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FINANCIAL STABILITY 
CHALLENGES 

Ten years after Lehman: are 
the EU and global financial 
systems safer?

Introduction
It is 10 years since the financial industry confronted 
the failure of Lehman, which led to the biggest drop in 
economy activity in EU economies since the Second 
World War. 

Thanks to central banks’ concerted efforts and their 
accommodative stance, a repeat of the Great Depression 
was avoided. Since then, historically low, even negative, 
interest rates and unprecedentedly large central bank 
balance sheets have provided important support for 
the global economy. But lasting very low interest rates 
combined with bulging central bank balance sheets, have 
supported a further rise in the global stock of debt, private 
and public, in relation to GDP. Global debt reached the 
record peak of 318% of global GDP in 2016. The last financial 
crisis was produced by rapid leveraging, particularly in the 
US but, based on the previous metric, global leveraging is 
continuing. The world is now 12 per cent of GDP deeper 
in debt than the previous peak in 2009. Experience shows 
that in a cyclical upswing, it is wise to raise interest rates 
in order to create margins to reduce them when the next 
recession comes.

The continuous accumulation of debt is worrying for 
at least two reasons. First, the higher the debt, the more 
sensitive the economy and financial valuations are to 
higher interest rates. This, in turn, makes it more difficult 
to raise them, favouring further debt accumulation – a kind 
of “debt trap”. Second, higher debt – private and public – 
narrows the room for policy manoeuvre to address any 
downturn. High sovereign, corporate and household debt 
levels in many parts of the world could expose the financial 
system to losses, rising credit defaults and increased 
rollover risk as monetary conditions tighten.

The BIS Annual Economic Report (June 2018) 
explains that a number of developments could lead to the 
materialisation of risks. A tightening of financial conditions 
could trigger or amplify a downturn, possibly generating 
financial strains. Such tightening conditions could stem 
from surprises in inflation, a general reversal of the risk 
appetite of financial markets in response to self-reinforcing 
cyclical developments (e.g. disappointing growth or certain 
geopolitical events). Any further escalation of protectionist 
pressures is especially worrisome. Its global impact would 
be very significant. These risks are not independent and 
they can interact. For instance, risks may materialise in 
emerging-market economies, exposing vulnerabilities 
in the weakest advanced economies, not least owing to 
financial linkages. 

There are three parts to the discussion. First, an 
overview identifying the challenges ahead and how the 
industry is handling them. The second theme builds on 
this by raising the question of how far macroprudential 

frameworks can help. The last part explores how future 
shocks could be transmitted and whether there is a risk 
that problems may arise in non banking areas. 

1. Ten years later, the international financial system 
is safer but vulnerabilities and challenges remain
The G20 programme of reforms launched in 2009 has 
significantly strengthened the resilience of the financial 
system. Moreover, emerging market economies have built 
up their defences since the serious strains in the 1990s 
-- better macroeconomic-policy frameworks, greater 
exchange-rate flexibility, and larger foreign currency-
reserve buffers. However, financial risks continue to build 
up in their usual gradual and cumulative way. 
1.1. The banking system is safer and more stable
The post-crisis financial reforms have greatly strengthened 
the resilience of the financial system.  Banks are now 
better capitalised and draw on more stable funding and 
the financial system as such is less leveraged.
1.1.1. A great deal of progress has been achieved on the 
regulatory side
An industry participant thought it was indisputable that, 
following a huge commitment and will, most of the reforms 
of the banking system are now complete and the system 
itself is more resilient. A second industry speaker reflected 
that banks are much more resolvable and authorities have 
enhanced their cooperation via institutionalized settings 
such as the Core Colleges and Crisis Management Groups. 
Policy is in a better position to tackle financial stress than at 
the start of the crisis when so much was unclear, and there 
was disagreement and doubt about which instruments 
to use.  A representative observed a shifting focus by the 
authorities on macroprudential topics, following a period 
of microprudential focus to create resilience, transparency 
and information aggregation.

A third industry representative agreed that the 
financial system is definitely safer, pointing to three key 
reasons. First, important steps have been taken in the 
formidable regulatory reform process that started during 
the crisis. Second, banks have adjusted their strategies, 
overhauled their legal structures and strengthened 
their culture and conduct framework. Third, the global 
economic recovery has been gathering strength in the last 
few years, which has been excellent for healing the system 
and allowing it to build bigger buffers.
 1.1.2. The financial ecosystem is less leveraged than before
In addressing the resilience of the financial ecosystem, 
an official commented that it is probably less leveraged 
than before. Certainly, most governments are not less 
leveraged, households and banking intermediaries are, but 
it is necessary to understand different forms of leverage, 
whether financial or economic and the purpose for which 
leverage is used. An industry speaker noted that many bank 
balance sheets have now been significantly reduced and 
comprise more high quality liquid assets. Analysts must 
carefully assess them for evidence of proper diversification, 
concentration and exposure to particular areas. 

Another public decision maker reported that the 
implementation of a decade of reforms is now largely 
complete, but questioned how they should feel about the 
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large banks running about 20-times levered. It makes more 
sense than 40 to 50 times, which is closer to the position 
before the crisis, but this is still a highly levered system and 
some care is required. 
1.1.3. Bank’ capital and liquidity buffers have 
significantly increased
In assessing global financial stability, a public representative 
reported that the post crisis financial reforms have left 
banks with much bigger capital and liquidity buffers. 
Substantial progress has been made with most banks 
meeting the more stringent capital requirements and new 
liquidity standards1. 

A major lesson for anyone who lived through the 
crisis 10 years ago is that liquidity is key. Most companies 
are better prepared now and Asian countries have much 
higher currency reserves than before. In general, the sector 
has grown more cautious, which is one of the positives 
learnt from the crisis. An industry representative added 
that there is also more transparency and higher capital 
buffers now. Liquidity is often underestimated, but is likely 
to drive the next crisis as it drove many in the past. 

Another speaker described how, in a world where 
monetary and market liquidity are still abundant, the 
level of structural market liquidity is lower than it used 
to be. Cyclical liquidity vanishes as monetary policies 
normalise, so the structural core of market liquidity 
has to be sufficiently potent. For this reason, speed in 
implementing any non bank regulations is critical to avoid 
future problems. An industry representative agreed with 
much of what was said, but warned against forgetting how 
much of a surprise it was when the crisis hit in 2008, when 
the conventional wisdom was that the new architecture 
was distributing risk across the system safely. Regulators 
are now beginning to worry about where the risks have 
been transferred to.
1.1.4. The system is safer as long as growth is there
It is clear that banks are stronger now and do not 
expect to have to operate in a weak economy. As UBS 
Chairman and former Bundesbank President Axel Weber 
highlighted, banks need sustainable profitability, but it is 
difficult to generate profits in a low or negative interest 
rate environment, so these fundamental issues cannot be 
disconnected. A policymaker concluded that the solutions 
that monetary policy provides will inevitably become 
problems when they need unwinding. The regulators knew 
these measures would be criticised, and a central bank 
official commented that some of the old risks are still there 
in banks, during this time of transition. The policymaker 
agreed that sustainable profitability is key.

In assessing whether growth is sustainable, there may 
be an issue if monetary policy support is not accompanied 
by more inflation and growth. The more that an economy 
normalises, the more central banks estimate this shift too 
carefully. However, it is clear that the environment has 
improved overall and other microprudential instruments 
may be activated. The regulators need to be gradual, 
prudent and persistent in their policies, while looking 
carefully at any building risks. The question in practice, 
therefore, is when to change and how. A public decision 
maker agreed with an IFI representative speaking earlier 
that a three pronged approach is needed by the G20. 
One cannot do nothing or react only when another party 
moves, as everything would collapse. There will be stability 
as long as there is growth, but one must also consider the 
political consequences of any future recession. 

An industry representative stated that banks have 
collectively underperformed against global stock markets 
and this cannot be ignored, particularly in Europe. The 

progress made in healing has been phenomenal, but 
the idea that victory can be declared is complacent, in 
particular in light of significant differences between US 
and European banks. There is concern that European 
banks in particular have been struggling against the non 
banking sector with issues such as non performing loans. 
Using an illustration, a participant likened banking in 
Europe to playing the final of the Champions League with 
300 players on each side, many of them being unfit. A 
difficult process of attrition will have to follow. 
1.2. Vulnerabilities and New Challenges Remain High
1.2.1. Financial vulnerabilities have become more important, 
and have been building up
A public sector representative stressed that financial 
market valuations are overstretched. Despite the equity 
market wobble in February and the recent tightening in 
emerging-market economies, financial conditions remain 
quite easy from a long-term perspective: equity markets 
are elevated, especially in the US, volatilities are rather 
low and, above all, credit spreads are hovering around pre-
crisis levels.

In addition, leading indicators of banking stress are 
pointing to risks in several countries less affected by the 
great financial crisis. These are countries that have seen 
a further build up of financial imbalances -- essentially, 
prolonged, strong private-sector credit growth, often 
alongside strong increases in property prices. This has 
been the case in a number of advanced economies such as 
Australia, Canada, some Nordic countries and Switzerland 
but also in several emerging-market economies, not least 
China, some others in Asia and also in Latin America.

Moreover, a number of emerging-market economies 
have seen rapid foreign currency credit growth post-crisis. 
The aggregate stock of such credit to non-bank borrowers 
in emerging-market economies has more than doubled 
since the turmoil to something like $3.7 trillion.
1.2.2. Private plus public – has continued to rise globally in 
relation to GDP
A public decision maker explained that too much debt was 
at the heart of the crisis, but debt has increased as interest 
rates have declined and remained unusually low in both 
nominal and real (inflation-adjusted) terms. Moreover, 
interest rates are expected to remain low for quite some 
time, which could encourage a further build up in debt. 
If this continued, he asked “how far would central banks 
manage to raise rates without triggering the very problems 
they are trying to avoid?”.

The very easy financial conditions in advanced 
economies are one reason for being cautious about the 
optimistic outlook beyond the near term. According to 
research at the International Monetary Fund (IMF) and 
the BIS, easy financial conditions boost economic activity 
in the short run but increase downside risks further down 
the road. As a result, financial excesses at some point have 
to be corrected.
1.2.3. Short-term funding of long-term illiquid assets remains 
an issue
An official conceded that much progress has been made 
on regulation but, in many cases, the same old problem is 
emerging, which is the short-term funding of long-term 
illiquid assets, and often in foreign currencies. This is at the 
core of a potential crisis and where lessons have not been 
fully learned. The official emphasised that it is extremely 
dangerous for private consumers to borrow in foreign 
currency. The only substantial response is to strictly 
prohibit it, but such an unpopular measure could also 
result in lower growth in debt and investments. Therefore, 
it is always important to develop capital markets in your 
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own country first. An industry speaker agreed that this 
has been one of the key lessons of the crisis, although a 
single bank cannot change the system without efforts from 
the authorities. A policymaker sees how one function of 
the financial system is short-term funding for long-term 
investment, but another is to transform maturities. This 
leads to the issue of how much to inject in the short-term 
and whether doing so will create problems. 

Another public decision maker observed that safe 
assets have so far been absent from the discussion. Before 
the crisis, there was a huge supply/demand imbalance, so 
the industry created AAA synthetic assets that collapsed 
afterwards. Safe assets such as bonds have been overpriced 
since prompting the question of what is safe. Even bank 
deposits in private money are not always safe. BRRD is at 
its limit, in this official’s view. This increases tension on 
the supply and demand for a safe asset. People want central 
bank money, but it is not transferrable, because reserves 
are needed by the bank. 
1.2.4. Trust between authorities has not been lifted to the level 
needed to smoothly implement the cross-border resolution of 
systemically important financial institutions
A central banker noted that bail in able debt is being 
produced at a good rate and the level of total loss absorbency 
is approaching 30% of risk weighted assets in many 
jurisdictions. This is better than was expected five years ago. 
Looking forward, there are some hard final yards to make 
on bank resolvability. The regulators have set themselves 
the objective of completing this work by 2022, but parts 
around operational continuity and funding remain difficult, 
and more effort is needed. Part of the problem is that 
global banks are affected by different regulatory regimes. 
A representative of one has seen a strong commitment 
to implementing international improvement measures, 
but national translations then diverge. Meeting these 
requirements brings huge complexity and regulatory cost. 

On the matter of operationalising these plans, an 
industry representative advised some wind downs or 
restructuring measures. Working together, the industry 
and regulators need to become accustomed to handling 
extraordinary situations. It must be possible to issue bail 
in debt, not to retail but to institutional investors that 
understand the purpose of the instrument, but those 
involved must first ask how well all the authorities across 
jurisdictions are working together. This is something that 
can be trained and tested for, and they should be more 
of a focus on developing these plans. A policymaker who 
participates in the Single Resolution Board has seen some 
bail ins, but no large or cross-border examples. Bail-in 
approaches are difficult to implement in practice, and every 
bail in is different. At the beginning, bail ins were seen as 
an easier option than bail outs, but they have proved to be 
another difficult way to manage a crisis. 

Trust has been mentioned, although a central bank 
official thought it safer to expect everybody to ring fence 
in a crisis. If cooperation is expected but does not happen, 
there will be a catastrophe. Referring to the last IMF FSAP, 
the official is unclear as to what is happening on BRRD 
and how it is going to work. There was some testing before 
the crisis, but it did not help very much, because it created 
expectations of a cooperation that sometimes has not been 
manifested. The recovery plans in place today have not 
been fully tested.

In addition, some banks face challenges in 
profitability, which is more important than long-term 
capital. The trinity of a currency and fiscal union with 
deposit insurance has also not been attained in Europe, 
and authorities’ bail out tools are now significantly 

constrained. The resolution of cross-border banking 
groups requires strong political trust between countries, 
because it is ultimately a zero sum game for the depositors. 
1.2.5. The limited scope for monetary and fiscal policy response 
in the event of a systemic crisis
A public representative described how, since the crisis, 
the monetary policy and fiscal room for manoeuvre has 
narrowed considerably. Post-crisis, not only have interest 
rates declined substantially to new depths and central-
bank balance sheets ballooned to unprecedented heights 
but public-sector debt has also reached peacetime peaks.

The greatest worry for one public representative 
is the more limited scope for policy response. It was not 
monetary policy that saved the financial system in 2008; it 
was government intervention. In the US, Dodd Frank now 
puts clear limits on the abilities of the Fed and the Treasury, 
while in Europe the BRRD, for understandable political 
reasons, prevents sovereigns from rescuing their banks 
as they did last time. An industry speaker asked whether 
those in charge today have the wherewithal and political 
legitimacy to act. The answer is not known. The system is 
still interconnected, and domestic issues play out across 
borders, but some lack confidence in its full participation. 
1.2.6. Cyber security and cyber risks – regulation needs to step in
Then there is the nature of the shock. The next crisis may 
be cyber, but few know how to react to this or how much 
attention it should be given. A central banker’s perspective 
is that the collective framework for operational resilience 
is nothing like as good as it needs to be, and an industry 
speaker believed that regulation needs to step into the 
domain of cyber security and risk, not just for financial 
institutions but for many non financial ones as well. It 
is certainly essential for G SIBs. This issue is receiving 
the focus of the regulatory community at national and 
international levels, but institutions have much to do 
themselves to improve their standards. 

A related issue is the challenge from big technology 
firms. Big tech is growing quickly in Asia and will soon reach 
other parts of the world. This could be an opportunity or 
a significant challenge to the banks, if these new entrants 
take the highest margin parts and leave them with the less 
attractive bits. The question is how banks will use big tech 
to increase their profitability.

An industry representative stressed that the risk of a 
potential crisis emanating from cyberattacks must not be 
underestimated, and could be the subject of reflections in 
another 10 years from now. With this and all the other risks 
that discussants have raised, the industry should consider 
itself not in a state of alarm but in a state of alert. It must 
keep its guard high. Public authorities cannot be allowed 
to make mistakes that would kill economic recovery and 
cause trouble all over again. 
1.2.7. New forms of shadow banking are likely to emerge in the 
future, therefore demanding a forward looking approach from 
the regulatory community 
Listening to all these risks can be a bit depressing, but it is 
important to use them to look at how to develop markets. 
Whatever is handed to the next generation should include 
a foundation for new financial markets, in which banks 
will have significantly transformed their business and 
operating models in a digitalised future. An industry 
speaker reflected on the resources needed to deal with this 
change. If the banks can share tasks and agree on priorities, 
perhaps they can move away from costly regulation efforts 
and gain enough space to concentrate on the innovation 
needed to have a valid role in that future.

The growing importance of asset managers and other 
institutional investors in both domestic and cross-border 
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financial intermediation requires national authorities 
to monitor potential risks from these activities and both 
the national and global levels and to consider how best to 
employ macroprudential and microprudential approaches 
to deal with such risks.

For non-banks, one of the worries is CCPs, not just 
their resilience, but recovery and resolution. CCPs are 
systemic nodes in the global financial system linking 
G SIBs and other intermediaries. Much work has been 
done in this area by different Basel committees, but 
implementation is still needed.
1.2.8. The importance of appropriate governance and culture 
for financial institutions
Although they have refreshed their purpose and culture, 
the banks realise they still have work to do. Certain 
countries have moved significantly ahead of others. 
The UK implemented the Senior Managers Regime, and 
an industry representative emphasised how different 
governance can be around the world. Strong regulation and 
supervision are not enough to keep banks out of trouble if 
they make the wrong decisions in the boardroom.

In such an environment a speaker stressed that the 
policy mix needs to be rebalanced and regain precious 
room for manoeuvre. Too much responsibility has been 
put on the shoulders of central bankers over the years. This 
means reinvigorating flagging structural policies, finalising 
the implementation of the financial reforms, activating 
macroprudential tools where vulnerabilities are building 
up, consolidating fiscal positions, and normalising 
monetary policy with a steady hand.

All this should be seen as part of the establishment 
of a more holistic macro financial-stability framework 
designed to ensure lasting financial, macroeconomic 
and, hence, price stability. Such frameworks should be 
firmly anchored to a long-term focus, with all policy 
levers working in the same direction; after all, financial 
vulnerabilities build up only slowly, and the cost of high 
debt may emerge only after a long time.

2. Remaining challenges with 
macroprudential frameworks
Macroprudential frameworks have become a key new 
element of the post crisis financial reforms designed to 
ensure financial stability. This is important because the 
Great Financial Crisis and previous crises have shown that 
vulnerabilities can build up across the system even though 
individual institutions may look stable on a standalone 
basis. Progress has been made in the implementation of 
the frameworks but more needs to be done.
2.1. Macroprudential frameworks have become a 
key new element of the post crisis financial reforms 
designed to ensure financial stability
A policymaker was involved in the legislation that created 
the macroprudential framework in the EU. Its first 
objective was to act as an early warning system. It was 
intended to aggregate each sector, but also to look across 
them. Mucg work has been done to identify any problems, 
though the macroprudential framework was thought 
to have succeeded in meeting its objective. Then the 
issue became what to do after risks have been identified, 
as macroprudential action is technically and politically 
tricky. Such actions were being assigned to central banks 
in the hope that they would be freer to move in this area. 

A question was put to the panel on what role a 
macroprudential framework can play in addressing future 
problems. A public representative was one of the first 
advocates of including a countercyclical buffer in the 
Basel framework, so did not object to macroprudential 

policy. The last 10 years have shown a policy mix of easy 
money and tight regulation, with the hope that such a 
combination would bring both growth and stability. One 
must now think carefully about whether it can remain 
unchanged in the future.
2.2. Interaction between monetary policy and financial 
stability in the context of the normalisation of 
monetary policies
The macro prudential framework with its own objectives, 
authorities and tools provides a complement to monetary 
policy. This improves the room for manoeuvre that 
monetary policy has. While more restrictive monetary 
policy may be able to lean against the build-up of financial 
imbalances, targeted macro prudential measures can be a 
more efficient way of addressing their causes. Moreover in 
the euro area macro prudential measures can be aimed at 
specific member countries in order to coorect the build-
up of local imbalances, which cannot be addressed by the 
single monetary policy. 

An official disagreed that their organisation’s 
primary aim is to contribute to financial stability. Plenty 
of authorities and instruments, including government 
ministries, assume this duty. Microprudential instruments 
have created the expectation that central banks are in 
charge of financial stability, but they are not and such 
ambiguities can be annoying. The central banks have 
tools to assess macroprudential issues, but others could 
also participate too. This official does not deny there is 
a problem, but supervisory responsibilities create issues 
and can get central bankers into trouble. The monetary 
policy central banks were required to conduct in the 
past facilitated ordinary deleveraging. There have been 
discussions about whether they went too far, which are fair 
and timely, but at the time central banks needed to tighten 
rates with the tools they had to hand. Political pressures 
then sent the ball back to them. If the authorities in charge 
cannot agree, complicated countercyclical buffers will 
arise, but this topic has not been much discussed in public.

Another official agreed that institutions such as 
their own cannot be ‘the only game in town’ for financial 
stability. Macroprudential policy can be politically difficult 
and sensitive, but the raison d’être of an independent 
central bank is its willingness to do unpopular things with 
countercyclical buffers. Switzerland and the UK operate a 
countercyclical buffer, which has a psychological impact as 
people are more aware of what the risk should be and what 
is involved. There will always be disagreements about what 
the unintended consequences and opportunity costs are. 
The question is then when to employ the macroprudential 
measure so that it does not become procyclical. An industry 
representative believed the toolbox is right, but wished to 
send a clear message about making sure measures work 
in concert with others. An asset might be bubbling too 
much, which would need to be countered in a low interest 
rate environment. The natural evolution of assets will be 
one of the key sources of the next crisis and is why there 
is such hesitation. People may criticise a central bank for 
employing certain measures but, on the other hand, it is 
important to make a real difference at the right time.

An industry participant disagreed with the view that 
the macroprudential framework is just piling things up. 
It adds a degree of stringency to capital requirements, 
the purpose of which is to preserve the stability of the 
financial system for the public good. Macroprudential 
policies have gained enough respectability now to be part 
of the policymakers’ toolkit, both in advanced economies 
and emerging markets, but one should be hopeful and also 
humble about their use. Hope comes because the evidence 



39

FINANCIAL STABILITY CHALLENGES 

shows they can be effective at building structural resilience, 
but humility is required in managing expectations to use 
macroprudential policies as only a part of the overall policy 
mix. The right architecture is needed where macro and 
microprudential supervisors can work together.

There are different kinds of macroprudential 
governance arrangements around the world, but it is key 
that all should avoid putting microprudential behind the 
curve. Central banks use macroprudential measures to 
avoid raising interest rates or limiting capital inflows, but 
an industry representative stressed how they should only 
be used as prescribed and not for other purposes. Some 
people say that microprudential policies were activated 
and tightened when monetary policy was easing, now 
it is normalising, it should be eased, but this is wrong, 
according to this speaker. Risks will still build up in the 
process of monetary policy normalisation, so one should 
not relax microprudential policies until there is a clear 
indication that risks are falling.

Emerging markets sometimes seek to use 
microprudential policies too intensively, often to escape 
having to make hard choices. They could have done more 
macroprudential policy tightening in the good times, 
but there is still room to activate these policies around 
foreign exchange, hedging and borrowing. Should risks 
materialise, they can relax the buffers, as is the natural role 
of macroprudential policy. This can be tricky, as buffers 
have to be lowered consistently to preserve confidence in 
the institutions. 

There is still some controversy on the topic of long-
term interest rates and how much room there is for 
monetary policy to manoeuvre. This lower bound does 
not mean monetary policy is ineffective, as it can fall 
further or there could be further QE, but it substantially 
complicates the task of monetary policy. The steady state 
needs stronger macroprudential policies if natural interest 
rates rise.
2.3. Macro and microprudential policies should 
operate together
A public decision maker argued for consolidating 
macroprudential and microprudential elements in one 
entity, as can be seen in parts of Europe. That body then 
demands a huge amount of information, which is essential 
in the event of a crisis. A public representative worried 
about the tendency to think of macroprudential policy 
as totally distinct from microprudential regulations, each 
with their own institutional arrangements and policy 
tools. If employed in this way, the risk of macroprudential 
policy being too late or too strong is significant. A public 
decision maker recalled that initially the regulators felt 
macroprudential policy will go against the instincts of a 
microprudential supervisor, which is to tighten when risks 
emerge and loosen when they decline. This is the opposite 
of what the macroprudential wants, which tightens when 
things are going well.

Another official sat on the macroprudential body 
in the UK, but headed the microprudential regulator. 
The central banker sees the macroprudential as an 
essential complement to what is done on the micro 
side, primarily because the regulator cares about highly 
indebted households and firms regardless of whether it has 
sufficiently capitalised the banking system, because of the 
propensity of individuals and firms to cut back sharply in a 
recession. Stress testing for lending has been introduced in 
some areas, which seems a common sense way to deal with 
the problem of debt traps. Another reason for combination 
is that the behavioural aspects from microprudential 
action do not always serve the industry well. Rather than 

focusing on individual institutions, a top down team is 
needed, although ‘sparks can fly’ in such a context. This 
individual’s impression was that it is safer and more 
complete to put the macro and micro in one place, which 
can only be within the central bank.

3. The propagation channels in the event of a large 
negative economic or financial shock in a context 
where risks are shouldered more by investors 
and savers
3.1. The maturity mismatch in investment funds 
and the propagation of the bail in tool through the 
financial system represent two possible channels of 
systemic crises
One way to look at the last crisis is as a generalised crisis of 
confidence. It happened because nobody knew where the 
risk was nor trusted any counterparty. If we are to avoid 
another crisis, participants will need to be reassured there 
is a backup in case of another sudden loss of confidence 
in the financial system. An industry participant hoped 
to start talking more intensely about preventing future 
surprises from being fatal next time round.

An official sees one possible propagation channel as 
the maturity mismatch in different sorts of investment 
funds. There was a minor but recent experience of this in 
the UK with some potentially destabilising behaviour in 
commercial real estate funds. Another speaker returned to 
the subject of a bail in of which, despite its complexities, 
this speaker remained a strong supporter, because bail ins 
better align incentives and therefore make a major crisis 
less likely. There is no obvious reason why a bail in could 
not be used on much larger firms. When it comes to a 
systemic crisis, however, the choice is between a bail out or 
blowing losses out through the financial system. Insurance 
companies in particular might be on the receiving end of 
such measures. Some people take these arguments further 
to say that resolution tools cannot apply in systemic 
situations, but this central banker disagreed. Bail ins, ring 
fencing and sovereign wind downs will work by giving the 
authorities several options. It would be foolish to have 
absolute faith in just one of them.
3.2. The systemic consequences of a sharp decline 
in asset valuations and the expected reactions of 
the authorities
In assessing to what extent a banking crisis could trigger 
a larger crisis somewhere else, an industry participant 
cautioned against over engineering, trying to regulate 
what has not yet been regulated and missing emerging or 
evolving risks. There is also the question of an increased 
dialogue between the industry and policymakers, which 
must be encouraged. 

An official referred to the intention to remove risks 
from the classical intermediaries, banks and insurers, 
and wondered about the nature of the shock if most of 
these risks have already been shifted away from fragile 
institutions. Normally, there is a severe asset price 
correction, and the wealth effects impact an economy 
then affect aggregate demand, but this panellist feared 
this is too benign a view of the next shock. It may start as 
described, but the asset price correction will allow many 
banks still to continue operating. If growth starts to fall, 
the mechanism will move in a different way and another 
shock could come from inflation. The central banks could 
become market makers, not liquidity providers, as the 
private sector does not fulfil this role to the extent it has 
previously. The liquidity shocks that have occurred so far 
have been well absorbed by the system. The concern is 
now of a fundamental and unknown shock. 
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In all of these cases, financial markets would play 
a prominent role either as triggers or as amplifiers, and 
new players in the asset-management industry would, 
in all likelihood, take centre stage. Market liquidity may 
now appear plentiful but it is bound to evaporate under 
stress. Corporates and emerging markets appear especially 
vulnerable but even sovereign-bond and equity markets 
would not remain unscathed.

The same official turned to the amplifying 
mechanisms, the G20 or the G7. Multilateral organisations 
are key to this, but their operations are based on trust. 
G20 meetings aim for a common view about what to do, 
but there are serious doubts about following multilateral 
organisations in the United States. Chacun pour soi. 
Efforts could be made to ring fence as much as possible, 
and the speaker believed tools like dollar swaps between 
authorities could be useful. After Dodd Frank, it is not 
clear what the power of the Fed will be when a crisis 
happens. It can reduce moral hazard, but this is a second 
order problem when facing a huge shock. 

The enormous ambiguity at the heart of the financial 
sector is that nobody wants to be seen as fully in charge and 
accountable for financial stability, but central banks often 
discuss whether financial conditions are accommodative 
or not and in which direction they are moving. Even 
during this discussion they raised pertinent questions 
about who will be jumping in to rescue the market if 
it breaks down. They are asking the smart questions, so 
financial stability is clearly on their minds. This inevitably 
creates the expectation that they are the authority in the 
event of a crisis. They might not have the most direct tools, 
but there is nobody else in the official sphere talking about 
these issues. An industry participant stressed how the 
central banking community needs to keep thinking about 
this issue and ultimately deliver answers. 

A policymaker characterised financial stability as the 
child around the swimming pool, who everyone thinks 
somebody else is responsible for when the child falls 
in. Some think the child, who is financial stability, is an 
orphan, but others see it having too many parents. Nobody 
is uniquely responsible for financial stability in the euro 
area. It is a shared responsibility, but it is uncoordinated. 
The issue is bringing the right people around the table at 
the right time.
3.3. The likely interaction of high levels of indebtedness 
and the normalisation of monetary policy is a potential 
source of macrofinancial risks across the global 
economy and policymakers
A large systemic shock will propagate very quickly, 
because the global economy and financial system are now 
so interconnected. As an IFI representative said earlier, 
corporate debt is at the same level as before the crisis and 
sovereign debt is significantly higher. This looks fine when 
growth is high and interest rates are low but, if either of those 
two variables were suddenly to change, much rerating will 
occur. This will lead to price gapping and the public sector 
will need to decide how long it should wait before acting.

An industry speaker said that there was only a limited 
risk of a shock propagation similar to that of 2007 08, 
when a relatively small market segment imploded and 
contaminated the entire economy. In fact, since the start 
of the year, market risk has realised itself. There was the 
VIX ETPs implosion in early February and turmoil in a few 
emerging markets, but little contagion. These were self 
contained events, and all technical indicators of robustness 
are looking good. Various indicators of risk appetite appear 
to be in line with long-term averages, so this participant is 
not alarmed by the fragility of the system today. 

Conclusions
The near-term prospects (the next 12 months or so) for 
the global economy are still favourable, though no longer 
uniformly across the world. However, the risks ahead 
should not be underestimated. The path is a narrow one. 
Structural economic problems can only be addressed by 
structural reforms. Policymakers and market participants 
should brace themselves for a bumpy ride. 

Progress has been made to put a robust regulatory 
framework in place, but the proof of the pudding is in 
the eating. Reforms have not been fully implemented yet 
and certainly not tested through a real crisis. Some of the 
old challenges in the banking system remain and some 
new challenges have emerged in the last 10 years. The 
question is how to allocate limited resources among them 
and the focus now has to be directed towards upcoming 
challenges, not the last crisis. The macro toolbox tells 
a similar story: the industry is beginning to use it, 
but learning that doing so is not easy, technically nor 
politically, because there are inevitably winners and losers 
from any macroprudential decision. 

Ten years ago, the crisis happened because banks 
thought they would transfer risks off their balance sheet 
through securitisation, but as the crisis unfolded, the 
industry discovered instead that some risks returned on 
the balance sheet. In the trade off between stability and 
growth, the latter has to be managed so that it does not 
come back to bite. This is a multiple responsibility that 
requires cooperation and coordination, domestically 
but more importantly internationally, as cross-border is 
where the real tensions will come if a crisis ever needs to 
be addressed. The panellists’ conclusion was that they are 
relatively depressed, but preferred being depressed now to 
their optimistic but complacent mood of 2007. There is 
much to be happy about, but plenty to worry about too.

1.  For instance, between end-2014 and end-2017, the CET1 capital ratio 
for significant banks directly supervised by the ECB rose on average by 
over 3 percentage points, to 14.6%, and the total capital ratio increased 
by over 4 percentage points to 18.1%. During this period, the liquidity 
coverage ratio of the banks supervised by the ECB rose on average by 16.4 
percentage points to 143.6%, and the net stable funding ratio rose by 11 
percentage points to 113.4%.

v

Supervision of EU 
and third-country CCPs

1. Rationale behind the EMIR 2.2 proposal and 
progress made
1.1. Rationale behind the proposal
A regulator emphasized that the EMIR 2.2 proposal to 
improve the supervision of EU and third-country CCPs was 
not only driven by Brexit considerations. CCP supervision 
and regulation have wide stability implications and the 
need for more effective tools to supervise financial market 
infrastructures outside the EU has been underlined by 
ESMA since 2015. But the UK’s decision to leave the EU 
has been an important impetus for the EU authorities to 
reconsider third country arrangements, which is reflected 
in the EMIR 2.2 proposal and also in the review of the 
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ESAs. In addition, there is a need to ensure convergence 
and consistency across the EU in the supervision of CCPs, 
given their cross-border activities and risks. The limit of 
what can be achieved through existing CCP colleges has 
been reached. 

An industry representative stressed that this 
legislative proposal must be considered in view of how 
well CCPs have functioned in general and during crisis 
situations. Following the Brexit vote for example, there 
were significant market swings in the magnitude of 10%, 
similar to what had been experienced during the Lehman 
Brothers crisis. All CCPs managed in a way that proved their 
resilience. The speaker also suggested that not everything 
should be left to regulation. Market-led solutions can be 
developed to enhance competition and choice for clients, 
as has recently been done in the interest rate swaps 
market. Another industry representative added that it is 
important in the context of discussions on EMIR 2.2 not 
to “trivialise” the role of CCPs and the complex risks they 
manage. CCPs manage the defaults of complex derivative 
and cash products in multiple currencies. Their purpose 
is to provide certainty in times of uncertainty in order to 
strengthen markets and improve financial stability. These 
are highly resilient and efficient infrastructures that apply 
already the highest possible risk standards and have a high 
level of scrutiny. 
1.2. Progress made with the EMIR 2.2 legislative proposal 
A regulator remarked that progress has been made on 
the EMIR 2.2 proposal in the last few months with the 
publication of the Parliament ECON Committee report 
and on-going discussions on the text in the Council. 
A public representative stressed the importance of the 
Presidency finalising the work and entering into trialogue. 
The vote in the ECON Committee has given the Parliament 
power to strike a deal with the Council in one reading, 
which should help to speed up the process. There is still 
hope that there will be a deal on Brexit and a transition 
period, which would provide more time to fine-tune and 
implement EMIR 2.2. However, it is important to prepare 
for a lack of agreement or a very last minute deal, which 
would bring challenges for all parties. Negotiations over 
October and November will hopefully provide the market 
with 90% certainty that there will be a deal. The speaker 
also emphasised the importance of working on intra EU 
and third country CCPs simultaneously in order to keep 
the two regimes as closely aligned as possible. An industry 
representative stressed that as we are reaching the ‘vortex’ 
with March 2019 only a few months away, financial market 
infrastructures (FMIs) including CCPs and their customers 
will soon be making irreversible decisions and financial 
stability risks are increasing. The industry speaker 
called on the community of supervisors, regulators and 
central banks supervising CCPs to provide the market 
with certainty as soon as possible and no later than end-
November in order to reduce these risks. Whether it is 
temporary relief or a similar mechanism, some form of 
transition regarding third country CCP recognition must 
be offered. 
1.3. Contract continuity issues in the perspective of Brexit
An official emphasized potential contract continuity risks 
in the perspective of Brexit. A significant amount of OTC 
derivatives is cleared between UK CCPs and EU members, 
and EU CCPs and UK members. EU firms have around £ 
67 trillion notional of outstanding contracts at UK CCPs, 
of which nearly £ 40 trillion mature after March 2019. 
In December last year, the UK announced a regime that 
would allow for the recognition of non UK CCPs once the 
UK leaves the EU. The government has also established 

the legislation which will provide a temporary recognition 
regime. This gives UK participants confidence that they 
will be able to continue using EU CCPs once the UK has left 
the EU, but clarification is needed from the EU authorities 
on how this may work in the opposite direction. 

An industry representative underlined the practical 
implications of contract continuity. Clearing members 
will need to contact their clients on an individual basis 
to discuss how this situation will be managed and 
there will need to be some transitional arrangements 
or grandfathering clauses to manage this situation. A 
public representative mentioned that the magnitude of 
the problem in respect of contract continuity is being 
evaluated by the EU authorities. At this stage some areas 
appear to be more problematic than others, for example 
very long-term contracts.

2. Proposals to improve the supervision of EU CCPs
2.1. Outstanding issues regarding EU CCPs
An official summarized the main points still under 
discussion at Council level, notably concerning EU CCPs. 
The Council’s objective is to have a general approach 
agreed by the end of the Austrian Presidency in order to 
‘pave the way’ for negotiations with the Parliament. The 
first pending issue relates to the extent of the involvement 
of ESMA in the supervision of EU CCPs. It is essential to 
promote the convergent application of EMIR throughout 
the EU, especially if decisions are taken with cross-border 
impacts. At the same time, it is also important to ensure 
there is a clear allocation of responsibilities, accountability 
and legal liability for the decisions being taken and this 
becomes especially relevant when the fiscal responsibilities 
of Member States are involved. The options currently being 
discussed in the Council include: the right for ESMA to 
confirm, amend or reject individual supervisory decisions 
made by National Competent Authorities (NCAs); the 
introduction of procedures to consult ESMA, which could 
be combined with a ‘comply or explain’ mechanism for 
NCAs; and the enhancement of the regulatory activities of 
ESMA by means of technical standards, guidelines or similar 
measures. The second question concerns the way these 
tasks should be conducted within ESMA. The Commission 
suggested introducing a CCP executive session, which 
would be a single designated body within ESMA to handle 
CCP supervision. Alternatives include introducing specific 
internal committees within the existing ESMA structure 
to prepare decisions which would be taken by the ESMA 
Board of Supervisors. Ultimately, an internal committee 
within ESMA is more likely to be accepted by the Member 
States than an entirely new structure. A third issue concerns 
the role of supervisory colleges. Assessments show that 
these colleges work very well at present, but the Council 
is evaluating possible improvements to their functioning 
(e.g. by amending their composition or improving their 
procedures). Finally, the Council is discussing the role of 
Central Banks of Issue (CBIs). Several areas where CBIs 
would wish to be further involved in CCP supervision 
have been identified, such as liquidity risk control, margins 
and collateral requirements. A challenge however is 
identifying the powers which are necessary in these areas 
for conducting monetary policy, which is a difficult balance 
to find, notably in relation to measures to be taken in 
exceptional circumstances.
2.2. The role of Central Banks of Issue (CBIs) regarding 
EU CCP supervision
A regulator stated that it is generally agreed that central 
banks of issue and supervisors should both have an 
important role regarding CCPs, CBIs focusing on the 
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monetary policy perspective and supervisors on the micro 
one. Discussions however continue over the interaction 
between the two and the precise role of CBIs i.e. whether 
it should take the form of an endorsement of decisions or 
be a consultative role. An official considered the proposals 
made by the ECON Committee quite acceptable and did 
not believe it necessary for CBIs to have a veto power. The 
main concerns of CBIs regarding CCPs are about liquidity 
risk management.

An industry representative suggested that CBIs 
should be involved in CCP supervision for three reasons. 
First, CCPs are connected to payment and settlement 
infrastructures, where central banks play a major role. 
Secondly, CCP clients are predominantly banks and 
credit institutions, which are also supervised by central 
banks. Finally, CCPs clear products which are relevant for 
monetary policy, such as repos and interest rate swaps. 
An official confirmed that CBIs have an obvious interest 
in the resilience of CCPs and in ensuring they are being 
operated and run robustly and added that central banks 
have other roles that are relevant for CCPs such as being 
the authority responsible for financial stability and for 
resolution. With respect to clearing, the Bank of England’s 
focus from a monetary perspective is on two areas: first, 
on the resilience of markets used to implement monetary 
policy and that are cleared; and secondly, markets and 
clearing activity that could generate significant liquidity 
needs, potentially requiring central bank intervention 
in a crisis. These criteria are most relevant for products 
like repos that are physically settled on a gross basis, but 
much less so for derivative transactions such as interest-
rate swaps, which are cash settled on a net basis, the 
official stated. 
2.3. Possible improvements to the functioning of CCP 
supervisory colleges
Several panellists stressed that CCP colleges work well in 
the EU. An industry representative explained that domestic 
NCAs take the lead in these colleges, but they also include 
ESMA and representatives from the ECB in particular. 
This may look like a large number of people, but in practice 
this has worked well since their introduction in 2013. 
Reacting to a remark made by a regulator that CCPs often 
complain about differences in the supervision of CCPs 
across the EU, an official considered that the variations in 
treatment across CCPs are restricted to very reasonable 
boundaries and are driven by differences between CCPs in 
their business models, the products they handle or their 
membership. The industry representative added that the 
main point is to ensure that the appropriate expertise is 
gathered to supervise CCPs, which requires a combination 
of market supervisors, central banks and representatives of 
the CCP. A regulator observed that funding is essential to 
build a supervisory capacity with the appropriate expertise, 
adding that the level of funding proposed for EMIR 2.2 is 
substantive and sufficient.

A public representative felt that the functioning of 
colleges could be further improved, as has been proposed 
by the ECON Committee. Their effectiveness depends 
on the level of coordination of their work and how well 
connected and consistent they are between them. The 
objective is for colleges to the greatest possible extent, 
to view the same circumstances in the same way and act 
accordingly. The system would become more consistent 
and effective if ESMA could coordinate the activity 
of colleges, the speaker suggested. This is particularly 
important in the Brexit context that may lead to relocations 
of activities to different EU jurisdictions and possible risks 
of supervisory arbitrage.

2.4. The importance of clarity in the allocation of 
responsibilities and decision-making
Several panellists underlined the importance of clear 
decision-making processes (i.e. who makes decisions and 
how decisions are made) in normal times and particularly 
in times of crisis and saw constructive progress in 
discussions on EMIR 2.2 in this area. 

An industry representative emphasized that a clear 
allocation of powers and responsibilities between NCAs, 
ESMA and CBIs should be established, in order to avoid 
duplications and overlaps that would make the framework 
more complex and burdensome. Constructive dialogue 
between the industry and the regulators, notably ESMA, 
must also be maintained so that issues can be addressed on 
an on-going basis. Moreover clear rules need to be defined 
regarding the decision making timeline, because with 
more people around the table decisions may be longer to 
take, which may create additional risks. 

An official stated that although the decision-making 
process can involve consultation and collaboration with 
different parties, it should be clear who has the power to decide, 
particularly in a crisis management situation, when speed and 
clarity are essential. Ultimately the final say should lie with 
the home supervisors, who are closest to CCPs and have 
the ultimate accountability for their supervision, the official 
believed, as is the case at present. A regulator considered that 
the importance of clear decision making is properly addressed 
in the Parliament’s report on CCPs. The movement away 
from a consent model to a consultation model should also 
help decisions to be quick enough. Experience in the EU 
however demonstrates that timely decision-making does 
not necessarily mean that one organisation should make the 
decision; what is important is having clear rules governing 
the decision making process. The official agreed that multiple 
authorities (and not one) can indeed be involved during the 
decision-making process, but there must be clarity on how 
decision-making will ultimately work.

Another industry representative pointed out that the 
supervisory approaches needed in normal conditions and 
during a crisis are quite different. While seeking input from 
different experts in on-going supervision (e.g. in the context 
of colleges) is important, it is essential to have effective 
decision making during a crisis because any confusion would 
be very dangerous for financial stability. A third industry 
representative mentioned different default scenarios linked 
to clearing members or to a CCP defaulting1 but emphasized 
that the default of a CCP could go way beyond market 
situations that have previously been experienced e.g. if the 
default fund of the CCP is insufficient. To anticipate this type 
of scenario and preserve financial stability, it is necessary 
to put in place detailed and effective arrangements ex ante 
before any crisis, including recovery and resolution tools 
and defining how the potential default of a clearing member 
would be handled. Moreover, although it is important for 
there to be ‘only one pair of hands on the wheel’, as previously 
suggested, cooperation will continue to be essential in case of 
a default, because CCPs cannot be considered in isolation and 
the entire marketplace will be in turmoil. Broadly speaking, 
the initial EMIR 2.2 proposal is somewhat insufficient in 
these areas, but the work done by the Parliament and the 
Council is moving in the right direction. 

3. Proposals to improve the supervision of third 
country CCPs
3.1. Cross-border supervisory cooperation regarding 
third-country CCPs 
A public representative stressed that deference to third 
country jurisdictions has always been the basis of the 
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EU third country regime. The EMIR 2.2 proposal also 
strengthens the possibility for comparable compliance. 
Under the tiering system of the proposal, full deference 
will remain the norm for all Tier 1 CCPs (those that are 
not systemically important for the EU). In addition, 
enhanced cooperation arrangements (or memoranda of 
understanding) are essential because they can facilitate 
the avoidance of problems and ensure stability in the 
supervision of third country CCPs.

An official emphasized that more clarity is needed on 
how ESMA and the home authorities respectively will work 
with third country authorities. Secondly, it should be clear 
what regulatory requirements apply to a CCP if several 
authorities seek to place requirements directly on a CCP. 
In order to avoid overlaps, requirements should be based 
on international standards, set out in the CPMI-IOSCO 
PFMIs, as is the case for the existing version of EMIR, so 
that rules are mutually compatible. Thirdly, there must be 
clarity on how comparable compliance (which allows one 
set of rules to apply to a CCP if a comparable outcome is 
provided) will work. There is no detail in the present text 
on how it will work or how it may be withdrawn, which 
needs defining for market confidence. Finally, the text is 
silent on crisis management. It gives the CBI powers in 
exceptional circumstance, but there must be clarity on 
how this will work and who has the final say; that should 
be the home authority, the official believed. A regulator 
emphasized that EMIR 2.2 is the EU’s response to these 
different issues and risks and the priority now is to speed 
up the process so that the legislation can be implemented 
in a timely way.
3.2. The role of CBIs in third country CCP supervision
A public representative remarked there have been many 
discussions between the European Parliament and several 
CBIs on their role in CCP supervision and also some 
difficult discussions with US financial institutions on the 
role of CBIs, because the situation in the US is somewhat 
different. A delicate balancing act is needed between legal 
certainty and flexibility as often in EU legislation. The 
legislative proposals have come a long way in achieving this 
balance: the system is as minimally discretionary as possible, 
but at the same time it gives CBIs some freedom to act. In 
exceptional circumstances, it will be possible for them to 
extend decisions. In future negotiations, it is important to 
continue to use the approach and criteria used by ESMA 
for the assessment of systemic significance, although there 
should be proportionality. Sufficient assurance should also 
be built in the regulation. If, on reflection, activities are not 
deemed to be systemically significant for the Union, they 
should not be unnecessarily captured in these assessments; 
this is an important safeguard. An industry representative 
agreed on the importance of the role of CBIs in supervision, 
provided that it is proportionate and that it relates to the 
products and services that are relevant to the EU in relation 
to monetary policy and liquidity aspects (rather than to the 
whole of the CCP) such as e.g. EU government bond repos, 
as pointed out earlier.
3.3. Questions raised by denial of recognition measures 
A public representative emphasised that denial of 
recognition is included in EMIR 2.2 as a ‘last resort’ 
possibility, because it is preferable for relocation to 
occur, if needed, through market mechanisms. The 
related decision-making process should be fact-based 
and proportionate and changes have been made in this 
regard to the initial Commission proposal. There is some 
uncertainty however, because this has never been put 
in place before, which is why an adaptation period was 
proposed by the European Parliament. 

An industry representative considered that including 
a denial of recognition in the EMIR 2.2 legislation will 
affect competition in the market because it is in effect 
a denial of access notably for EU counterparties. That 
will also impact global markets, restricting access to 
liquidity and causing fragmentation. This also appears 
as a somewhat “isolationist” measure, going against the 
G20 and FSB commitments. Additionally, it is important 
to distinguish between different products in such an 
approach, considering the liquidity of these markets, their 
use in transmission of monetary policies and whether 
there is physical settlement. Repos were the main problem 
during the Lehman crisis, not hedging tools such as OTC 
interest rate or FX derivatives. As mentioned previously 
by an official, the liquidity needs for these latter derivative 
instruments are far lower than for physically settled 
products such as repo. Another industry representative 
disagreed with the view that interest rate swaps are 
not relevant to monetary policy or are not systemically 
important, noting that these swaps are the major source 
of initial margin held at some CCPs. The CFTC seems to 
be making a carve out related to areas which do not affect 
the systemic stability of the US, but these terms must 
be further defined in both the US and Europe, because 
market participants should all be able to compete on an 
equal basis. 

A third industry representative noted that these 
measures would also affect clearing members and their 
clients and it is important to ensure that the industry will 
be able to adapt to the new framework. The worst case 
scenario would be a situation in which only EU clearing 
members would have additional constraints in terms of the 
relocation of euro denominated clearing in case of denial 
of recognition. The higher costs this would lead to would 
not be sustainable for some of them, who might exit the 
business as some other banks have previously done, thus 
risking to significantly reduce choice for end-users. The 
first industry representative supported these concerns. 
Denial of recognition may provide a bleak outlook for EU 
entities, customers, buy side, clearing, brokers and dealers 
which is in nobody’s interest. 

The industry speaker added that the potential for 
denial of recognition creates uncertainty throughout the 
market which needs to be eliminated as soon as possible. 
There are questions in particular around what happens to 
existing or future positions. In addition, the EU could end 
up being isolated, which would be to its own detriment and 
to the detriment of global markets. This was supported by 
the first industry representative who insisted on the need 
for certainty by end-November.
3.4. Comparison with the US approach and current 
supervisory cooperation with the US
Referring to the recent remarks made by the Chairman 
of the CFTC, an industry speaker felt that the European 
Commission was seeking with the EMIR 2.2 proposal the 
same type of access, power and authority that the US has 
regarding foreign CCPs. Chairman Giancarlo however is now 
suggesting that the US has overreached extraterritorially 
in some respects. The industry representative queried 
whether the EU should consequently rescind some of its 
proposals, which are similarly overreaching. An official 
considered that although the EMIR 2.2 proposals are 
often described as a replication of the CFTC’s regime, 
Chairman Giancarlo’s recent speeches made clear that 
they actually go further than what the CFTC does in terms 
of intrusiveness. Another official felt that these proposals 
are akin to an invitation for nuclear disarmament, which 
ultimately was successful. The US is in a very powerful 
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position at present, and Europe is catching up. The US is 
now offering to be less intrusive if the EU does the same.

Another industry representative mentioned that 
when the US created a legislative framework around 
clearing in 2010 in the context of Dodd-Frank they were 
the first to do so. It is arguable whether this went too far or 
not, but overall, the Dodd Frank system has been positive. 
However, other parts of the world have since caught up. 
Nobody in the industry wants this ‘arms race’ around 
extraterritorial supervision of clearing, because it will 
disrupt and fragment markets and liquidity. The industry 
representative felt Chairman Giancarlo’s intervention 
was timely and relevant. It is time to consider whether 
there is a different way. A third industry representative 
had a slightly different interpretation, suggesting that 
Chairman Giancarlo’s remarks should be interpreted as 
demonstrating that both the US and the EU are talking 
about the inclusion of a strong element of deference. 

An official highlighted their extensive experience 
of engagement with the CFTC on the supervision of 
UK CCPs which also operate in the US. There is a high 
degree of supervisory cooperation with teams discussing 
with each other on a very regular basis. This is also based 
on a significant degree of deference to home state rules. 
Chairman Giancarlo’s remarks suggest building on this 
already strong level of supervisory cooperation. The EU 
authorities now need to clarify how they will engage in 
cooperation and coordinate with overseas authorities. 
A regulator stressed that the current EU system should 
be properly characterised in this discussion. At present, 
for third country CCPs that have been recognised by 
ESMA there is reliance on third country supervision and 
regulations and the EU approach is in no way a line by line 
extraterritorial system. For the US, in addition to nearly 
full reliance, there are only a small number of additional 
specific rules concerning CCPs active in the EU. The US 
may well be moving in the direction of the EU, but the 
current proposal made by the Commission or the positions 
of the Parliament on EMIR 2.2 are not comparable to the 
current US system in terms of extraterritoriality.

1.  In a first scenario, major clearing member institutions across the world 
will have defaulted. Bank prudential requirements will have turned out 
to be insufficient and the recovery and resolution of the institutions 
concerned will have failed also. In this scenario however, the CCP would 
not be in a default scenario and this would still be business as usual, 
although rather hectic. In a second scenario a CCP could have declared a 
default. In that case the initial margin of the defaulter will be eroded, as 
well as the ‘Cover 2’ default fund. This could go beyond the default fund 
into a market situation that has never been seen before.

v

Profitability challenges 
of EU Banks: impacts and 
possible solutions

EU bank profitability recovered in 2017, supported by 
an improvement in economic growth, but it remains 
weak. According to the Financial Stability Review issued 
by the ECB in May 2018, the aggregate return on equity 

in significant institutions in the eurozone increased to 
around 6% in 2017, compared with 3.5% one year earlier. 
However, the updated Risk Dashboard issued by the EBA in 
April 2018 stressed that the return on equity for a number 
of EU banks remains below the cost of equity. An industry 
representative highlighted the fact that the median return 
on equity within S&P’s top 50 rated banks in Europe was 
6.6%. Only 14 of these 50 banks have a return on equity 
above their cost of capital, which is around 8%.

In years since the crisis, the profitability of European 
banks has recovered more slowly than that of US banks. 
Aside from the different economic factors (level of 
economic growth, interest rates…) this gap is largely due to 
structural issues (the way financial fragmentation has been 
implemented in US and Europe, the absence of a single 
banking market and overcapacity in Europe, the absence 
of a structural organisation of securitization which 
handicaps EU banks, management capabilities, legacy 
issues in some Member States). Lifting the barriers, which 
impede cross-border consolidation in Europe, optimizing 
the Banking Union and developing a securitisation market 
would significantly contribute to addressing profitability 
challenges in Europe.

1. The nature and causes of profitability challenges
1.1. Since the financial crisis, EU banks are less profitable 
than US ones, notably due to differences in legal and 
regulatory environments between the EU and US
Domestic US banks reported an average return on equity 
of 11% in the first quarter of 2018, well above the 6% that 
a rating agency projects for Europe’s largest 50 banking 
groups in 2018.  This gap is due to several structural 
revenue and cost disadvantages for European banks 
compared to their US peers.
1.1.1. Unlike their US peers, EU banks do not enjoy the benefits 
of a single market and the economies of scale that this brings
An industry representative stressed that the US is home 
to the largest capital market in the world. Comparing 
investment banks around the world, it is not surprising 
that on average the European banks have had to face deeper 
and more costly restructuring than the US banks, which 
have been able to leverage a large homogenous domestic 
market to sustain their higher capital requirements.

A regulator agreed that European banks broadly lag 
behind their US competitors, highlighting the importance 
of market fragmentation in Europe. The top European 
banks have a market share of around 25% of assets; in the 
US, it is 50%. This produces different economies of scale 
and scope for US banks. 
1.1.2. The way regulations are applied by national supervisors 
has also led to a retreat of the Single Market and to higher 
fragmentation in the European banking sector
An industry representative explained that national 
regulators and supervisors have pushed for maximum local 
financial stability, applying a solo approach for the main 
prudential ratios (capital, liquidity, MREL…) and refusing 
to allow waivers to pan-European groups. The latest 
example of this is the requirement of an internal MREL at 
100 % for subsidiaries of EU transnational banking groups, 
when the FSB recommended a range between 75 and 90 %. 
The consequence for European banks and their clients is 
that, unlike their US peers, they do not enjoy the benefits 
of a single market and the economies of scale that it brings.

This speaker also cited the regulatory treatment of 
the repo market in the Net Stable Funding Ratio (NSFR) as 
another barrier to profitability. While the Basel Committee 
wants to obtain a cooling effect on the US repo market, 
given its size and the interconnectedness between banks 
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and non banks, this rule will significantly jeopardise the 
smaller EU repo market and hence the EU sovereign bond 
market, which is very fragmented.

Additionally, US banks are not subject to the 
multiple levies and contributions which target their EU 
competitors. An industry representative outlined the 
situation of BNP Paribas. BNP Paribas achieved a return 
on equity of 8.9% in 2017. If BNP Paribas were a US bank, 
its return on equity would be more than 10%. In 2017, BNP 
Paribas paid €1 billion of banking levies in Europe: BNP 
Paribas’ contribution to the Single Resolution Fund was 
€500 million. At Member State level, €500 million was 
again split between different European countries. 
1.1.3. Contrary to US banks, EU banks cannot reduce their 
balance sheet assets through true-sale securitisation
This industry representative also described how US banks 
sell their conforming housing loans to Government 
Sponsored Entities (GSEs) while keeping the servicing rights 
and cross selling benefits of client relationships. If BNP 
Paribas could do the same, its balance sheet would be cut 
by around €150 billion. Such a smaller balance sheet would 
improve the liquidity coverage ratio and allow BNP Paribas 
to cut its HQLA buffer by around €10-15 billion. Removing 
this expensive buffer1 would both reduce the balance sheet 
and increase revenues. In total, the bottom line would see 
an increase of more than €1 billion, compared with BNP 
Paribas’ 2017 net income of €7.8 billion. In terms of specific 
regulation, the two issues handicapping European banks 
are this harsher treatment, particularly regarding taxation, 
and a lack of structural organisation for securitisation and 
offloading balance sheets. 

An official agreed that there are good reasons for the 
increased profitability of US banks. Although the same 
storm is hitting these banks, they are able to consolidate 
and securitise. They are able to transform their business 
models, unlike the European banks. Cross-border 
consolidation is not taking place as it should in the EU, 
and this is partly because there are hindrances to entry. 
An official felt it would be difficult for EU banks to reach 
US standards for securitisation. Europe has no equivalent 
of Fannie Mae and Freddie Mac, for instance. However, 
there are two proposals on securitisation that have been 
passed by the Parliament which will become operational 
in January 2019.

Noting the points made by the industry representative 
about European banks being at a disadvantage, a regulator 
described how they participated in the Basel negotiations 
and suggested that the industry representative’s view 
is not shared by US colleagues. They talk about things 
like ‘Basel compliance’, while Europe does not; they talk 
about ‘internal models’, where European banks have a 
huge advantage compared to US banks; and they compare 
the different leverage ratios. The regulator questioned 
whether the lack of a securitisation market in Europe is 
the result of European regulations, suggesting that this is 
a consequence of the long economic history in Europe of 
banking being the predominant way of financing the real 
economy.
1.1.4. Software treatment: EU banks are at a competitive 
disadvantage vs. US banks
An industry representative considered that EU banks are 
at a competitive disadvantage versus US banks in terms 
of software treatment. There is a problem about strictly 
aligning to international rules designed with the US 
framework in mind. European authorities are imposing the 
full deduction of software investments from capital. This 
is an issue that has become particularly acute because of 
the need for banks to invest in digital technologies. Clearly, 

when the Basel Committee introduced the deduction 
of intangibles from capital, they did not have software 
in mind. This is an error that could easily be corrected. 
A Central Bank official noted that there is a trialogue 
proposal aiming to align the treatment of software to the 
US model, which will address this issue. 
1.2. The effect of the economic cycle on bank 
profitability
1.2.1. Bank profitability and economic growth
A Central Bank official emphasised that there is no single 
explanation of the challenges in bank profitability, noting 
the strong link between profitability and economic 
growth. There is a strict correlation between GDP growth 
and bank profits, which functions mainly via loan loss 
provisions and credit dynamics. Additionally, this explains 
the heterogeneity within the European banking system. 
Countries which were hardest hit by the ‘double dip’ 
recession were also those in which the banking system 
experienced a bigger profitability problem. Interestingly, 
the literature also suggests that this effect of GDP is 
asymmetric over the business cycle. To some extent, this 
explains the difference between the US and Europe, given 
the higher weight of investment banking in the United 
States. Of course, as growth in Europe has resumed, 
there is reason to believe that this differential will recede 
if not disappear. In Italy, for instance, the results for the 
banking system in the first semester in 2017 point to an 
average return on equity of 7%. This might be below the 
cost of capital, but it is still a very good number. The cost 
of capital is an important issue. At present, this stands 
at between 8% and 10%. The higher capitalisation of the 
banking system has been brought forward by the efforts 
of regulators; capital is the denominator of this ratio. The 
industry should not worry too much about lower profits to 
the extent that this factor is a main driver.
1.2.2. The economic cycle and the profitability of banks: the 
example of the Romanian banking sector
Another Central Bank official agreed that the economic 
cycle is the principal determiner of the profitability gap 
between EU and US banks. In Central and Eastern Europe, 
where economies are probably at the peak of their finance 
cycle, profitability has recovered to healthy levels. The 
Romanian banking sector reached a peak level of return 
on equity during the last three years of between 10.5% and 
12.5%. In this case, the main driver of increased profitability 
has been the lowering of provisions for impaired assets 
under the circumstances of strong economic growth. 
Major balance sheet clean ups have been implemented 
since 2014, with the NPL ratio decreasing from 20% to 
less than 6%. Operational efficiency rests at the moderate 
level as cost to income ratio fluctuates around 55%, five 
percentage points more than the EBA’s 50% threshold. 

However, these features are not homogenous across 
all credit institutions. The positive results are concentrated 
in large banks. Against this positive picture, there are 
a number of specific concerns in the medium term, 
including: limited space for further sound credit expansion 
due to weak solvent demand; undercapitalisation in the 
real economy; a relatively high debt service to income 
ratio in the household sector; operational risk in relation 
to legislative initiatives that could undermine credit 
discipline; and short-term market risk and medium term 
credit risk caused by interest rates rises.
1.3. Structural factors in the market impacting the 
profitability of banks
1.3.1. A structural storm hitting banks everywhere in the world
An official described how Scandinavia experienced a severe 
banking crisis in the 1990s and had since undergone a 
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consolidation process. What is happening now is a perfect 
structural storm hitting banks everywhere in the world: 
a low long-term yield environment combined with low 
productivity, a tougher regulatory regime, de regulation 
enabling competition in payment information, and 
advances in technologies.
1.3.2. Business model, jurisdiction and management capability 
affect bank profitability
A regulator stressed that business model and jurisdiction 
both affect bank profitability, noting however the clear 
link between GDP and bank performance. Different 
business models are also affected in different ways by the 
low interest rate environment or new regulatory changes 
like the leverage ratio. However, the SSM can now analyse 
banks in a way that was not possible before using new 
databases. The SSM’s analysis clearly shows that in every 
business model and in every country there are both ‘stars’ 
and banks which do not perform very well; no one country 
or business model consistently outperforms the others. 
Rather, these ‘star’ banks usually have superior steering 
capabilities. Additionally, they are more cost efficient and 
offer products that are more value-generative. They have 
superb risk management and they align their risk appetite 
to their targets. In the end, long-term management 
capability produces long-term return on investment.

A Central Bank official considered that regulatory 
reforms pose another big challenge. The big wave of 
regulatory reform is over, but some of the effects on 
profits and capital absorption are yet to come. Clearly, 
some structural adjustment is needed. There have been 
reductions in the numbers of branches and employees. 
In a number of banks, there is an ongoing process of 
consolidation in Europe. Again, this is heterogeneous. On 
average, it is taking place more strongly in the countries 
hardest hit by the recession. 

Another Central Bank official noted a recent 
IMF working paper on European bank profitability, 
highlighting the fact that institutions which managed to 
contain the rise in NPLs were more successful than their 
peers which did not. In this respect, the SSM is making a 
powerful contribution not only to banks’ profitability in 
the long run but also broadly to economic development. 

Through benchmarking exercises and other 
validation tools, supervisors are able to identify the weak 
points in banks’ internal models and thereby stimulate 
better risk assessment by the banks themselves. The 
Central Bank official highlighted a 2016 ECB paper on bank 
efficiency and regional growth, which pointed to a number 
of critical structural issues regarding lending in the EU. 
One of the paper’s most concerning conclusions was that 
the recent financial friction in the euro area was driven by 
financial intermediaries’ inefficient allocation of resources 
to sectors where the marginal effect of capital was low and 
not to those associated with technological changes, which 
would broadly have a higher impact on potential growth. 
Putting in place safeguards to prevent possible abuses is 
essential to avoid a future build up of NPLs. 

An official suggested that drawing the correct 
conclusions and taking the correct actions is the job of 
the owner of a bank. When a bank’s return on equity is 
not meeting its requirements, the owner should react. 
There is a question about why they do not, and this must 
be because they are being ‘babied to death’. They have a 
special position: they have access to central bank money 
and access to clients’ data. Europe is trying to ensure this 
taxpayer subsidy is taken away. This is why the Banking 
Union would be an extremely strong tool if implemented 
in the right way.

1.4. Profitability challenges linked to digitalisation and 
technology
A public decision maker stated that the digital revolution can 
be friend or foe depending on banks’ ability to exploit new 
technologies. Banks that do not quickly respond to the new 
environment may face an existential threat in the not-so-
distant future. Substantial investment in new technology, 
then, is a necessity. At the same time, however, it is also a 
risky business, as betting on the losing horse is a concrete 
possibility. Banks need to find ways to diversify these risks.

An industry representative felt the issue of how 
digitalisation affects profitability should be approached 
not by considering the short-term costs of digitalisation 
but rather the extent to which digitalisation will transform 
the conventional banking business model. 

The enabling technologies now present in the 
marketplace are transformative; they change both the 
supply and demand sides of the market: On the supply side, 
marginal costs are decreasing dramatically. Even fixed costs 
are diminishing, and there are asset light entrants in the 
industry. With artificial intelligence and machine learning, 
operating costs can be reduced. On the demand side, there 
are network effects due to platforms, improved customer 
experiences, customisation, always on banking and virtual 
banking. The critical issue is the extent to which the banking 
industry will suffer the fate of many other industries which 
have been invaded by big tech companies and digital 
platforms. The banking industry, and particularly the retail 
sector, has a critical advantage relative to new entrants and 
big tech companies: the banking industry benefits from 
the trust of their customers. Indeed people seek reliable 
partners for significant transactions or milestones in their 
personal and financial lives. To that end, investing in 
technology is crucial. 

Establishing the right priorities is also key. Security 
and data protection, for instance, is surely one of them. 
Transforming legacy IT systems into a more flexible, 
cloud-enhanced architecture, another. 

Investment in new technologies, while important, 
is not enough to succeed. It must be combined with the 
best human talent and new ways of working to reach its 
true potential. Firms must change the way they operate, 
abandoning rigid and overly hierarchical structures that 
delay decisions and the time-to-market for new products 
and services. In a constantly changing environment, the best 
way to succeed is to embrace uncertainty and be quick and 
productive in trying new ways and new things. Agility and 
flexibility, together with a people-centered culture and a clear 
common purpose, are also necessary to attract and retain the 
best talent. Banks that embrace this transformation will be 
well positioned to face the technological challenge, provide 
the best possible customer experience and create value for 
customers, employees and shareholders. 

An official stressed that banks are and have always 
been information platforms. They had access to data 
and they were allowed to make money from it. Now they 
are being challenged by new technologies and different 
operational models. However, nobody knows what 
business models will exist in a few years’ time. Europe will 
be left behind unless profitability improves and the banks 
and new data platforms are able to come to this arena 
and shape it. Europe must focus on the better pricing 
of risk. Hopefully, the development of capital markets, 
improvements in new technologies and cognification will 
enable the better pricing of risk and make the system more 
efficient. The question here is about whether the industry 
is moving from entities to activities in terms of both 
industry action and regulation and supervision.
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2. Challenges in cross-border consolidation in Europe
An increase in cross-border mergers within the euro area 
could bring three main benefits. First, it would deepen 
financial integration within the euro area, paving the road 
towards the common goal of a truly European banking 
sector. Second, savers would have more options when 
investing their money. Both companies and households 
would be able to tap more sources of funding. Third, there 
would be an improvement in risk sharing, helping the 
EU economy to become more stable and more efficient. 
Moreover, bank mergers can play a role in reducing excess 
capacity and making banks themselves more efficient. 

However, these benefits do not materialise notably 
due to regulatory disincentives. In the 10 years since the 
financial crisis, consolidation in the European banking 
sector has been very limited. This contrasts with the 
United States, where the five biggest banks hold over 40% 
of domestic assets, compared to 20% in the EU.
2.1. The EU regulatory framework impedes the 
reduction of overcapacity, cross-border consolidation 
and the related economies of scales 
An industry representative stressed that cross-border 
consolidation would be considered by supervisors as rating 
neutral at best or even negative in terms of execution risk. 
Despite the existence of many cyclical conditions for cross-
border consolidation, the structural conditions are not 
yet favourable. In terms of the drivers for consolidation, 
there is a mix of prolonged revenue pressure, fragmented 
sectors, overcapacity, and the need for scale to make 
huge investment in digital and the stabilisation of the 
regulatory environment. 

Fundamentally, he believed that the Banking Union 
would address the bank sovereign feedback loop, build 
resilient and diversified pan European banks and make the 
transmission of monetary policy more effective. However, 
the banking markets remain very fragmented in terms of 
legal environment, bankruptcy law, tax treatment and variety 
of products. One area where EU public decision makers 
could work is to reduce prudential regulatory barriers. This 
is related to the trauma from the crisis: the bigger and more 
systemic a bank is, the higher its systemic risk buffers will be. 
This is an incentive not to grow past a given size. There is also 
a specific surcharge based on cross-border exposures, which 
is a further incentive not to consolidate cross-border, even 
within the Eurozone. The industry representative observed 
that there is a kind of ‘schizophrenia’ within the regulators. 
On the one hand, there is a long-term goal to build a Banking 
Union. At the same time, there is ongoing ring fencing, 
leveraging and issues around national discretion. There is no 
fungibility of capital, liquidity, and bail-in instruments. He 
also noted that the disruptive innovations (e.g. digitalisation) 
mentioned by previous speakers in fact produce a lower 
appetite to buy legacy systems and huge branch networks, 
which over time might lose their value.

An official emphasised the importance of regulatory 
action. The consolidation process is not easy in the Nordic 
countries. The Nordics are close to each other culturally, 
but it is always emotional to start thinking about which 
bank will eat which. There needs to be a slight push from 
the regulatory side. It is important to respect the limits that 
have been set on what a profitable bank is and what the 
requirements are in a bail in regime. If those constraints are 
broken, action needs to be taken. If the owners are not seeing 
the light, regulators and supervisors need to take action.
2.2. Other impediments to cross-border consolidation 
in Europe
Several speakers emphasised that advancing decisively with 
the Banking Union in order to achieve a larger banking 

market comparable to the US one, would be an important 
step forward in addressing bank profitability. But the risk 
issue stands in the way of the Banking Union. An official 
stressed that much progress has been made in terms of 
risk reduction, but the debate on risk reduction has been 
a bit lopsided. Discussions about risk, focus on credit risk, 
but market risk is also important. The Bank of Italy has 
made this point explicitly in several publications. The 
issue around capital and liquidity waivers has resurfaced. 
Bankers indicate that they would be happy to make cross-
border mergers under the right conditions, but this is a 
‘chicken and egg’ question. More profitability would help 
reduce risk, but the risk problem stands in the way of the 
Banking Union. 

An industrial representative stated that a completion 
of the Banking Union is needed to reduce the artificial 
barriers that prevent further integration. He considered 
that in the absence of a full Banking Union (a risk-sharing 
mechanism) countries and local authorities want to keep 
some policy tools (ring fenced liquidity, domestic control 
of resolution process) to avoid and prevent risks and their 
impact on the sovereign. At the same time, countries with 
stronger systems are unwilling to grant public risk-sharing 
because of the contingencies associated with the legacy 
assets. If no protection is provided (EDIS, backstop SRF) 
banking integration will continue to be blocked politically.

A regulator noted that the ECB did a small and 
non representative study on the barriers to cross-border 
consolidation and what the ECB could do as a supervisor. 
Interestingly, the study suggested that this is not a 
problem of regulation. Primarily, banks indicated that 
the potential benefits and required workload of cross-
border consolidation do not appear greater than the 
potential benefits and required workload of investing in 
new technology.

3. Policy measures to address profitability challenges 
in Europe
Optimizing the Banking Union, developing a securitization 
market and ensuring regulatory certainty would contribute 
to addressing profitability challenges in Europe. 
3.1. Optimizing the Banking Union
To achieve a true single market, measures must be 
taken to enhance cooperation and trust among national 
supervisors in order to ensure proportionate requirements 
at a national level. A full Banking Union is needed, which 
would also allow the greater consolidation in this sector 
necessary for a single market. An industry representative 
stressed the importance of advancing decisively with the 
Banking Union in order to achieve a larger market size 
comparable to the US and a proper market for corporate 
control. This would allow the European market to facilitate 
the exit of poor performers through acquisitions, for 
example. Some Member States do not want to relinquish 
the tools they have to control their domestic banks, 
because they fear an impact to their sovereign. Therefore, 
they block the advancement of the Banking Union. With 
a monetary union, they have lost access to the issuance 
of safe assets. They do not control monetary policy and, 
therefore, they are in a higher risk position. They would 
like to have an explicit risk sharing mechanism, which the 
Union should provide. 

Another industry representative considered that 
burden sharing is the reason for these national protective 
measures. While EDIS is unlikely, national discretion 
must be addressed. It will be very difficult to achieve 
branchification without EDIS and without addressing 
national discretion.
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3.2. Developing a securitisation market
A representative of the industry recalled that no significant 
improvement has been introduced in the regulation to 
allow European banks, which finance the economy mainly 
through banking intermediation, to reduce their balance 
sheets assets through true sale securitisation. In fact, this 
activity has collapsed in Europe, as the figures on the 
issuance of European securitisation demonstrate: from 
€819 billion in 2008 to €235 billion in 2017. Meanwhile, 
American issuance has climbed sharply from €967 billion 
in 2008 to €1713 billion in 2017. Europe does not even 
try to adapt to the US inspired regulation it imposes on 
its banks: the upcoming finalisation of Basel III, with its 
multiple input and output floors, is going to penalise low 
risks assets on banks’ balance sheets without allowing any 
practical possibility of securitisation. 

The speaker emphasised that there are two possible 
doors for low risk assets: the US door, where these assets are 
put in the market and sold to institutions; and the European 
door, where the assets are kept on the bank’s balance sheet. 
Conspicuously, Europe is closing both of these doors. One 
has always been closed in Europe, and the market is not being 
opened. The securitisation measures are too small and too 
slow. The other one is to keep these assets on banks’ balance 
sheets. Of course, those low risk assets yield low returns 
because it is economically justified. Up until now, Europe 
recognised that these assets were low risk and they were 
charged as low risk weighted assets. If Europe introduces 
floors and forfeits because the weighting seems too low to 
supervisors, it becomes completely uneconomical to keep 
them on banks’ balance sheets, and hence profitability is hurt. 
It is one or the other, but it is impossible to close both doors. 
3.3. Europe needs regulatory certainty
A regulator suggested that Europe needs regulatory certainty. 
In the last 10 years, regulation has been changing constantly. 
Basel III is closed, but it must now be implemented in 
European law. There must be an end, because certainty is 
necessary. Second, Europe requires further cross-border 
harmonisation. There must be more directly applicable 
European law rather than national law. Additionally, there 
is also uncertainty in some countries which is blocking 
this in terms of higher NPL levels and risks. Lastly, there 
are a few issues which are beyond the scope of regulators: 
insolvency laws, tax laws and language issues. Those things 
exist on a much higher scale, but they also prevent cross-
border activity and real economies of scale.

1.  It consists mostly in deposits held by the ECB, which yields minus 40 
basis points.

v

Risk reduction measures in 
the EU banking sector

A Central Bank official outlined the main topics for 
discussion: the relationship between risk reduction and 
risk sharing, the progress made in reducing NPLs in the 
eurozone banking system, and issues around sovereign 
risk concentration and sovereign risk exposure on banks’ 
balance sheets. 

So far, there has been more risk reduction than 
risk sharing. Risk reduction and risk sharing should 
not be seen in opposition, however. These two goals are 
complementary; one cannot be substituted for the other. 
Second, NPL success stories are actually tailor made 
success stories. Issues here continue to be bank specific. 
Finally, sovereign risk is a particular issue in cases of 
extreme concentration.

1. Significant progress has been achieved on NPLs in 
Europe, but there is still much to be done
The reduction of Non-Performing Loans (NPL) is 
challenging since progress on this matter also depends 
on the existing macro-economic conditions. However, we 
have observed important advances following the Action 
Plan adopted by the ECOFIN Council to tackle non-
performing loans (July 2017).
1.1. The policy actions taken towards the reduction 
of NPLs
In March 2018, the Commission presented its package 
of measures to tackle high NPL ratios. The proposed 
measures aim to speed up progress already made in 
reducing NPLs and preventing their renewed build-
up. The package included a proposal for a regulation 
amending the Capital Requirement Directive and 
introducing common minimum coverage levels for newly 
originated loans that have become non performing. This 
measure aims to make banks set aside funds to cover the 
risks associated with future NPLs. There is also a proposal 
for a directive on credit servicers, credit purchasers and the 
recovery of collateral. This measure should provide banks 
with an efficient mechanism of out of court value recovery 
from secured loans and will encourage the development 
of secondary markets where banks can sell their NPLs to 
investors and make use of specialised credit servicers. 

The SSM has also taken several steps to address the 
problem. In March 2017 it issued qualitative guidance 
on how to address non-performing loans and the way in 
which they should be managed. The journey to deal with 
NPLs began with a Comprehensive Assessment in 2014. 
Subsequently, it became evident that the approach to 
dealing with NPL workout and resolution varied across 
Member States and that a more proactive supervisory 
role was needed. To address this, the ECB established 
a High Level Group to develop a consistent approach to 
the supervision of NPLs. This led in 2016 to the ECB’s 
Stocktake of national supervisory practices and legal 
frameworks related to NPLs. With the addendum to 
the qualitative guidance in March 2018, the ECB then 
expressed its quantitative supervisory expectations 
regarding the provisions needed for new non performing 
exposures, like flows. Additionally, the SSM is currently 
working on the implementation of this addendum for 
the stock of NPLs. Another addition to the guidance has 
been the announcement of further steps in the supervisory 
approach to address the stock of NPLs. 

A Central Bank official outlined the quantitative and 
qualitative focuses to supervisory work. The qualitative 
approach is about setting out the ECB’s supervisory 
expectations by looking at individual bank’ circumstances 
while trying to be consistent. This is the focus of intense 
engagement by the Joint Supervisory Teams. The 
quantitative approach is more difficult. Clearly, the public 
consultation on the Addendum was subject to intense 
debate in relation to the ECB’s supervisory expectations for 
provisioning. Nonetheless, this was then introduced earlier 
this year for new NPLs. More recently, it was announced 
that as part of the SREP process there will also be bank 
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specific supervisory expectations for existing NPL stock. 
The Joint Supervisory Teams are undertaking an intense 
engagement with the banks on those issues. In terms of 
next steps, there is the day to day approach of the Joint 
Supervisory Teams: engaging with the banks, looking at 
their strategies and seeing what progress individual banks 
are making. Achieving a right number is not the important 
factor here, however. In a way, this is connected with 
some of the political issues in respect of EDIS and so on. 
The key thing is a balance between ambition and reality. 
This is about whether banks are really driving to make the 
progress that needs to be made in a realistic way which is 
supported by credible, detailed plans and for which the 
board and senior management have an absolutely clear 
responsibility. Additionally, the ECB expects deliberate 
and determined reduction. The Central Bank official noted 
that the ‘wait and see’ approach, or ‘extend and pretend’, 
was a feature of the market a number of years ago; but  
this is no longer acceptable. The ECB does not want to 
see restructuring solutions that break down after a period 
of time; it seeks continued progress along a path that is 
measurable, deliberate and determined. Supervisors have 
taken important steps in relation to taking stock of NPLs. 
The numbers demonstrate that progress is being made. 
This is now up to the banks, but it is also up to others 
in terms of some of the other factors such as insolvency, 
judicial proceedings, out of court settlement and so on.
1.2. These actions are paying off; the NPL success stories 
are tailor-made success stories
A regulator underlined that the European Union is 
sometimes not very good at congratulating itself on its 
achievements, but it does get results with the roadmap 
for NPLs, which was developed in the Council in July 
2017. To some extent, things have moved quite fast. In 
terms of NPLs, the levels are going down. What is more 
interesting, however, is the time dynamic. There has 
been an acceleration in the reduction in NPLs in the last 
period. The regulator felt that this is due to the policies 
and supervisory pressure developed by the ECB and 
the development of a much more efficient and liquid 
secondary market. 

There has been a reduction of almost €400 billion in 
NPLs in the last three and a half years. Considering the 
second half of 2017 and the first quarter of this year, the 
acceleration is increasing. In the first quarter of 2018, sales 
reached a peak of €130 billion. Interestingly, the bid/ask 
spread is also decreasing. According to Bank of America 
Merrill Lynch, the price for SMEs and consumer secured 
loans is now around 27.5 cents on the euro. Considering 
the provisioning levels of the European banks, this market 
is very attractive.
1.2.1. The Spanish experience
A Central Bank official acknowledged that the 
improvement in terms of de risking in the banking sector 
has already been very significant. In the Spanish case, there 
has been a 60% reduction of the volume of NPLs from 
its peak in December 2013, to €79 billion in April 2018. 
Additionally, 43% of the NPLs which are on the balance 
sheets of the banks are already provisioned. Taking into 
account the value of the collateral, the coverage ratio is 
above 90%. The process of de risking in Spain has been 
conducted in parallel to the deleveraging process in non 
financial corporations and households. This has been 
equally significant. There has been a decline of 40% in the 
debt to GDP ratios of non financial corporations since the 
peak and 20% in the case of households. This process is 
going to continue because the central macro scenario is 
relatively benign. Additionally, the measures being taken 

at a European level are very important for this de risking. 
These include the July measure on stocks, the beginning 
of the implementation of MREL and the European 
Commission package that will hopefully be approved soon. 
1.2.2. The Italian experience
An industry representative described how Italy experienced 
a market failure in its ability to dispose of NPLs. First of all, 
there was a regulatory and fiscal treatment of provisioning 
which was punitive and almost prevented banks from 
provisioning on NPLs. There was also a lack of specialised 
intermediaries which handled NPLs as a business area. 
There have now been significant improvements to the 
system. The Italian banks have played a role in accelerating 
the trend towards the reduction of NPLs; UniCredit has 
played the role of an icebreaker. UniCredit eventually 
decided to go forward with a rather significant reduction 
of NPLs when there was a complete standstill. 

Foreign intermediaries were offering 10 cents to the 
euro for disposing of the assets. The banks considered 
that this was absolutely unacceptable and that it might 
have triggered destabilising trends. Now the situation has 
changed. UniCredit has halved its level of NPLs from 16% 
to 8%. It has also identified so called non core NPLs, which 
will be reduced to zero over the next few years. This will put 
UniCredit in line with the European average ratio of 4%.
1.2.3. The Croatian experience
A Central Bank official noted that Croatia is not in the euro 
area but it has had the same problems with NPLs. After 
this crisis, it was essential to do something about the large 
amount of NPLs, which peaked above 17% at the end of 
2014. It was important to push the banks to do something 
in order to repair their balance sheets; otherwise, they 
tended to extend and pretend. In Croatia, the supervisors 
understood that corrective actions were needed but knew 
the process could not be too abrupt. In the short-term, 
it was not possible to push banks without being able to 
estimate the value of their collateral, but the supervisors 
did not have a correct idea of the value of their collateral. 

As a result, the supervisors decided to create a 
gradual incentive for the banks to solve the problem 
by asking them to provision 30% initially for anything 
overdue for two years and then every six months to 
increase this provisioning by 5 p.p. That increased the 
NPL coverage ratio from 46% up to 65% in three-years’ 
time. At this level of provisioning the banks sold almost 
half of the NPLs. The NPL ratio declined below 12% at the 
end of 2017. However, the Central Bank official stressed 
that it was not only important for banks to offload NPLs 
from the balance sheet; what happened to the NPLs once 
they were offloaded was also important. Croatia has had 
a very positive experience here, because the companies 
which bought these NPLs resolved the vast majority of 
them within 12 months of purchase. Additionally, it is 
essential to look at the carrying value of NPLs rather than 
NPL numbers. The metric should be net NPLs compared 
to the capital adequacy of the bank. That is a much better 
measure than the pure level of NPLs, which provides much 
less information than the carrying value of NPLs.
1.3. There is still much to be done
1.3.1. There is a large stock of almost €800 billion, but there is 
no one size fits all solution
A regulator noted that progress in the EU is good, but 
there is still a large stock of NPLs (€800 billion). The 
regulator was sceptical about the idea of having single 
thresholds. There are business models with relatively high 
levels of well provisioned and well priced NPLs. If there 
was a cap on NPLs, there would be a risk of damaging 
business models that feature a great number of high risk 



50

SUMMARIES OF THE SESSIONS

SMEs. There can be differences in ideal NPL levels for 
different portfolios, so it is very difficult to have a one 
size fits all solution. If Europe wants a wholesale solution 
from the political point of view and to clean balance sheets 
much faster, the solution is to lift bad assets off the banks’ 
balance sheets, move them somewhere else and manage 
them in a separate fashion. One issue that is slightly 
disappointing is the fact that in the EBA’s sample there are 
54 banks which have an NPL ratio above 5%. 20 of these 
banks have distributed dividends consistently in the last 
years, and seven of these banks have a payout ratio above 
50%. This indicates that there is perhaps the capacity to do 
more, and supervisory pressure should help achieve this. 
The regulator noted that this issue is always considered in 
terms of aggregate data. 

For the secondary market, large banks are more active 
because they are diversified, they have better earnings 
from other jurisdictions and they have larger stocks and 
better access to the secondary market. Smaller banks have 
a much lower capacity to tap into the secondary market 
and sell NPLs. With the ECB, the EBA has been developing 
the idea of a platform or portal in which investors can 
browse through different portfolios and buy NPLs. The 
regulator noted that the EBA had produced a quantitative 
impact assessment of the Commission’s prudential 
backstop proposals. These proposals will begin to affect 
banks around 2026. This timeline affords governments 
and parliaments sufficient time to rethink judiciary 
procedures which are inefficient and which penalise the 
banking sector. On the other hand, it is correct to seek 
more harmonised ways of writing down NPLs after a crisis 
and avoiding a big build up in the next crisis.
1.3.2. The capital requirements on NPLs should be increased 
and developing deeper and more liquid capital markets 
is essential
An industry representative explained how the role of 
treasurers within banks is to safeguard financial stability 
and to work with the regulator and on behalf of the 
customer; best in class treasury functions are not profit 
centres themselves and therefore they should avoid 
potential inherent conflicts. The NPL package from the 
Commission is a step in the right direction but there is still 
too much risk in the system: €800 billion on a €17 trillion 
loan base means that one out of every 20 loans on bank 
balance sheets in Europe is still non performing. In the UK 
and the US one of the big drivers of non-performing loan 
reduction was the large increase in capital requirements that 
banks and regulators assessed for NPLs. With significantly 
higher capital requirements it results in a sale being capital 
accretive at lower prices. Capital requirements go up and 
reduce capital ratios which means that selling the NPLs 
at lower prices likely results in capital ratios improving. 
This accelerates NPL reduction and gives the market more 
liquidity (brings buyers and sellers closer together on price).

On this point, more progress must also be made on 
the capital markets. Speed has already been mentioned, 
but, even at the pace at which the capital markets in 
Europe are absorbing NPLs, it will be 5 10 years before all 
of the NPLs are off banks’ balance sheets, which is likely to 
overlap or slow the onset of the next downturn. Going into 
the next downturn with this level of NPLs will have more 
negative consequences. Measures to improve the depth 
and liquidity of the capital markets are important. The 
development of pan-European financial institutions will 
result in deeper European capital and financial markets. 
Further, finalization and support for significant risk 
transfer and securitization will enable NPLs to be cycled 
out of the banking system faster.

In terms of pan European banks, it is essential to 
promote or encourage more pan-European financial 
institutions. Bigger banks have economies of scale, are 
more profitable and therefore are more resilient having the 
ability to regenerate capital faster. 

In the US, the level of NPLs is below 2%. The US has 
cleaned up banking system balance sheets faster and the 
economy is growing. A faster growing economy inevitably 
leads to rising rates which is good for bank profitability 
and rising share prices. An argument can be made that – 
taking a longer term view – dealing with the NPL problem 
faster in a potentially more capital intensive way will lead 
to a more robust economy, rising rates, more profitable 
banks and higher share prices sooner. Banks can deliver 
for shareholders by taking pains now, because these efforts 
will lead to economic growth, which is going to cause 
rates to rise and in turn cause shareholders to value banks 
more highly.
1.3.3. US banks have conversations with their regulators about 
the overall business models, which is difficult in Europe
An industry representative stressed how risk sharing, 
along with consolidated supervision, enables banks to 
put their customers first by building financial stability 
and balancing this against price in a better way. In the 
US banks are having single conversations with regulators 
spanning the entire prudential landscape from supervision 
to resolution to liquidation. While there are virtues in the 
US’ federal conversations, these conversations are repeated 
as many as five times given the different federal regulators 
for the different entity types. Europe has the opportunity 
to do it better and really enable banks and regulators to 
have an integrated conversation across all aspects of the 
enterprise, delivering financial stability to the customer at 
a lower cost. In terms of NPLs, risk sharing and a single 
pan-European regulator would increase transparency 
and consistency. 

2. Less risk sharing than risk reduction: it is time to 
improve risk sharing policies
2.1. The same level of progress has not been seen on the 
risk sharing front. Since the Commission´s proposal in 
2015, we have not seen progress in the design of a fully-
fledged European Depositors Insurance Scheme (EDIS)
A Central Bank official stressed that risk reduction and risk 
sharing measures should go hand in hand because if risks 
materialise we may still face fragmentation and a lack of 
policy coordination. However despite the decisive steps 
in the EU to reduce risks stemming from banks and in 
particular the reduction of NPLs, no progress was achieved 
on the risk sharing front. The Banking Union will remain 
incomplete until a fully-fledged EDIS is in place. It would 
be very helpful to fix a date for this. This will also assist the 
de risking process. This development would be considered 
positively by markets; of course, EDIS will equalise the 
level of depositors’ confidence across the single market, 
help to delink depositor protection from depositor 
location, thus contributing to reduce the link between 
banks and sovereigns, strengthen depositors’ protection 
against local shocks and reinforce the level playing field. 
Another outstanding initiative to complete the Banking 
Union is the common financial backstop for the Single 
Resolution Fund. The Commission has recently produced 
a proposal for a regulation of this area. It is necessary to 
prioritise its operationalisation while guaranteeing that 
the magnitude of this backstop is sufficient to ensure 
banks can be resolved effectively.

A representative of the industry also emphasised that 
the same level of progress has not been seen on the risk 
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sharing front.  EDIS and a common financial backstop for 
the Single Resolution Fund are important steps forwards 
for a true Banking Union, he said.

Another industry representative advised that UniCredit 
put great value on the completion of the Banking Union, 
because it is a precondition of moving to Capital Markets 
Union, adding, that there is no real need for ‘Capital Markets 
Union’ to be plural, because Europe needs a single European 
capital market. The debate between risk reduction and risk 
sharing is now becoming a conundrum which is preventing 
further progress towards the completion of a Banking 
Union and a Capital Markets Union. Since the Banking 
Union was launched in 2012, the emphasis has constantly 
been on risk reduction, which was perfectly justified at the 
beginning. There have been significant improvements in 
capital and liquidity requirements; NPLs have declined; 
there has been an acceleration in this risk reduction process, 
which is undervalued. Now the time has come to complete 
the missing elements of the Banking Union: EDIS and the 
backstop to the Single Resolution Fund. There is no reason 
for further discussions on more risk reduction. The current 
package before ECOFIN involves a long list of measures 
which will probably put the European banking system at a 
competitive disadvantage with other banking systems due 
to, for example, the introduction of MREL requirements, 
which are more severe than TLAC ones.
2.2. One matter that is hindering the completion of 
the Banking Union is the current regulatory treatment 
of sovereign exposures, where changes have been 
demanded as a pre-condition
2.2.1. A holistic and flexible approach for any policy assessment 
on this matter is required
Sovereign risk has very special characteristics. It plays 
multiple roles in financial markets and the economy, and 
interacts with monetary and fiscal policy. For these reasons, 
standard prudential tools do not work effectively in the 
case of such risk. The best way to tackle this problem is to 
address its root causes. For the EU this means continuing 
to strengthen banks’ resilience in order to prevent stress in 
the banking sector spreading to sovereigns. It also means 
achieving fiscal discipline in all parts of the Union and 
continuing to strengthen the economic governance of the 
EU. All of this justifies a holistic and flexible approach in 
making policy assessments on this matter.

A Central Bank official suggested that it is important 
to remain cautious on the issue of sovereign exposures. 
Structurally, the sovereign plays a role in safe assets. Since 
there are no European safe assets, it is essential to be 
careful. Cyclically, the financing needs of governments are 
very high, because debt to GDP ratios are still very high. It 
is important to be careful before making any change. Any 
change on this must be very gradual.
2.2.2. It is difficult to define what the level of sustainable debt is
Another Central Bank official felt it is difficult to say what a 
sustainable level of debt for sovereign exposures is. In history, 
some countries have defaulted with public debt to GDP ratios 
of 55%, like Argentina in 2001; some countries do not default 
with ratios of 255%, like Japan today. To assess the correct 
level, so many assumptions must be made. Even economists 
do not agree on this. It is impossible to know what kind of 
government will be in place in two or three years ‘time or 
what kind of policies they will have. Politicians have the 
power to change things, so they will. It is a naïve assumption 
by economists to suggest that they can estimate sustainable 
levels of debt. The BCBS indicates that this issue should be 
considered in terms of foreign currency denominated debt 
versus domestic currency denominated debt. However, this 
is also not helpful. For example, Russia defaulted on domestic 

debt in 1998, not foreign debt. It could be a huge mistake to 
think that sustainable debt levels can be differentiated on 
this basis. The Central Bank official suggested that it should 
be left to the ‘well paid’ rating agencies to indicate what the 
likelihood of a default would be and let them also make the 
mistakes, rather than regulators. If somebody must make 
these mistakes, the Central Bank official’s preference is for 
it to be ratings agencies rather than regulators. Given the 
difficulty of the task of establishing what a sustainable level 
of public debt is in a particular circumstance, clearly the 
industry cannot have simple rules there. In general, the zero 
weight on sovereign debt should be removed, but doing any 
more than this is very difficult.
2.2.3. Nevertheless there is an issue of concentration 
A regulator stressed that there is an issue of concentration, 
however. The EBA has studied the data and does a great 
deal of disclosure. On average, 65% of a medium sized 
bank’s Tier 1 capital is on the domestic sovereign, but in 
the whole distribution there are banks which have up to 
eight or nine times their Tier 1 capital on the domestic 
sovereign. From the prudential point of view, this is 
something which raises some red flags. There is not much 
of appetite to move into hardwired regulation in this 
area, but there should perhaps be some pressure on these 
banks. For instance, regulators are asking the banks to 
have liquidity buffers, which are essentially composed of 
sovereign exposures. This liquidity buffer should be mark 
to market, because banks must be ready to sell this in the 
market if there is liquidity stress. There should also be some 
incentives to act on the tail of distribution where there is 
excessive concentration on the domestic sovereign.
2.3. Risk sharing contributes to risk reduction
When markets are confident that banks can be resolved 
efficiently, it stabilises the system and reduces the costs of 
crises. In other words, risk sharing actually reduces risks. 
An industry representative expressed his strong belief in the 
positive interaction between risk sharing and risk reduction. 
The US has resolved 500 banks without creating any 
destabilisation. This was possible because of their confidence 
in the resolution framework being effective and because the 
FDIC was backed by the resources it needed to do the job. 
The completion of the Banking Union would represent a 
major improvement, certainly for the banking industry. 
Its depositors in the eurozone would be equally protected 
wherever they were located. The industry representative felt 
that this is a question of, ‘If not now, when?’.

v

Resolution of banking 
groups at the EU Level

1. A new resolution framework is starting to work 
but is the hardest “nut to crack”
The chair outlined how resolution and rebuilding trust 
is at the core of many regulatory issues facing the EU in 
the financial area. Rewinding to the toughest moment 
of the crisis, trust between authorities was shattered. 
There were crises in groups that were solved by splitting 
them along national lines to make them manageable with 
national crisis management tools, financial support by 
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governments accompanied by the repatriation of business 
and a refocusing on domestic markets. Looking at data on 
the de globalisation process he highlighted the reduction 
in cross-border banking. Considering the breakdown by 
area, almost all of the reduction is explained by intra EU 
business, which has collapsed since the crisis. An industry 
representative noted that bank resolution and capital 
mobility are deeply intertwined. Mobility in good times 
and bank resolution in bad times are ‘part and parcel’ of 
the same issue. 

However, trust died 10 years ago. The reflex among 
regulators was not to trust each other. The chair noted that 
there has been a huge effort at the global and European 
levels to re establish this trust by changing the institutional 
set up and the legal setting. The key ingredients in this 
area are the recovery and resolution framework, bail 
ins, which requires banks shareholders and creditors 
to bear the cost when a bank fails, crisis management 
preparedness (e.g. living wills) and cooperation within 
colleges. Another regulator stressed that there is a 
substantial amount of work ahead to foster confidence 
among Member States and stakeholders in the resolution 
regime. In the future, resolution authorities must 
become a reliable and predictable part of the regulatory 
environment for all stakeholders, markets and Member 
States. While a substantial amount of progress has been 
made, this progress was mainly achieved internally in silos 
and not by cooperation between stakeholders. The Single 
Resolution Mechanism (SRM) worked internally on its own 
establishment as an organisation and on several policies 
and resolution plans. At the same time, certain non Banking 
Union resolution authorities did the same for themselves. 
The banking union should not lead to a rift between ins 
and outs, but facilitate cooperation throughout the EU.

An industry representative felt the function of a 
ratings agency was not to survey the industry’s progress 
and offer congratulations. Rather, ratings agencies must 
take account of what is happening and listen to what the 
official sector is saying about progress and what remains 
outstanding. Of course, the BRRD has been a ‘game 
changer’ for banks and the investor community, and is 
therefore a game changer for rating agencies. When BRRD 
was enacted, they had to take a view on many different 
aspects of the legislation. The first one of those was 
government support. The replacement of bail outs with 
bail ins has implications for ratings, because many banks 
had government uplift in their rating. One consequence of 
BRRD, in his view, is that government support is unlikely 
for small and average sized banks. 

A regulator noted that they regularly hear in meetings 
that the process is going too slowly for some people and 
too fast for others. The process is probably somewhere 
in the middle, because everyone is somewhat unhappy. 
Another regulator feels the tool of EU law could be very 
powerful here, because it overrides national law. On 
the institutional side, the industry must trust the Single 
Resolution Board (SRB) and other authorities to develop a 
step by step approach to develop trusted relationships with 
people inside and outside the Banking Union. A regulator 
outlined how a very large number of people at resolution 
authorities and supervisory authorities have been devoting 
their time to crisis preparedness. The system is starting to 
work, but the area is probably the hardest ‘nut to crack’ in 
this package of measures.

Many reasons explain the lack of confidence of 
Member States vis à vis the EU resolution framework and 
their current ring fencing policies. But realistic solutions 
exist to solve these issues.

2. Many factors explain the lack of confidence of 
Member States vis à vis the EU resolution framework 
and their current ring fencing policies (capital, 
liquidity, leverage, bail in able instruments)
The preference for decentralized buffers reflects an 
awareness that most of the costs of prudent bank risk 
taking and banking failure remains national. Three 
main concerns of host countries were expressed: the 
treatment of bank failures at the EU level is not sufficiently 
predictable; the availability of group financial support to a 
failing subsidiary is not guaranteed in case of bank failure; 
and the issue of liquidity in resolution is not yet clarified.
2.1. The treatment of bank failures at the EU level is not 
sufficiently predictable
An industry representative suggested that uncertainty was 
the principal driver of risk and fear during the financial 
crisis. The situation was defined not only by where losses 
were situated, but also by the fact that the rules of the 
game were changing constantly. Considering the approach 
to resolution since the crisis, this ad hoc approach has 
unfortunately continued. Taking the examples of SNS 
REAAL, Co operative Bank, Banco Espírito Santo, Cyprus, 
the Slovenian banks, Hypo Alpe, Banco Popular or any of the 
various Italian situations, it is very hard to find consistency 
among them. “There has been a substantial move towards 
private sector loss absorption, but consistency is hard to 
find”, he said.

A regulator stated that one of the key psychological 
obstacles to trust is that at some point the host resolution 
authorities will let a subsidiary go to insolvency and 
not embark on resolution. At least psychologically, 
this is one of the key drivers of mistrust between the 
authorities. The regulator reiterated what had been said 
about predictability, noting that predictability between 
authorities is very important. It is needed in resolution and, 
before that, it is needed as a part of supervision when the 
first intervention measures are taken. Europe must be sure 
about what the sequence of resolution will be. An industry 
representative suggested that it is very difficult for ratings 
agencies to make assessments on banks which are ‘too big 
to fail’. It is not possible to say that for these banks there 
will never be any government support again. It could be 
in particular difficult to manage bail-ins during periods of 
systemic crisis, despite the existence of the MREL buffer.

Another industry representative felt the real question 
in the debate concerns which system will replace the 
current one. The simpler strategy is to subsidiarise, ring 
fence and build a national sandbox. It is simple and it 
puts things into states’ control, but it is dangerous. If all 
of the capital is pushed to national subsidiaries, the bank 
will be more likely to fail; it will be much less resilient, 
given a set of assets and capital, between five and 15 times 
less resilient. In other words, ring fencing policies are 
dangerous for financial stability.
2.2. The availability of group financial support to a failing 
subsidiary is not guaranteed in case of bank failure
In general, the root cause of domestic ring fencing 
practices emerges from the concern that, should a banking 
group face difficulties, the parent company will repatriate 
liquidity and capital to the detriment of subsidiaries in 
other jurisdictions. This lack of trust between national 
authorities is one of the most damaging legacies of the 
recent financial and sovereign debt crises. The perception 
of this problem is particularly acute in countries which are 
strongly dependent on foreign banks for the financing of 
their economies.

An industry representative raised the question of 
guarantees and support agreements between the parent 
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company and the subsidiaries of EU transnational 
banking groups. The problem that is always raised is that 
host countries want collateral for that guarantee, and 
preferably in cash. A regulator advised that one piece of 
legislation that would be helpful to authorities’ work on 
developing trust is the strengthening of group support. If 
the scope of group support is predefined, Europe can begin 
building predictability. Another industry representative 
stressed that Europe must build economic incentives to 
induce and compel group support. This question is a game 
theory problem. If a neighbouring country is ring fenced, 
it is also advisable to ring fence, because it is dangerous to 
be the one ‘no fencer’ in a ring fenced world. The industry 
representative noted that Credit Suisse published a paper 
on this subject, which concludes that there should be 
modest replacement, a large pool of group capital that 
can be moved to where trouble is, and groups should have 
skin in the game and legal incentives that force them to 
support hosts.
2.3. The issue of liquidity in resolution is not yet clarified
An industry representative stressed that behind this call 
for cash and collateral, there is an elephant in the room, 
which is the missing factor for the creation of trust in 
Europe. This is the subject of liquidity in resolution. This 
is not about whether the Single Resolution Fund is liquid 
or whether it has a backup in case it is called upon faster 
or quicker than expected; this is about the day to day 
liquidity of the bank in resolution, or the role of the lender 
of last resort. The United States and the United Kingdom 
have both explained to the world how they will institute 
a lender of last resort. This is a missing piece in Europe. 
Additionally, European authorities have the power to 
put this in place rapidly. The fact of its existence would 
remove the pressure on collateral and cash guarantees that 
comes from host countries. Fundamentally, this emerges 
from the fear of a lack of liquidity. If host countries know a 
newly re solvent bank has access to liquidity from a lender 
of last resort, the stresses, tensions and fears would be far 
less acute.

A regulator agrees that the liquidity or funding 
in resolution is an elephant in the room. Funding in 
resolution is something that happens in resolution, which 
means we deal with a resolved entity. To be in resolution 
means the capital position has been restored and a viable 
banking business has been created. But according to this 
official, the trust issue comes before that, because when 
a group goes into resolution people will believe they can 
ignore the subsidiaries. 

An industry representative agreed, suggesting that 
the role of the lender of last resort is to be the lender of 
last resort to a solvent institution, which means it has been 
bailed in and reconstructed. Adjustments to the resolution 
and crisis management framework are therefore needed 
to achieve a unified, transparent and predictable 
resolution regime.

3. Solutions to address home/host issues and restore 
trust vis à vis the EU crisis management framework 
exist and need to be implemented
3.1. Optional group support from EU parent banks to 
their subsidiaries based on EU law is needed for going 
concerns and not only during resolution
A regulator felt it is essential to ensure the validity of group 
support once Europe has agreed on the quantum of scope 
necessary to build trust in the system. At present, validity 
is provided by company law; there must be a European 
law to ensure group support. It is also important not 
only to ensure validity but also validation. An industry 

representative also stressed the importance of creating a 
system which incentivises group support both legally and 
financially. Another industry representative noted that 
Moody’s often examine internal support within groups. 
Notwithstanding concerns around harmonisation or 
fragmentation, Moody’s takes the view that for some 
banks the commitment to supporting a subsidiary is 
very strong and for others it is less strong, and this is 
reflected in their rating. Secondly, given the existence of 
the fragmentation of banking markets in Europe and the 
national and solo approach, which maintains a domestic 
focus in the way prudential requirements are imposed 
on banking subsidiaries across the EU Moody’s considers 
that a resolution scenario for a very large group would be 
highly problematic.

The first industry representative agreed that 
improving the legal structure to improve trust with hosts 
is very important. The industry representative reiterated 
their view that a mix of financial support with some 
pre placement could put enough ‘skin in the game’ to 
demonstrate to a host supervisor that the host subsidiary 
is in a better position than any comparative local bank. 
Groups can show host authorities they have made the 
subsidiary of an international bank a safer place to conduct 
financial transactions in that country than an equivalent 
local bank. Europe can build a much safer system for 
the host with that mix of moderate pre placed finance, 
although not full ring fencing, and legal support.

An official clarified that their comments about group 
support had not been meant in respect of an obligation. 
This is a tool for institutions to use if they think it better 
for them; it should be optional and be achieved through 
a contractual agreement which is fitted at different levels. 
At present, there is no complete support, or agreement, 
because these are branches and hence part of a group. 
With this type of agreement, support can be modulated to 
a group’s risk appetite, which can be useful.
3.1.1. Would such guarantees lead to adverse effects?
A regulator disagreed with the remarks made by the 
previous panellists, expressing their view that Europe does 
not need stronger intra group guarantees. The obligation 
to create trust exists more on the side of the authorities and 
not on the side of the industry. The regulator explained 
how the subsidiaries of Austrian banks in the CESEE 
region have not been abandoned by their parent banks. 
Rather, the banks demonstrate full commitment to these 
local markets without any strong intra group guarantees. 
Such guarantees will in fact lead to adverse effects by 
removing intra group risk diversification and increasing 
moral hazard at the subsidiary level. In conclusion, the 
regulator expressed his conviction that such intra group 
guarantees will ultimately lead to a branchification process 
to allow groups to steer subsidiaries and reflect the risk 
bearing structure of their groups. However, failing a 
common deposit insurance scheme, such branchification 
would shift the groups’ entire risk to the home deposit 
insurance system, which would increase risks in these 
countries unduly. Lastly, these guarantees would 
substantially damage the development of local financial 
systems, including regional capital markets.
3.1.2. The two resolution strategies – Single Point of Entry 
(SPE) and Multiple Point of Entry (MPE) can perfectly coexist 
very well
An industry representative felt that the regulator had 
cogently explained the differences between the two types 
of resolution strategy. The industry representative noted 
that the regulator had described the multiple point of 
entry strategy (MEP), which works perfectly. However, 
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there is also a single point of entry strategy (SPE), which 
could serve the way a group is organised. The two models 
can coexist perfectly well, and Europe should not oppose 
the existence of both of them. 

An audience participant wondered whether a single 
system of entry or multiple points of entry should prevail 
over the other, given that Europe is seeking an integrated 
financial market. An industry representative felt that the 
most important issue is to know which kind of strategy is 
being implemented. A regulator suggested that this issue 
is a question of how groups at the European level are 
organised. They can be organised in compartments which 
function relatively independently or they can be aligned 
to the centre. The regulator expressed his conviction 
that nearly all groups are both of these things in various 
markets. These two structures are not two separate 
systems, and one system is not better than the other. The 
SRB has always expressed the view that this is not about 
groups choosing how they would like to optimise their 
MREL. The solution should be derived from how a group 
is organised and run. 
3.2. Fostering cooperation between supervisors and 
resolution authorities and enhancing the transparency 
of the resolution strategy for external stakeholders
A regulator felt that Europe must break up its silo mentality 
and acknowledge that the European Union is far more than 
the Banking Union. After three years in which the focus 
of the work has been internal, it is important to refocus 
attention towards non Banking Union EU countries. 
There should be common policies which are applicable 
to all Member States. A common understanding should 
be developed, along with a unique basis for resolution 
plans, especially for cross-border banking groups. This 
common understanding should lead to joint decisions 
within the resolution colleges. These colleges should be 
the forum where the resolution authorities discuss their 
strategies with full transparency, common understanding 
and agreements on resolution plans. Second, there should 
be close cooperation between supervisors and resolution 
authorities, between the SSM and the SRM. There is 
definitely room for improvement even within the existing 
framework. The regulator considered it inexplicable why 
it is so difficult to share information and cooperate very 
closely in ordinary business as well as crisis situations. 
Lastly, transparency is not only key within the regulatory 
world; transparency is also key for external stakeholders. 
Therefore, resolution authorities should create clarity 
through structured communication.

A regulator stressed the importance of cooperation. 
When tackling a problem like this one, it is important 
to start with the headquarters of banks and not the 
subsidiaries. This method may have given some non 
euro area members of the EU the feeling they were being 
excluded. In respect of predictability, it is also important 
to be sufficiently clear that resolution is a dedicated special 
insolvency system; it is the insolvency procedure for highly 
complex cases. 

The most important part is to make banks resolvable, 
which is what resolution planning is about. It also 
means defining critical functions, particularly in respect 
of critical financial market infrastructures and how to 
unwind portfolios in a structured way. There is a great 
deal of work to be done, but European authorities should 
get some credit for the work they have already completed. 
Resolution is being worked on, and the Single Resolution 
Board (SRB) is trying to expand to other authorities step 
by step. Within Europe it is probably still necessary to 
convince the last few countries who are concerned with 

safeguarding their institutions. It is important for all 
players to understand that this cannot be the solution. 
However, saying this can be done from a single jurisdiction 
alone is also not the correct approach.
3.3. Moving towards a common liquidation regime for 
transnational EU banks
Europe must develop an approach to the liquidation of 
transnational banking groups in case of this happening to a 
large group. Indeed, despite the fact that these transnational 
banking groups are supervised at the EU level and that this 
liquidation would impact the whole euro area, liquidation 
is still managed at the national level on an entity by entity 
basis. This can require public money from the Member 
State where the entity is located. In addition, recent cases 
have shown that idiosyncrasies in national liquidation 
rules give rise to unforeseen impacts on resolution 
execution. The scope and variety of these differences create 
unwelcome uncertainty. A common liquidation regime for 
these banking groups should ensure an equal treatment 
of creditors of the same rank within the group and should 
address the possible costs at the EU level.
3.3.1. Completing the insolvency hierarchy related to loss-
absorbing liabilities
An industry representative explained that it is unnecessary 
to create a perfect insolvency hierarchy; it is only necessary 
to perfect the parts containing loss absorbing liabilities. 
It is essential to consider capital instruments through 
to senior non preferred debt.  Europe did something 
extraordinary with the change to article 108 of BRRD. 
In less than one year a legislative proposal went through 
the European Parliament and the European Commission, 
and was introduced. This part of the hierarchy is now 
harmonised across Europe. Completing this work can be 
done. Europe should address this in BRRD 2, before the 
end of the current Parliament. Europe needs a harmonised 
banking insolvency hierarchy for the layers down to senior 
non preferred debt, i.e. the layers that matter in relation 
to bail ins. If Europe develops the essentials of individual 
bank insolvency regimes in the right way, it will be able 
to build more quickly an insolvency regime for banking 
groups that will be common across the desired perimeter, 
whether that is the Banking Union or the European Union. 
This ambitious, but it will take Europe to where it could 
go by using branch structures and bring an entire banking 
group under a single insolvency regime.

4. Conclusion
The chair emphasised the considerable amount of work 
being done by the Single Resolution Board (SRB) and 
resolution authorities to make this topic progress. At the 
same time, there is a perception, certainly on the industry 
side, that if Europe waits until everything is finalised to 
let cross-border business flourish again, it might be too 
late. There is a clear sense of urgency here. Importantly, 
Europe must ascertain whether further legal fixes are 
needed, because these will take a considerable time. The 
regulator summarised the discussion, noting the following 
key messages. First, the issue of group support is not an 
obligation for all groups but an additional tool with a 
stronger legal basis. The issue of pre positioning is mainly 
an issue for discussion in resolution colleges. This is not a 
question of whether Europe will have it or not; it is an issue 
of quantum. If pre positioning is high it could reinforce 
balkanisation; if it is low, there could be a problem of 
trust. Europe must find the right balance; this is a task 
for resolution colleges and joint decisions. The balance 
between ins and outs, especially in the single market, will 
be a very important element. 
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Second, liquidation was clearly highlighted. There are 
situations in which the bar of the public interest test is set 
relatively high and then there is liquidation at the national 
level. There are cases like in Denmark where liquidation 
would go into normal corporate insolvency without the 
possibility of deploying an administrative tool. This means 
the Danish authorities have concluded that all banks must 
pass the public interest test and will need to be put into 
resolution. In the single market, this is one implication on 
the funding costs of different banks. Europe must address 
this issue somehow. 

Third, harmonising insolvency laws will always be 
challenging, but there are areas where this is possible. 
Finally, the completion of the safety net via the European 
deposit guarantee scheme will reinforce trust from 
host authorities.

v

Insurance comprehensive 
risk framework

1. Sources of systemic risk and transmission channels 
in the insurance sector
1.1. Exposures and transmission channels favouring 
systemic risk
The discussion opened by first taking stock of the 
current position for systemic risk and macroprudential 
elements of insurance. The roundtable was a valuable 
opportunity to assess what fundamental issues remain in 
the macroprudential framework. Work has been evolving 
in this area and IAIS is now bent on an activity based 
approach (ABA). An official outlined how there has been 
neither intellectual nor jurisdictional consensus on this 
topic for quite some time. What exists at the moment has 
been built internally through IAIS supervisors, but also by 
taking industry feedback into account. There are three 
potential exposures that could lead to activities that would 
generate systemic risk, and two transmission channels. 
The risk exposures are: activities that generate liquidity 
risk; significant macroeconomic exposure or synthetic 
leverage; and counterparty interconnections. The two 
transmission mechanisms are asset liquidation and the 
exposure channel. 

An industry representative believed the transmission 
channel analysis is key to understanding how an ABA 
can address both domino and tsunami types of systemic 
event occurrence or propagation. Whatever the activity, 
analysing it through such a lens grants insights on how 
best to resolve it. An official explained that consensus exists 
on using a gap analysis to address the holistic framework. 
Such an approach starts by identifying what tools already 
exist within the standards, the Insurance Core Principles 
(ICPs) for all firms supervised by IAIS and ComFrame for 
the IAIGs. Tools outside the IAIS universe could also have 
an impact on systemic risk generated by the insurance 
sector. Once the gaps are identified, policy measures 
have to be taken to fill them. A regulator commented on 
the importance of consistently dealing with any gaps in 
the micro-prudential regime and not creating notably 
different ways of measuring (risk, exposures, …).

1.2. Risk detection tools and stress testing already in place
There is an emerging consensus that some ICPs and parts of 
ComFrame will need to be revised with stronger guidance 
on liquidity risk and macro exposures. NAIC supported 
supervisors are developing additional macroprudential 
analysis, including stress tests, for individual company 
activities and as part of a cross sectoral analysis. The 
association believes there should be a common stress test 
and reporting in order to form such an analysis, although 
the chances of stress testing discovering the cause of the 
next financial crisis are slim. If the regulators have an idea 
of interconnectedness from the way firms react to the 
same stresses, at least they will be well placed to know how 
to respond when the time comes. 

Version 2.0 of the ICS was described as ‘nothing 
else but a stress test’ by an official. It assesses shocks and 
balance sheets consistently, according to different risks. 
One could thus argue that compliance with the ICS is 
one way of implementing stress testing policy, but not the 
only way. Regulators have to consider ComFrame, filling 
possible gaps in micro prudential frameworks including 
liquidity planning in order to build a working ABA. 

A regulator found it difficult to assess whether ICS 
is needed for an ABA to create a proper level playing 
field. Since ICS is mainly related to a micro view it is 
difficult to understand stress and ICS outcomes from a 
macroeconomic perspective. An industry representative 
likewise had a reservation about capturing the complexity 
of insurance in one figure, emphasising that since a large 
number of worldwide players rely on capital markets the 
insurance sector needs to attract investors, not frighten 
them away and varying requirements from different 
standards is likely to diminish their interest. 

2. The activities-based approach
2.1. Macroprudential methodologies
At a European level, EIOPA has been working on 
macro-prudential tools and measures that could also be 
considered in light of the Solvency II review. 

In the US, NAIC has constructed its macro-prudential 
initiatives. They are focused on the interconnectivity of 
activities and support a global system to assess systemic 
risk, but it is important to ensure that any insights gained 
are appropriate to the cost of implementing initiatives. 
That cost is ultimately borne by the policyholders and 
will be rejected if it limits markets or products. These 
initiatives focus on a number of issues, liquidity foremost, 
but also exposure concentrations, resolution and capital 
stress testing. 

The goal of liquidity stress testing for large life 
insurers is to provide reasonable estimates of asset sales by 
asset type that could hit the market in response to various 
scenarios. Activities will be compared to sales volumes 
during normal and stressed times for those markets but, 
as this type of testing is costly, it may not be necessary for 
smaller insurers. The real value of systemic risk is that it 
allows jurisdictions to collect data at a level that reflects the 
significance of that risk in their local markets. Discussions 
then continue with global regulators to identify what 
possible stresses those insurers might be exposed to down 
the road. An official did not believe the US jurisdiction 
is moving towards less regulation, but towards more 
specific regulation that is more appropriate to the type of 
entity involved. 

An industry representative agreed that proportionality 
is a key aspect of the evolution of the ABA. An entity based 
approach (EBA) and the G-SII process were useful as a post 
crisis stopgap but, 10 years on, the industry has learned the 
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lessons of past regulatory measures. Analogous activities 
should be addressed similarly, whether carried out by 
banks, insurers, asset managers or anybody else. 

A regulator felt that not only large but medium 
sized and smaller companies have to be considered in 
aggregation. This is captured in EIOPA’s work, which 
does not only consider the impact in case of failure of a 
G-SII or D-SII, but also in case of collective failures of non-
systemically important institutions as result of exposures 
to common shocks. Other work is being developed in 
parallel in different institutions and although there are 
sometimes differences in language, all are converging 
towards the same logic. However, any consideration of the 
indirect effects on systemic risks remains useful. 
2.2. The effect of ABA on the entity based approach and 
a holistic approach for addressing systemic risk
IAIS recently issued a discussion paper on the ABA, which is 
being widely discussed. An official hoped their work would 
contribute to mitigate all systemic risks, but conceded 
they may find in the future that its implementation or 
design has not been perfect, as this is the first time this 
has been done. In particular should systemic risks arise at 
the individual entity level, consensus will then have to be 
reached on how to deal with them. 

An industry representative supportive of the ABA, 
questioned whether its implementation meant an EBA 
would still be needed and if the two approaches could 
coexist. In the US, an ABA is considered to have more 
potential value than an EBA in identifying systemic risk. 
Taking AIG’s difficulties during the crisis as an example, an 
ABA could have identified what was happening earlier and 
reacted before the mortgage market meltdown. A system 
to examine activities outside the scope of insurance would 
have been helpful 10 years ago.

A regulator appreciated the goal of a holistic 
approach. Everybody accepts that the EBA is not perfect, 
and the ABA is often presented as a way to get rid of it, but 
there are no compelling arguments to abandon the EBA. 
This regulator detected a level of agreement about systemic 
risks for certain entities, policy and supervisory measures 
that should be maintained, and thought the holistic 
approach offers a solution. An industry representative 
likewise saw the ABA as a promising construct that is 
clearly still evolving. Their company is heartened by the 
development of a holistic approach, as a system that 
addresses both domino and tsunami risks transmitted 
through asset liquidation and counterparty exposure 
channels would obviate the need for an EBA. IAIS is due 
to publish a consultation paper on the holistic approach at 
the end of the year and aims to finalise its policy by next 
year. This needs to be peer reviewed afterwards to assess 
implementation and whether a level playing field is being 
created. IAIS has no enforcement powers, but at least it 
can act as a conduit to let supervisors know what others 
are doing.

3. Scope of the policy
3.1. A proportional approach to the firms involved and 
level playing field issues
A regulator cautioned that one must apply proportionality 
when applying any holistic approach to the insurance 
market. One of the major criticisms of the old EBA is that 
the size of a company is an overly important element. The 
regulator questioned whether it can be used as the basis for 
proportionality assessments in an ABA. Another regulator 
commented that, in a holistic model, there could be a 
defined point in the cycle when measures could be applied 
to some cohorts, based on the size and complexity of their 

activities. The problem then lay in interconnectedness. 
In theory, all insurance firms should be subject to risk 
policies, because systemic risk could be generated by small 
firms acting together in cohort. An industry representative 
believed that it is not the size of the entity that matters as 
much as its activities. 

Another industry participant favoured a more 
principles based than rule based approach. In the first 
years after the crisis, the focus of policy measures was 
on a limited number of large players, the so called G-SIIs. 
This was understandable given the propagation of crisis 
through the domino effect, namely the bankruptcy of 
Lehman Brothers and the troubles of AIG. The point has 
now been reached when a more comprehensive view of the 
risks in insurance markets can be taken, lifting the focus 
away from a limited number of players to identify macro 
risks. One reason this is a good idea is that the focus has 
been on larger firms so much that some of the risks in 
smaller companies have been neglected. 

Everybody supports properly identifying and 
measuring risk, and an industry representative gave 
an example from US derivatives reforms of how 
proportionality can be used to analyse a problem from an 
activities perspective. Applying an ABA instead of an EBA 
focuses on the real issue and eventually entities will be 
affected anyway. One of the challenges mentioned earlier 
was that of scope. Conventional wisdom says that that 
only IAIGs should be affected, but they are usually more 
diversified and, therefore, less risky than large companies 
in one country that may be more exposed to a specific 
market behaviour. 
3.2. Data selection and gathering
Another emerging consensus within IAIS is that this 
holistic framework should continue with the collection of 
data it has been so far undertaking. There are mixed views 
on whether IAIS should collect other types of data too. 

An industry representative described an ABA as being 
about how individual activities flow through the system. 
The end result, properly analysed, leads to the appropriate 
policy measure. Central to its operation, therefore, is 
providing the supervisors with sufficient information to 
understand the key material asset liquidation risks that 
each firm has, whether there are internal controls in place 
to monitor them and plans to address any that materialise. 
NAIC already maintains a good industry database in the US 
with its ‘blue books’, which have recently been enhanced. 

The same industry representative estimated there 
are roughly “50 AIGs’” worth of data to be collected 
under current G-SII assessments, and this will still not 
properly measure and capture risk. Had the current G-SII 
assessment been applied to AIG before 2006, for instance, 
it would not have detected any blip. Perhaps only a 
thorough dialogue with the regulators will provide the real 
data insights needed. 

An official reported there is broad agreement that 
the first measures in implementing a holistic framework 
should be preventative and, therefore, better monitoring 
is needed. The same official had earlier outlined the 
three macroprudential exposures and the systemic risk 
transmission channels. However, collecting data is not 
relevant to those issues, nor does it properly analyse them, 
in an industry representative’s view. A large bulk of current 
G-SII data collection can be misleading. 

National supervisors are able to advise on doing this 
within their own jurisdictions, but then a core international 
data set is needed to take a macroprudential view. As part 
of this holistic strand, IAIS is looking at a more consistent 
cross sectoral analysis. One much criticised element of the 
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EBA is its relative nature, so supervisors are seeking more 
absolute measures to collect data that will inform their 
views about systemic risk. 

Information is also collected from supervisory 
colleges that form part of ICS monitoring. Discussions are 
also ongoing to find other ways to gather more information 
from these bodies. Another official stated that IAIS needs 
data to evaluate the actions of group wide supervisors. 
NAIC’s position is that such supervisors ascertain the 
systemic risk of a company and what policy measures to 
take, whereas IAIS is a conduit for information sharing and 
not a regulator itself.
3.3. The possible contribution of ORSA
The European Commission believes ORSA is proving to 
be an excellent tool, it is satisfied with how it has been 
implemented through Solvency II and would prefer to 
keep it unchanged. A policymaker commented that, as it 
is a company’s own assessment of the risks to which it is 
exposed, it might not be linked to the macro-prudential 
space. Before considering any potential enhancements to 
ORSA, the EC needs to ensure that it is used equally across 
the globe, which is necessary to create a level playing field. 

An EIOPA paper was recently published on macro-
prudential tools and measures to enhance the current 
framework, it also focussed on how ORSAs could be 
enhanced from a supervisory perspective, if individual 
company documents are read in conjunction to see in which 
direction a certain market is headed and where macro 
risks might materialise. A regulator understood such an 
aggregation to be qualitative, and another regulator hoped 
that EIOPA’s proposals would go beyond this, as Liquidity 
Risk Management Plans (LRMPs) and their testing could 
be facilitated through ORSAs. An official commented 
that firms’ stress tests and the supervisory colleges’ views 
combine with ORSAs to generate a more global picture of 
systemic risk. 

An industry representative agreed with some of 
these points, but emphasised that ORSAs need to be 
more consistent. By their very essence, a good ORSA 
should identify key risks for each firm. A group of five 
or six insurers were already meeting to discuss common 
approaches to liquidity stress testing. Asset liquidation 
and counterparty exposure risks change over time, but the 
purpose of an ORSA is to identify them. The main job of 
company CROs is to identify risks, make sure they have 
the tools to monitor them and that plans are in place if 
they materialise. A level playing field of common standards 
at least ensures that everyone is testing properly. Another 
industry speaker endorsed this view.

Contrasting the ORSA and ICS, a third industry 
participant welcomed any qualitative assessment of the 
complexities of different companies’ activities. The ORSA 
is a powerful tool, and the requirement to complete LRMPs 
could be extended beyond the nine G-SIIs. The G-SII 
assessment methodology identifies potential demands on 
liquidity currently, but presents an incomplete picture.
3.4. Recovery and resolutions approaches, 
and liquidity constraints
The risks banks are facing today are important risks, 
including major maturity risk transformation issues 
and foreign currency exposures. Banks provide critical 
functions so, by definition, a handful of banks going down 
is a problem. The insurance market does not have the same 
critical function. After a poll of the panel, no participant 
believed that in 2020 there would be insurance companies 
designated as G-SIIs. 

An official reviewed the policy measures being taken 
to mitigate systemic risk. Liquidity guidance protects 

against risk; stress tests against macro exposures; and 
recovery plans against cohorts of insurance companies 
transmitting a shock across the system. The holistic 
framework is likely to include the possibility of a single 
entity standing out. If that happens, increased monitoring 
and extra policy measures will be needed. Discussions on 
pre emptive elements have focused mostly on liquidity, 
macro exposures, counterparties and related topics, but 
less on recovery and resolution, which it is generally 
agreed should have a fundamental role in this framework. 
There is an active debate on the issue at IAIS and progress 
is being made towards consensus. The feedback from firms 
that have participated in the G-SII process is that recovery 
and resolution planning policy tools have enhanced their 
dialogue with supervisors. The question then becomes to 
which, other than the nine G-SIIs, should they be applied? 
An official’s answer was to consider the proportionality 
question, because these plans are expensive. The official 
would be inclined to carry out recovery planning for 
all IAIGs.

One of the G-SII supervisors has carried out recovery 
and resolution plans, so was asked for his/her perspective 
on their validity. He/she agreed that even companies 
with internal models are intensively supervised, but 
such plans brought better and more helpful insights. 
Regulators should strive for including IAIGs in scope, but 
this regulator was reluctant to go beyond this because of 
resource concerns. 

The experience of the US regulators is that the value 
of recovery and resolution planning stems from improved 
dialogue, although proportionality always needs to be 
under consideration. A cost/benefit assessment would help 
to conclude whether the requirements for G-SIIs should 
be the same as for every IAIG. There may be a distinction 
here between what happens in Europe and the US. Under 
US law, recovery and resolution plans are ‘immense 
paperweights’ including some specific conditions defined 
by the Dodd Frank Act. The European experience is very 
different, although industry representatives confirmed 
that a helpful element of such plans is in increasing 
their dialogue with the supervisor over the process of 
undergoing resolution and recovery exercises. At the heart 
of this is understanding the top risks and demonstrating 
their company’s preparedness to deal with them. Lengthy 
cut and paste documents do not really work. Resolution, 
in the context of bankruptcy and its legal consequences, 
should be triggered by the current rules and applicable 
capital levels. Being forced into resolution when a firm is 
far from needing it is not helpful. 

An audience member questioned how adequate 
recovery and resolution could ever be put in place when 
there is no common European protection scheme. A 
policymaker related the strong case for an insurance 
guarantee system in Europe, but also for making the single 
market work properly. This issue has recently been debated 
within the Commission and the decision taken that it 
is not a priority at the moment. EIOPA has just issued 
a discussion paper on the role of insurance guarantee 
schemes, which it hopes to use to help the Commission 
think about the new cycle, next year. 

4. Jurisdictional issues with regulation and 
implementation
4.1. International dialogue, coordination and 
information sharing to create a level playing field
The industry’s conviction in applying a comprehensive 
risk framework to all insurance companies is that a level 
playing field is needed internationally. The reality of 
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business means local markets vary considerably. Customer 
expectations, product characteristics and distribution 
models are all different. This specific implementation of 
the framework and its policy measures would thus have 
to be decided at the local level. This is the distinction 
between principles based or global regulation and rules 
based or local regulation.

An industry speaker commented that it is already 
challenging to agree on these principles and building 
blocks at the international level, given the different politics 
of different jurisdictions. In addition, no supervisor knows 
the businesses and companies they are supervising better 
than local supervisors. Finding the right risk indicators 
and policy measures should therefore be local. A regulator 
agreed with some of this, but felt that the metrics need to 
be defined at the international level, otherwise there will 
never be a level playing field. 

A policymaker reported significant challenges to 
completing this work internationally. All agreed there 
should be proportionality and that global risk monitoring 
should be taken into account before applying measures 
on the nature, scale and specificity of business models. 
The policymaker did not want to see discretionary 
powers and the possibility of arbitrary exemptions being 
given to specific firms by national or local authorities. 
The complexity of these issues is precisely why nurtured 
dialogue within the industry is required. 

EIOPA has been working on international discussions 
regarding stress tests for liquidity and capital, and is hopeful 
of driving this work forward. A regulator noted that macro 
systemic policies are often applied on top of micro regimes 
that already exist, but differ across the world. An industry 
representative felt IAIS is uniquely placed to act as a 
conduit to share information about what is happening in 
different parts of the world and an official agreed with these 
comments. The process is therefore bottom up, top down 
and then bottom up again, from local regulators to IAIS 
and then fed back down. The jurisdictional supervisors are 
closest to the risk and best placed to monitor and identify 
it occurring in their own countries. However, systemic 
risk is a global issue, so standards have to be global while 
implementation rests with the domestic supervisors. This 
industry representative was encouraged by the approach 
taken by IAIS and trusts it to enable local regulators to do 
their best in implementing the ABA. A peer review process 
could help ensure a level playing field. 
4.2. Effect on and possible changes to solvency ii and the 
current regulations
A policymaker wished to ensure that, when developing 
macroprudential systemic elements in insurance, care 
is taken to ensure consistency and that contradictions 
between the micro and macro approaches are avoided. It is 
too early for the European Commission to add more macro 
elements to Solvency II but, if more macroprudential 
measures are included in the European regulatory toolkit, 
they must be smart and consistent. Banking includes macro 
and microprudential measures in the same legislation, 
which brings greater consistency and clarity. This could 
be replicated for insurance, but not without answering a 
number of questions first. 

This policymaker was open to considering such 
questions and sees some themes emerging, but the priority 
remains to capitalise on the macroprudential measures 
that already exist in Solvency II and make sure they work 
first. The Commission will review Solvency II in 2020, 
but it is too early to say what outcomes are likely. There 
is a need to look at costs and the impact that potential 
new macro measures would have on micro measures. At 

the moment, the Commission does not favour any one 
measure over another. 

5. Infrastructure financing 
A specific question was put on infrastructure financing, as 
insurance regulations include a specific capital calibration, 
yet their eligibility criteria are thought too restrictive. Only 
a small part of infrastructure project finance complies 
when the questioner believed infrastructure projects to 
be less risky than unsecured corporates. A regulator has 
found no evidence of such. In fact, infrastructure could 
entail greater political risks and an insufficient number of 
opportunities. Another regulator pointed out the amount 
of cheap money around. When interest rates go up, yields 
will probably rise too and such projects will become more 
attractive. The industry will need to make an assessment 
of the criteria used to define infrastructure asset classes 
and how they work in real life. It will evaluate, based on 
recognised recovery rates and advise the Commission on 
what treatment to adopt.

v

Benefits and risks of 
market-based finance 
activities and ETFs

1. Characteristics of the EU ETF market and 
underlying drivers of their growth
An industry representative explained that currently 
80% of the global ETF market is US based, with Europe 
representing slightly less than 20%. The main differences 
between the EU and US ETF markets were highlighted. 
Europe is mainly an institutional market with those 
investors representing over 90% of the market, compared 
to 40% in the US. A second difference is that ETFs are 
predominantly sold OTC in Europe (70%) whereas in the 
US they are mainly exchange-traded. Thirdly, regulatory 
frameworks differ. European ETFs are structured as 
UCITS but also come under the regulations of listed 
securities notably MiFID II. They are therefore subject to a 
broad set of requirements, which creates a very protective 
framework for investors and makes ETFs compatible 
with retail investment, the speaker claimed. Convincing 
more retail investors in Europe to take risk is however 
challenging, even if this normally goes with more return.

Another industry representative stated that ETFs 
originally had more of an ‘index mentality’; now they 
have expanded beyond being ‘plain vanilla capital market 
weighted constructs’, but that is still where the majority of 
assets sit today. The utility of the ETF delivery vehicle as 
an index construct is to create access to relatively low cost 
diversified exposures that facilitate an institutional-type 
approach to portfolio management and also offer end-
investors higher return than lower-risk cash-like vehicles. 
This entails a top down asset allocation approach rather 
than investing in individual securities or attempting to 
beat the market. The asset-allocation approach of ETFs 
and their operational simplicity are the main reasons for 
their growth globally. Another benefit for end-investors is 
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that ETFs, as hybrids between an investment management 
and a capital market product, are more flexible in the way 
they are traded and priced. 

The ETF market is changing and entering a new 
phase following the initial ‘land-grab’ approach to gain 
market share. There is now a great deal of competition in 
the market and securing the correct distribution footprint 
in order to make ETFs accessible to the widest range of 
clients is the main challenge ahead for their managers. 
Ultimately ETFs are a delivery vehicle that can be 
structured under different frameworks including UCITS 
or ’40 Act structures. The way ETFs trade in the market 
is another potential area of improvement. Initially the 
same rules applied to ETFs and ordinary stocks. Over time 
some trading venues have started realizing that ETFs need 
their own set of rules, but more thinking is still needed to 
improve the ecosystem around ETFs.

A third industry representative felt that ETFs are one 
of the most successful innovations in the investment fund 
market in recent decades. Their success has been driven 
by two factors: cost efficiency and convenience. US asset 
managers in particular have flooded the European market 
with ETFs and there is very high demand at present for 
these funds in Europe. ETFs are an appropriate and 
convenient instrument for the implementation of asset 
allocation, especially for institutional clients and therefore 
contribute positively to diversification in the market. 
Their transparency, cost-effectiveness and liquidity are 
also likely to attract retail investors. However, they are not 
a panacea or a standalone product. Product diversification 
is still essential and should include ETFs as well as more 
active products. 

2. The challenges and risks raised by ETFs
2.1. No major financial stability risks have materialized 
so far from ETFs
A regulator explained how more and more questions 
and concerns have been raised about ETFs as their assets 
under management (AUMs) increased. Many potential 
risks associated with ETFs have been identified over time, 
but this has been done so far mainly on a theoretical basis. 
Some specific risks have been addressed by dedicated 
UCITS measures (Guidelines on UCITS ETFs) and IOSCO 
guidelines, such as the counterparty risks related to swaps 
or securities lending activities that ETFs engage in. Other 
risks posed by ETFs include liquidity risks, price formation 
issues and risks related to ETF arbitrage strategies. The 
existence of financial stability risks was also suggested 
following the August 2015 flashcrash and continues to 
be questioned, but there has not yet been real evidence 
of such risks in connection with ETFs, the regulator felt. 
One first factor to be considered is the size of ETF markets 
compared to the total size of the securities market. When 
looking at France for example, the ETF market is currently 
too small to pose a risk to the overall market or to financial 
stability. In addition market mechanisms such as circuit 
breakers used by stock exchanges1 have so far proven to 
be efficient in avoiding a disconnect between the price 
at which ETFs trade and the underlying Net Asset Values 
(NAVs). Potential impacts on underlying markets need 
to be closely monitored nevertheless, as well as potential 
liquidity risks particularly in stressed market conditions. 
ETFs have the potential to improve liquidity in the market, 
but at the same time investors are exposed to the liquidity 
of the underlyings in which they invest. Additional data 
provided by MiFID II requirements in particular may 
help to better understand the relevance of these risks. An 
industry representative agreed that until now nothing 

bad has happened in the ETF market despite some 
stress periods.

An official stressed that although the risks of ETFs 
appear relatively manageable and controllable in light of 
the analyses conducted so far, it is essential to consider 
the ‘scenarios of failure’ that can arise as a consequence 
of ETF specificities or of the growth of the ETF market. 
These scenarios must be assessed without regard to how 
likely they are, so that relevant and proportionate policy 
measures can be formulated if necessary. Afterwards, there 
can be discussions about the likelihood of these scenarios.
2.2. Specific risks associated with the role of Authorized 
Participants (AP)
An official believed that the key scenario of failure for 
ETFs is the possible failure of the Authorized Participant 
(AP) mechanism2, which is the main distinctive structural 
characteristic of the ETF market. The main issue with 
APs is that they are under no obligation to continue 
their activities for a given ETF. Their incentive, as for 
many other participants in the capital market, is making 
profit from arbitrage, another official explained. Largely 
speaking there is no enforcement regarding APs beyond 
the contracts they sign, however there is a trade-off in 
this, because stricter enforcement could lead some APs 
to leave the market. In addition, the ETF mechanism is 
not completely dependent on APs since other liquidity 
providers or market-makers can engage in this area on 
an agency basis. The first official suggested that a debate 
was needed about the AP mechanism and the standards 
that may be necessary to further secure it: e.g. voluntary 
standards or compulsory standards or better disclosure. 

An industry representative explained that APs are 
essential to the functioning of ETFs: their role is to facilitate 
the continuous trading of ETFs, which is different from the 
usual daily redemption and subscription scheme used by 
other mutual funds. Management companies are indeed 
not able to issue and redeem fund shares on a continuous 
basis without the AP mechanism. The speaker noted that 
their firm is very attentive when selecting APs and that APs 
sign an agreement with the asset managers they work with, 
but APs have no special privilege. They have to follow a 
certain number of rules (for example the commitment to 
have a limited bid-ask spread e.g. 1.5% on euro stocks). It is 
however increasingly difficult for APs to make profit out of 
their activity, which is relatively ordinary trading, mainly 
due to prudential banking regulations which have led to a 
reduction of capital-market activities on the books of banks. 

Another industry representative added that to become 
an AP, potential providers must undergo a somewhat 
rigorous on-boarding process, because they are major 
counterparties for asset managers and the interaction with 
them needs to be stress tested. APs should therefore be 
distinguished from other market-makers, although APs may 
in some cases, also operate transactionally. APs exist as a 
middleman, making small amounts of money by facilitating 
the ‘creation and redemption’ process. If one of them steps 
back from its role and there is money to be made in this 
activity, new institutions will fill the void. This happened 
in 2008 when many of the largest banks reduced their AP 
business lines, which opened up opportunities for smaller 
trading firms. Since then, large banks have returned to the 
AP business because they have a new approach to their 
balance sheets after having passed the stress tests, and it is a 
relatively riskless arbitrage activity. 
2.3. Investor and distribution related issues
An industry representative described the challenges 
associated with retail investment in ETFs. Generally 
speaking, European retail investors, who are heavily reliant 
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on pay as you go pension systems, lack financial know-
how and are quite risk averse. ETFs are often presented 
as a do-it-yourself product with no advisory sales process 
due to their relative simplicity and the passive nature of 
the product. Their costs are low and they are in some 
cases offered at zero-cost. Thus investment decisions 
and responsibilities mostly rest with the investor. The 
problem is that retail investors are not always aware of the 
risks they may be faced with such as volatility and related 
liquidity risks. Although ETFs are appropriate products 
for retail investors, financial education needs improving 
and the Capital Markets Union (CMU) action plan needs 
reinforcing in this area. This issue cannot be totally solved 
by product or distribution regulation or the development 
of automated advice offered on robo-advisor platforms. 
A further issue is the reputation risk for asset managers 
providing ETFs. Although the responsibility lies with the 
investors, the asset manager’s reputation will be at stake if 
something goes wrong.

An official did not feel able to give a conclusive answer 
on whether ETFs are good or bad for retail investors and 
for the market. Many investor-related issues have been 
addressed in the IOSCO 2013 principles for the regulation 
of ETFs, which aim to facilitate discovery and cover two 
main areas: (i) investor protection issues that have led to 
ETF classification and relevant disclosures for investors 
and (ii) issues related to the structuring of ETFs including 
the management of potential inherent conflicts of interest 
and counterparty risks arising from physical and synthetic 
replication methods. The growth of the ETF market over 
the recent years and the greater diversity of products are 
however reasons for a renewed approach to the risks they 
may pose. On investor related issues, IOSCO is considering 
naming and classification systems, which would build on 
its work from 2013. IOSCO is also looking at the role of 
ETF managers in product design and ongoing monitoring, 
which is especially important for ETFs, which are marketed 
as highly liquid assets with excellent availability of trading. 
IOSCO is also seeking to better understand the different 
types of redemption that exist such as redemption in kind 
and the responsibilities of ETF managers in this regard. 
Generally the picture at the global level is very diverse 
with different types of strategies, asset classes and trading 
strategies used (i.e. on-exchange or OTC), depending on 
the jurisdictions. There are also other disclosure related 
issues regarding the risks and costs of ETFs that need 
considering, the official noted. Risks concern the arbitrage 
mechanisms, the risk transmission which can happen 
between the primary and secondary markets and the role 
of the APs mentioned previously in particular, as well 
as some specific issues such as the meaning of trading 
halts and suspensions for ETFs or the role of HFTs. Cost 
disclosure issues concern notably trading costs and how 
NAV or iNAV (indicative NAV) are calculated. 

Another official mentioned that the distribution 
system of investment funds in Europe is often criticized for 
its high costs. Questions are also raised about the conflicts 
of interest and the impacts on competition that the vertical 
integration of banks and insurance companies distributing 
mainly the funds of their asset management subsidiaries 
may create. This is considered to be one of the reasons 
for the relatively high number and small size of funds in 
the EU and the limited level of cross-border distribution. 
Proposals have been made by the Commission for 
improving the cross-border distribution of funds, which 
should also be facilitated by the European PEPP regime 
and technology. ETFs are an interesting test case for the 
European fund distribution system in this context because 

they are a suitable product for a significant portion of the 
market. The question is whether European distribution 
channels are able to distribute ETFs sufficiently widely 
to the people for whom they are the right product, which 
would support the achievement of the CMU and reduce 
costs for investors.
2.4. Other potential risks posed by ETFs
There are several other possible scenarios of failure 
associated with ETFs, an official stated. One that is not 
specific to ETFs is herding risk if all investors suddenly 
move in the same direction. Some sophisticated index 
labelled strategies also raise questions in terms of investor 
protection. Another issue to be considered is the impact 
that a possible failure of the ETF market may have on the 
liquidity management plans of many financial institutions 
such as banks and asset managers for which ETFs play a 
significant role. 

Some uncertainties associated with the ETF market 
need to be addressed as well, the official pointed out. There 
are some uncertainties around the difference between 
ETFs and other exchange traded debt products. Some 
elements could also be more closely monitored, such as 
the deviation of ETF NAVs from market prices (how many 
times and how long prices may deviate) and the relative 
liquidity of ETFs versus the liquidity of their underlyings, 
which could help to better identify possible fragilities 
of ETF liquidity. Whether there are any particularities 
in relation to the stress testing of ETFs compared to 
other UCITS is another aspect that needs to be further 
assessed. Some questions are also raised in Europe notably 
concerning the capacity for direct redemption of funds in 
periods of stress and whether a specific policy is needed in 
this regard.

An industry representative added that with ETFs 
there is a risk of reducing the diversity of corporate 
governance. Asset managers actively use shareholder voting 
rights. In terms of fiduciary duty, responsible corporate 
governance takes account of long-term economic goals 
and is also a prerequisite for a sustainable Europe. With 
a rising proportion of ETF companies executing their 
voting rights in a growing ETF market, there could be a 
danger of concentrating voting rights at annual general 
meetings. Keeping sufficient diversification is necessary 
both in active and passive products as well as in terms of 
the number of ETF companies in this regard. 

3. Data challenges associated with market-based 
finance activities
Introducing the second part of the discussion on the 
risks associated more broadly with market-based finance 
activities, an official outlined that risks affecting the 
financial sector are developing with a combination of 
financial imbalances and geopolitical risks. How this may 
impact the financial industry and the level of systemic risks 
is being assessed. Many believe that the asset management 
industry does not multiply risk but helps to absorb it. But 
when the world is becoming more intrinsically dangerous, 
absorbing substantial quantities of risk can be problematic. 

An official emphasized that market based finance 
is a very vast and diverse sector that is made up of many 
different silos. It is important to better understand how the 
different components of the sector interact to assess risks. 
But to do that, it is essential to have the data to understand 
these interactions and where risks lie. 

A regulator pointed out that much has already been 
done to strengthen the market-based finance sector, 
particularly in Europe and agreed that it is now necessary 
to focus on interconnections with other parts of the 
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financial sector, which are important in Europe. This 
requires better understanding the combined impacts 
of existing rules on firms and the functioning of capital 
markets and whether market participants are capable 
of cooperating appropriately to address potential risks 
that may emerge. More work is needed on the data that 
is coming in following the implementation of EMIR and 
MiFID II and the upcoming provision of data from SFTR 
and the MMFR. This will help to ensure that the industry’s 
resources are focused on areas of emerging risks or where 
potential issues are highest. 

An industry representative suggested that the 
authorities should first specify what they are going to do 
with all the data that is sent to them by market participants. 
Another industry representative felt that further efforts 
are needed to improve the data. For markets to be fair 
and efficient, transparency is needed so that informed 
decisions can be made. But part of the huge amount of 
data that is analysed at present is ‘garbage’. Efforts must 
be made to improve the data, identify a common set that 
all market stakeholders (market participants, regulators, 
policy-makers, academics) can work on to develop the 
best level of thinking on the market and processes must be 
designed to discuss the data on a regular basis.

An official agreed that data is a major priority. From 
the point of view of macroprudential authorities, there 
could be a qualitative jump in terms of the identification 
of risks through the use of granular data, the richness 
of which is unprecedented. Progress should be possible 
in the relatively short-term with the implementation of 
regulations and the investments being made. The data 
from EMIR is now being used intensively by regulators and 
supervisory authorities and being discussed by the leaders 
of these institutions (governors of central banks, chairs of 
supervisory authorities) and policy conclusions are being 
drawn up on the basis of this data. Data from AIFMD and 
SFTR will also soon be available. The official added that 
it would be useful to discuss with the industry how all 
market participants can benefit from the data, and it is 
important for regulators and supervisors to give feedback 
to the industry on this. However, sometimes the quality 
of data collected by trade repositories is very bad and it is 
then difficult to make sense of it.

Another official underlined that the operational 
risk associated with outsourcing is a major issue facing 
the financial sector at present, including market-base 
finance activities. Generally speaking, European financial 
regulation is based on the idea that a firm acquiring a 
licence will then perform most of the activities itself. 
However, this is less and less the case. Firms increasingly 
use different types of providers to conduct their business 
and the risks associated with this growing trend need to be 
appropriately assessed.

1.  Euronext uses circuit breakers. Euronext publishes iNAV (indicative 
NAVs) every 15 seconds and requires trading to be done on the secondary 
market within a prescribed range, either 1.5% up and down or 3%. Beyond 
these borders, trading is suspended for 30 seconds and can be renewed.

2.  Authorized participants are responsible for acquiring the securities that 
the ETF wants to hold. In return, authorized participants receive a block 
of equally valued ETF shares called a creation unit. They do not receive 
directly compensation from ETF sponsors and have no legal obligation 
to redeem or create the ETF’s shares. Instead, authorized participants 
are compensated through activity in the secondary market or service fees 
collected from clients wanting to execute primary trades.
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