be in rappeith a new institutional design that could be
constructed through the harmonization of prudemntidds between G20 countries and that
both institutional designs can lead to the creatidna highly-coordinated international
supervision mechanism for the intensification aé thternational financial stability. In this
respect, a multilateral/international financialadier can be designed across G20 national
authorities: this international financial chartequld be responsible for the establishment of
Memorandums of Understandings as regards the imfitom exchange, cooperation and
coordination, an important role that can be acjuplayed by the International Organisation
of Securities Commissions (I0OSCO) which already lga¢ adequate rules to prevent
discretionary behaviours of its members and oféersell-designed organizational structure.
Besides this, a more rigid approach, based on ddN@ade Organization (WTO) design, as
the safeguard of a common rulebook built on compylsequirements with a serious
penalization of aberrant jurisdictions can be putward. The first model can gradually
change into the second model as provided by thenpbeaof the transition from GATT to

WTO.

Herein, our proposition touches upon the fact thiatinstitutional model that could be
built within the G20 —except the EU- can be mergeth the de Larosiere’s institutional
design. The merger of these two different insttoél designs can lead to the worldwide
harmonization of overall financial and prudentiales by generating a sharp increase in

coordination and cooperation at global level andthte creation of a highly-coordinated
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international supervision mechanism for the stieeging of the international financial

stability.

However, the integration of both G2@isd de Larosiere’s institutional designs does
not lead to a proposal of one global financial ftatpr at global level. Such a suggestion
seems impossible by reason of the lack of a presemimon rulebook and the differences

between regulatory, supervisory and legal systesresa countries.
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