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EXECUTIVE SUMMARY
The post-2008 financial crisis was the most severe in living memory, and its
effect is still being felt today. The ramifications for the EU have been particularly
acute. Its response, encapsulated in a set of some 40 legislative proposals, has
brought about a radical transformation in the EU financial sector regulatory
framework.
EU institutions, notably the Commission, the European Parliament, the Council
of the European Union and the European Council, were placed under
considerable strain by these events. Given the magnitude of the task they faced in
responding to a once-in-a-generation crisis, we conclude that the institutions have
all performed well.
Nonetheless, the sheer scale of the reforms means that the financial sector
regulatory framework inevitably contains some weaknesses. In particular, the
expected high standards of consultation and impact assessments were not always
maintained. Yet this should not detract from the significant achievement that the
reformed framework represents.
One of the key planks of the new framework was the establishment of the new
European Supervisory Agencies (ESAs). These bodies have endured a baptism of
fire since their inception in 2011 and have been responsible for much good work.
Yet they are hampered by several fundamental weaknesses, including a lack of
authority, insufficient independence, marginal influence over the shape of primary
legislation, insufficient flexibility in the correction of legislative errors, and
inadequate funding and resources. The powers and authority of these agencies
need to be enhanced.
We note that the most flawed of the legislative reforms were the result of political
pressures to take prompt action, and/or to make the financial sector pay for the
crisis. Prime cases include the Alternative Investment Fund Managers Directive
(AIFMD), the bank remuneration provisions in the Capital Requirements
Directive (CRD IV), and the contentious plans for a Financial Transaction Tax.
Yet these are exceptions. We find that the bulk of the new regulatory framework
was necessary and proportionate, and would have been implemented by the UK
even if action had not been taken at EU level. We also find that it was highly
desirable that regulation should be produced for the EU as a whole, both to
strengthen the Single Market and to avoid regulatory arbitrage.
That said, it was perhaps inevitable, given the amount of new legislation, its broad
range and the speed of its introduction, that there would be a number of
inconsistencies, rough edges and elements which, with the benefit of hindsight,
were disproportionate or even misguided. Not enough consideration was given to
the overall effect on the financial sector of such a huge programme of reform, or to
ensure consistency with international regulation.
We therefore welcome the commitment of the new European Commissioner for
Financial Stability, Financial Services and Capital Markets Union, Lord Hill of
Oareford, to review the cumulative effect of the various reforms. Such a review
should include a thoroughgoing internal audit of the entire legislative framework to
date, with a view to making recommendations to remedy the key weaknesses that
are identified.
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A further oversight was the belated recognition of the importance of the growth
agenda. We therefore welcome the Commission’s recent proposals for an
Investment Plan for Europe and for a Capital Markets Union. Yet the
responsibility for promoting growth and prosperity lies not only with the
Commission and the EU institutions but with every Member State.
The UK has the largest financial sector in the EU, and the implications of these
reforms for this country are therefore immense. We believe and regret that the
UK’s influence over the EU financial services agenda continues to diminish. The
UK Government and other UK authorities must take urgent steps to correct this,
and to enhance the UK’s engagement with our European partners. This
Committee will seek to play our own part in our liaison with the EU institutions. A
united effort is needed to convey the message that the prosperity of the City of
London, and the financial services industry it hosts, is in the interests not only of
the UK but of the EU as a whole.
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LIST OF CONCLUSIONS AND RECOMMENDATIONS
In the following list, recommendations are denoted by an asterisk and
recommendation number.
The role of the EU institutions
1.

We acknowledge the daunting and unenviable task that the Commission
faced in responding to a once-in-a-generation crisis. In that context, the
sheer output and workrate of the Commission is to be admired.
Unsurprisingly, the scale of the crisis placed the Commission under intense
strain, not least in terms of stretched resources. As a result, the expected high
standards of consultation and impact assessments were not always
maintained. The Commission should also have focused more on the overall
impact rather than the quantity of its legislative output. Yet this should not
detract from the credit due to the Commission for its diligence in designing a
legislative response to the worst financial crisis in living memory.
(Paragraph 42)

2.

We welcome the new Commission’s efforts to promote Better Regulation,
led by First Vice-President Frans Timmermans. A key component of Better
Regulation should be to ensure that a full assessment is undertaken of the
impact of substantive amendments to legislation made during the negotiating
process. While the Council and Parliament are primarily responsible for postproposal changes, we urge the Commission to take the lead in ensuring
effective impact assessment of major revisions is carried out. A mechanism
for the swift reallocation of resources within the Commission to where it is
most needed at a time of crisis also needs to be put in place. (Paragraph 43)
(* Recommendation 1)

3.

The European Parliament has played an equally diligent role in its scrutiny of
all aspects of the EU financial sector regulatory framework. We particularly
acknowledge the way in which its Economic and Monetary Affairs
Committee (ECON) Committee has developed expertise in this policy area.
Nevertheless the Parliament has been prone to occasional popular (and
populist) reforms that have not stood up to scrutiny. It has also faced
resource constraints in responding to a legislative framework of such
magnitude. The sheer volume and scope of pending Level 2 measures means
that such constraints are unlikely to ease in the near future. We also reiterate
that national parliaments and the European Parliament have a vital, and
complementary, role to play in the European Union, and that there is scope
for them to engage more effectively with each other. (Paragraph 50)

4.

The Council of the European Union performs a vital function in ensuring
that the views of Member State governments are taken into account. This is
particularly important in the case of the financial sector regulatory
framework, given the scale of the crisis, the volume of the legislation
proposed, and the diverse nature of financial systems across the 28 Member
States. It was understandable that the Council became a forum for
compromise in negotiations on legislative proposals. Yet the Council and its
members must retain their focus on the broad effects of regulatory reform on
the EU as well as on narrow national self-interest. (Paragraph 54)
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The European Council has played a pivotal role in co-ordinating the
response of Member States to the crisis. It has also fulfilled an important
agenda-setting function. It remains to be seen if this was a reflection of the
personal skills and economic expertise of the former President, Herman Van
Rompuy, or whether a prominent role for the President of the European
Council will become a permanent feature of the institutional landscape.
(Paragraph 59)
The role of the European Supervisory Authorities (ESAs)

6.

7.

The three European Supervisory Authorities have endured a baptism of fire
since their inception in 2011. They have been responsible for much good
work in responding to the challenges of the crisis and the substantial
legislative reform programme that has ensued, in particular in upholding the
Single Market in financial services and developing the single rulebook.
Nevertheless they are hampered by a number of fundamental weaknesses:
•

A discernible lack of authority vis-à-vis the other EU institutions, the
ECB, and national competent authorities such as the FCA and PRA;

•

Insufficient independence from the Commission;

•

Marginal influence over the Level 1 legislative process;

•

An inadequate funding structure;

•

A significant lack of resources given the scale of the tasks they have been
asked to perform;

•

Inadequate resources to fulfil effectively their consumer protection
obligations;

•

Insufficient time to ensure effective and wide-ranging consultation in
relation to their Level 2 responsibilities;

•

Insufficient flexibility in the application of legislation and in the
correction of legislative errors. Such inflexibility seriously undermines
the effectiveness of the legislative framework. Given the scale and
complexity of the reforms, the time pressure under which they were
adopted, and the rate at which markets develop, an efficient and flexible
means for the correction of errors and the finessing of rules is of critical
importance. (Paragraph 95)

We welcome the Commission’s report on the ESAs, and its recognition of
the need for short-term and medium-term improvements in their function.
While we do not necessarily endorse all of its proposals, we call on the
Commission to take forward as a priority its programme of reforms. In
particular, we believe that there is a strong case for:
•

Enhancing the ESAs’ input and provision of technical support and
expertise in the Level 1 discussions. As a starting point the Commission
should, as a matter of practice, seek a formal opinion from the ESAs on
its Level 1 proposals. Such input would provide a means to improve
legislative proposals and to ensure that the ESAs were able to
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understand the intentions that lay behind them. We see no good reason
why the ESAs should be excluded from Level 1 discussions;
•

Enhancing the ESAs’ involvement in the development of Commission
Impact Assessments, and requiring the ESAs to provide ex post
assessments of the extent to which legislation meets its regulatory
objectives;

•

Increased resources devoted to fulfilment of the ESAs’ consumer
protection objective;

•

In the medium term, development of a new funding mechanism via the
financial industry, which will in turn help finance a significant increase in
staff resources for the three ESAs. In the short term, the inclusion of
ESA funding as a separate line in the EU Budget in order to underline
the autonomy of the ESAs. (Paragraph 96) (* Recommendation 2)

8.

We also call for the development of a more flexible expedited mechanism
whereby the ESAs can, subject to appropriate scrutiny and accountability
mechanisms, propose technical amendments to legislative texts to take
account of technological developments or to correct errors. One such
mechanism could be to give the ESAs the formal right and obligation to write
to the Commission, copied to the Council and the European Parliament,
pointing out any legislative defects or errors, and the textual amendments
that they would wish to be fast-tracked to correct such defects.
(Paragraph 97) (* Recommendation 3)

9.

A number of simple reforms will help the Level 2 process more generally,
including ensuring that the ESAs are allowed at least 12 months to complete
their Level 2 responsibilities, with flexible rather than fixed implementation
deadlines set out in the Level 1 text, in turn providing sufficient time for
consultation with practitioners and regulators on the detail of Level 2
measures. It is also essential that an effective mechanism is put in place
which, subject to appropriate accountability mechanisms, facilitates the
making of technical amendments to complex Level 2 rules in as prompt a
fashion as possible. (Paragraph 98) (* Recommendation 4)

10.

The ESAs also have a role to play in strengthening their own effectiveness.
We encourage the ESAs to enhance their consultation procedures and their
engagement with smaller, less well-funded and less visible sectors and
industry groupings, including, but not limited to, consumer groups.
(Paragraph 99) (* Recommendation 5)
The EU financial regulatory framework in context

11.

Although it is recognised that issuance of bail-inable debt may raise the cost
of funding for some institutions, the removal of an explicit bail-out guarantee
that eliminates moral hazard should lead to greater market discipline.
Furthermore, the expected short-term bank funding costs could be offset by
a reduction of bank risk and may therefore lower the cost of bank funding in
the future. (Paragraph 109)

12.

We welcome efforts to improve the stability and resilience of the financial
sector. We note in particular the Capital Requirements Directive, Capital
Requirements Regulation and the Bank Recovery and Resolution Directive,
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which are designed to reduce and mitigate the effects of the failure of a
financial institution. Yet such reforms are only able to contain risk rather
than eliminate it. (Paragraph 110)
13.

We are also concerned that reforms designed to solve the problem of ‘toobig-to-fail’ have still not been sufficiently addressed. We are only now
witnessing the early fruits of international discussions on this issue. In the
meantime, the regulatory framework continues to leave taxpayers at risk of
the failure of a large and complex financial institution. (Paragraph 111)

14.

More needs to be done to enhance the transparency and comparability of
financial assets to allow international, European and national competent
authorities properly to regulate and supervise financial institutions, providing
confidence to financial market participants and end users. The EU and
global partners must remain alert to maintaining the resilience of the
financial system to new and emerging risks. To that end we welcome the
work of the Financial Stability Board in seeking to tackle the ‘too-big-to-fail’
dilemma. (Paragraph 112) (* Recommendation 6)

15.

A lack of understanding of the complexity of the financial sector and its
interconnections was a key factor in the scale and depth of the financial
crisis. The EU’s efforts to promote transparency across the financial sector as
a whole are therefore welcome. Having said that, it is important to
acknowledge the markedly different characteristics of each sector of the
market when applying transparency requirements. A flexible approach is
needed to ensure that the right balance is struck between reaping the benefits
of increased transparency and ensuring that the market is able to operate in
an effective and efficient manner. (Paragraph 119) (* Recommendation 7)

16.

We welcome the reforms that have been introduced to strengthen consumer
protection. Nevertheless, there are some flaws in the design of the new
consumer protection tools, rendering them less effective. Excessively detailed
disclosure requirements are unlikely to benefit consumers. Bans on
inducements need to be tightly defined so that it is not possible to
circumvent the rules. The trade-off between choice and protection which is
implicit in the reforms must also be acknowledged. The impact of the new
rules on the retail market should accordingly be carefully monitored by
national regulators and the ESAs. (Paragraph 129) (* Recommendation 8)

17.

We welcome the enhanced protection for consumer deposits in the event of a
bank failure contained in the Bank Recovery and Resolution Directive. Yet
we repeat that such risks can only be contained rather than eliminated. It
remains to be seen how effective such protection will prove to be in the event
of a further systemic crisis in the banking sector. (Paragraph 130)

18.

We acknowledge the concern of a number of witnesses that internal
inconsistencies and gaps are a troubling feature of the single rulebook. Given
the complexity and reach of financial regulation, we also acknowledge that
some internal inconsistency may be unavoidable. But where inconsistency
and incomplete coverage becomes a risk to the Single Market, remedies must
be found. (Paragraph 137)

19.

We call on the Commission to undertake a detailed audit of the most serious
inconsistencies and gaps within the single rulebook, and to take steps to remove
any inconsistencies that create a risk of regulatory arbitrage or significantly
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increase cross-border transaction costs. We also encourage the ESAs in their
supervisory work to continue to be mindful of the need to identify unnecessary
or damaging inconsistencies. (Paragraph 138) (* Recommendation 9)
20.

New regulatory rules need to be consistently implemented and enforced
across all Member States if the single rulebook is to be effective and the
Single Market is to operate efficiently. We urge the Commission to step up
its efforts to make full use of its enforcement powers. (Paragraph 146)
(* Recommendation 10)

21.

There is a trade-off between ensuring complete consistency across the Single
Market in the form of the single rulebook and ensuring that the specific
characteristics of the markets of individual Member States are taken into
account. In saying that, it is essential that discrepancies in implementation
are contained so as to protect the Single Market by ensuring as much
consistency across the EU as possible. (Paragraph 147)

22.

Good regulatory design requires that rules appropriately reflect the specific
features of particular market segments. It also requires that where rules
bearing on particular market activities, such as securitisation, are contained
within a patchwork of rules, care is taken to ensure that such rules do not
result in unintended effects. We call on the Commission to ensure that the
crisis-era reform programme appropriately reflects the particular features of
distinct markets and permits effective and safe securitisation.
(Paragraph 154) (* Recommendation 11)

23.

Smaller firms, some financial services providers (including certain asset
managers) and non-financial firms have been disproportionately affected by
EMIR, AIFMD and CRD IV/CRR. Inappropriate definitions and
requirements have been put in place which have significantly increased the
operational costs for Real Estate Funds, Private Equity Funds and Venture
Capital Funds in particular. This demonstrates the dangers of a lack of
proportionality in financial regulation, and the need to keep in mind the
specific features of the financial sectors in question. We repeat our call for
better quality Impact Assessments before further significant reforms are
introduced. (Paragraph 164) (* Recommendation 12)

24.

It is important to acknowledge the public outcry which the financial crisis
generated and the popular and related political support for reform. It is also
the case that, in principle, a stable and well-regulated financial market should
lead to economic prosperity, creating growth and jobs. We are concerned
that the compliance costs of such a vast set of regulatory reforms may have
been underestimated, and that consequently their value for money was not
properly assessed. It seems also that the knock-on consequences for the flow
of credit to the real economy and for costs for end users, as well as the
chilling effect on competition, were not taken sufficiently into account.
(Paragraph 169)

25.

The problems that have been encountered underline the vital need for
effective Impact Assessments, both during the legislative process and postimplementation, taking full account of the predicted and actual costs of
regulatory reform. (Paragraph 170) (* Recommendation 13)

26.

We note the assessment of our witnesses that there were a few examples of
excessive politicisation of the regulatory framework. Given the ramifications
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of the crisis, it is understandable that some elements of the new EU financial
sector regulatory framework were in part the result of political pressures to
take prompt action, and/or to make the financial sector pay for the crisis.
Such legislation runs the risk of being disproportionate in its application and
economically damaging. Once again, this makes the case for rigorous Impact
Assessments at each stage of the legislative process. (Paragraph 188)
(* Recommendation 14)
The international regulatory agenda
27.

We welcome the efforts of EU leaders to assert the EU’s influence in the
international standard-setting agenda. We note in particular the continuing
efforts to maintain a regulatory dialogue with the US. We reiterate our view
that the EU is right to press the US to include financial services regulatory
matters in TTIP. (Paragraph 214) (* Recommendation 15)

28.

It is difficult to draw a distinction between G20 inspired measures and EUspecific reforms, and therefore to ascertain the extent to which the EU has
been guilty of ‘gold-plating’. This is particularly so given the influence of the
EU and its Member States in the global standard-setting bodies and the
breadth of the G20 agenda. On balance, however, we conclude that the EU
has been at its most effective when implementing core elements of the G20
agenda and that regulatory design problems have been most apparent with
respect to those measures whose connection to the G20 agenda is less
apparent. Chief among these measures are AIFMD and the FTT proposal.
(Paragraph 215)

29.

The EU has also shown a tendency to interpret international standards
according to the characteristics of the EU financial sector. We acknowledge
that a completely level international playing field is unrealistic, at least in the
immediate future, because of the different characteristics of global markets.
Adjustments to take account of EU circumstances are understandable and
sometimes justified. We also acknowledge that differences in
implementation by EU Member States can make it more difficult to achieve
a level international playing field. Yet it is in the long-term interests of the
global financial system for key players, whether in the EU and the US, and
increasingly in Asia and other developing markets, to work together to
ensure that regulatory consistency is maintained. (Paragraph 216)
(* Recommendation 16)

30.

International fora such as the G20, the FSB and IOSCO have a crucial role
to play in this process. They must be supported by the EU and its global
partners, whether in terms of time, commitment and resources, if they are to
prove effective. More specifically, greater co-ordination is needed at the
international level to identify and lay out an effective process for ensuring
international consistency in relation to the treatment of derivatives.
(Paragraph 217) (* Recommendation 17)
The implications for the UK

31.

The Single Market has its imperfections and remains incomplete. Its benefits
are also felt more keenly in the wholesale markets than in retail markets,
where the benefits of cross-border services are less apparent. Nevertheless the
Single Market remains a fundamental driver of growth across the EU and is
thus of demonstrable benefit to the UK economy. Given the UK’s leading

THE POST-CRISIS EU FINANCIAL REGULATORY FRAMEWORK

13

position, the development of the Single Market in financial services is a key
determinant of the continued prosperity of the UK financial services sector.
(Paragraph 221)
32.

The steps towards further eurozone integration, encapsulated in Banking
Union, are an essential precondition for the restoration of growth and
prosperity both in the single currency area and across the EU as a whole. It is
therefore in the UK’s interests that a meaningful process of closer integration
continues. (Paragraph 231)

33.

Such integration has unavoidable consequences for the UK. There is little
sign of eurozone caucusing taking place as yet, but it is certain that the
eurozone will have to integrate even further if the future of the single
currency is to be secured. Safeguards must be put in place to secure the
integrity of the Single Market as well as the rights and interests of noneurozone Member States. (Paragraph 232) (* Recommendation 18)

34.

In that regard, we welcome the UK Government’s successful campaign to
reform the voting rules in the EBA. Yet such safeguards may not last forever,
and voting weights in the Council have changed, giving the eurozone a
qualified majority. Further protection is therefore needed. The new
Commission must renew its commitment to the protection of the Single
Market. The powers, authority and resources of the European Supervisory
Authorities must be strengthened given their pivotal roles in supporting the
single rulebook. We also recommend that the Eurogroup should meet after the
ECOFIN Council rather than before, to reduce the risk of issues coming before
the Council as a fait accompli. (Paragraph 233) (* Recommendation 19)

35.

The UK authorities can also do more to take account of the growing
influence of eurozone bodies such as the ECB and the Eurogroup. We
welcome the fact that strong working relationships exist between the Bank of
England and the ECB. Effective structures of co-ordination must be
maintained in order to ensure that the UK’s influence in the design of
regulatory and supervisory structures is maintained. (Paragraph 234)
(* Recommendation 20)

36.

We acknowledge that elements of the financial sector regulatory framework
have proved particularly problematic for the UK. The bank remuneration
provisions in CRD IV, AIFMD and the longstanding arguments about the
Financial Transaction Tax are three cases in point. There are also less
prominent examples, not least in relation to the retail market.
(Paragraph 241)

37.

Yet with these exceptions, it is likely that the UK would have implemented
the vast bulk of the financial sector regulatory framework had it acted
unilaterally, not least because it was closely engaged in the development of
the international standards from which much EU legislation derives.
(Paragraph 242)

38.

We acknowledge that UK regulation goes further than the EU baseline in a
number of prominent cases. The arguments for and against gold-plating are
finely balanced. On the one hand, the specific features of a financial market
as developed as that in the UK need to be taken into account. On the other,
the more regulatory inconsistency that is created, the greater the threat of
regulatory arbitrage and of competitiveness risks. Such inconsistencies also
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stand as impediments to the smooth functioning and development of the
Single Market in financial services. On balance, we find that while it may
sometimes be necessary to take account of the distinctive features of the UK
markets, the assumption must remain that the advantages of consistency
across the Single Market should prevail unless there is a clear and
demonstrable case why this should not be so. (Paragraph 243)
39.

It is fundamentally important that the Government must ensure that the UK
is not perceived by EU colleagues to be pursuing an obstructionist or purely
self-interested agenda. The Government needs to demonstrate by its actions
and its words that it has the best interests of the Single Market and the EU as
a whole at heart, and not just the UK’s own narrow interests.
(Paragraph 260) (* Recommendation 21)

40.

It is gratifying to hear that the UK’s expertise in relation to financial services
is still respected. Yet it is our belief that the UK’s influence over the
legislative process continues to diminish. We identify several possible causes:
•

The impact of the ongoing debate about the UK’s place in the European
Union on opinions about the UK;

•

A perception of growing UK antipathy to “Brussels regulation”;

•

The indirect effect of hostility towards the financial services industry in
light of that sector’s prominence in the UK economy;

•

An occasionally unhelpful tone and attitude on the part of UK
authorities when dealing with EU counterparts;

•

Insufficient commitment to the hard graft of effective lobbying,
negotiation and alliance-building;

•

A declining influence in the European Parliament, in spite of the hard
work of those UK MEPs who remain constructively engaged;

•

A paucity of senior UK officials in EU institutions. (Paragraph 261)

41.

The UK Government must act urgently to increase the UK’s influence over
the future development of the financial sector regulatory framework. One
practical step would be to place greater emphasis on the value of a career in
the Brussels institutions for UK officials. A second would be to ensure that
the UK seeks to influence the policy debate at the earliest opportunity. A
third would be to enhance contact between UK authorities and MEPs not
only from the UK but from all Member States. Given the importance of the
financial sector to the UK economy, the Government would be failing in its
duty to protect the interests of the UK if it did not do everything possible to
enhance its influence among the EU institutions. (Paragraph 262)
(* Recommendation 22)

42.

In addition, all UK MEPs need to play a full and active part in the work of
the Parliament and its Committees if the UK’s influence within the
European Parliament is to be enhanced. To that end, we also acknowledge
this Committee’s own responsibility to ensure that good relations between
national parliaments and the European Parliament are maintained.
(Paragraph 263) (* Recommendation 23)
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We acknowledge that the EU must have confidence in its ability to regulate
the City of London effectively if it is to retain its faith in and commitment to
the City’s continuing function as the global financial centre for the EU. The
prosperity of the City of London, and the financial services industry that it
hosts, is in the interests not only of the UK but of the EU as a whole.
(Paragraph 267)
The future

44.

The pace and scale of legislative reforms over recent years were
unprecedented. We sympathise with the pleas of the financial services
industry for a period of calm and with its desire for a definitive end point to
the process of reform. We agree that the legislative programme needs to slow
down in order to enable industry to get to grips with the changes that have
been made and to ensure effective implementation of the reforms that have
already been agreed. (Paragraph 276) (* Recommendation 24)

45.

Yet the vision of a fixed and completed regulatory framework is likely to prove
a mirage. The financial sector is constantly evolving, and financial sector
regulation will need to keep up. It is both unwise and unrealistic to set an
artificial
end
point
to
the
reform
process.
(Paragraph 277)
(* Recommendation 25)

46.

At the same time, the Commission should bring forward legislation only
where the case for action has been effectively made. We have already
criticised the Commission for a tendency to judge its effectiveness by its
legislative output. We accordingly call on the new Commission to resist any
urge to legislate without clear evidence of necessity. Increased regulatory
stability is now highly desirable. (Paragraph 278) (* Recommendation 26)

47.

We acknowledge that the shadow banking sector plays a pivotal role in the
smooth operation of the economy, and in particular as a much-needed
alternative financial driver to the regulated banking sector. Regulation
intended to contain the risks of shadow banking must not prejudice its
benefits to the wider economy and, in particular, its ability to support
capital-market-based funding. Over-regulation will only drive risk into
further unregulated areas. Reform must make shadow banking safer but not
suppress it. (Paragraph 287) (* Recommendation 27)

48.

The case for monitoring and regulation of the shadow banking sector is a
strong one, in particular to take account of the shift in risk from the regulated
sector into the unregulated sector, and the incentives which the enhanced
regulation of banks has created for activities to move outside the regulated
sector. Little is known about the intricacies of the shadow banking sector
compared to the regulated banking sector. Enhanced transparency and
understanding of the sector is therefore vital if systemic risks are to be
identified and dealt with. (Paragraph 288) (* Recommendation 28)

49.

The Commission’s proposals for bank structural reform are highly
contentious, particularly given that Member States including the UK,
Germany and France have already brought forward structural measures at
national level. This illustrates many of the failures in the legislative process
that we have highlighted, including a counter-intuitive scheduling of
legislative reforms. The optimal moment for bank structural reform had
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passed by the time the proposal was brought forward in the dying days of the
old European Parliament and Commission. (Paragraph 294)
50.

Nevertheless, we are concerned that the financial sector is overstating its
objections in an effort to encourage the Commission to drop the proposals.
The lack of consistency between the Volcker, Vickers and Liikanen models,
not to mention the national reforms taken forward by Germany and France,
is far from ideal. The case for seeking to create greater harmonisation of bank
structural rules across the EU is thus, in theory, a strong one. Nevertheless,
the political reality is that it will now be very difficult to reach agreement on
the proposal. Whether the Commission and the co-legislators have either the
commitment or the resolve to reach such an agreement is open to doubt.
(Paragraph 295)

51.

The need for growth to be restored to the EU becomes more urgent by the
day. Fears that the EU may slip yet again into recession have been
exacerbated by the growing threat of a deflationary spiral. The Commission
must do all it can to promote growth, in particular by promoting access to
finance for SMEs. We welcome the fact that the co-legislators have reached
agreement on the European Long-Term Investment Funds (ELTIFs)
regulation. (Paragraph 306) (* Recommendation 29)

52.

The new Commission’s efforts to promote a growth agenda through the
proposed Investment Plan for Europe are also to be welcomed. But primary
responsibility for restoring growth and competitiveness remains with
Member States, who must promote growth-friendly policies, and press on
with structural reforms and the completion of the Single Market. Creditor
Member States have their own obligations to stimulate growth and demand.
(Paragraph 307) (* Recommendation 30)

53.

We welcome the concept of Capital Markets Union, which has the potential
to be an important and necessary initiative by the Commission, and a logical
step towards completion of the Single Market. Opening up the EU’s capital
markets is a fundamental means of countering the overreliance on bank
funding in the EU, and of enabling SMEs to access finance in a more
effective way. Capital Markets Union provides an ideal opportunity for
addressing securities law, reviewing the Prospectus Directive and considering
the role of crowdfunding as a funding tool. Nevertheless, we caution against
Capital Markets Union being used as a justification for a further wave of
legislation. (Paragraph 315) (* Recommendation 31)

54.

Capital Markets Union presents a golden opportunity for the UK to promote
the importance of capital markets, as an alternative to bank funding, in the
functioning of the EU economy. It is therefore imperative that the
Government ensures that the UK is at the front and centre of the debate
about Capital Markets Union in the months ahead. It also provides a means
to demonstrate afresh that the City of London, and the financial sector which
is centred there, is an asset not only to the UK economy but to the EU as a
whole. (Paragraph 316) (* Recommendation 32)
Overview

55.

The post-2008 financial crisis was the most severe in living memory, and its
effect is still being felt today. The ramifications for the EU have been
particularly acute, and the 41 legislative proposals have brought about a
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radical transformation in the EU financial sector regulatory framework.
Given the scale of the task they faced in responding to a once-in-a-generation
crisis, the EU institutions have performed well in achieving significant reform
of the framework. Yet that regulatory framework inevitably contains some
weaknesses. The role of the ESAs needs to be strengthened. Some regulatory
reforms were the result of political pressures to take prompt action, and/or to
make the financial sector pay for the crisis. The need to promote the growth
agenda was only belatedly recognised. There was not enough recognition of
the cumulative impact of the reforms on the financial sector. (Paragraph 317)
56.

It was also inevitable, given the amount of new legislation, its broad range
and the speed of its introduction, that there would be a number of
inconsistencies, rough edges and elements which, with the benefit of
hindsight, were disproportionate or even misguided. We welcome the
commitment of the new European Commissioner for Financial Stability,
Financial Services and Capital Markets Union, Lord Hill of Oareford, to
“look not just at individual measures where reviews are already written in to
European legislation, but at the cumulative effect of the different pieces of
legislation.” With that commitment in mind, we recommend that the
Commission launches a thoroughgoing internal audit of the entire legislative
framework to date, with a view to making recommendations both to remedy
those key weaknesses in the current framework and to point up lessons
learned in handling the crisis which might be applied in any future crisis of
similar magnitude. (Paragraph 318) (* Recommendation 33)

57.

The coming months and years provide an opportunity to take stock and to
ensure effective implementation of the reforms that have already been
introduced. Yet the financial sector will not stand still, and the regulatory
framework will need to keep up. The economic challenges facing the EU are
immense. In that vein we welcome the Commission’s proposals for an
Investment Plan for Europe and for a Capital Markets Union. Yet the
responsibility for promoting growth and prosperity lies not only with the
Commission and the EU institutions but with every Member State. There
can be no excuse for a failure to act. (Paragraph 319)

The post-crisis EU financial
regulatory framework: do the pieces
fit?
CHAPTER 1: THE REGULATORY FRAMEWORK IN CONTEXT
The outbreak of the crisis and the EU’s regulatory response
“In 2008, the world was hit by a financial crisis which was global in scale
and imposed significant costs on the EU economy and its citizens. In the
immediate aftermath of the crisis, the EU took the lead in a decisive
global regulatory response. Together with its international G20 partners,
the EU committed to engage in a fundamental overhaul of the
regulatory and supervisory framework of the financial sector.”
So stated the European Commission. 1 On 15 April 2014 (quickly dubbed
‘Super Tuesday’) the European Parliament adopted a final suite of legislative
measures relating to the EU’s substantial crisis-era reform programme. This
reform agenda—a set of some 40 legislative proposals and accompanying
radical institutional reforms—has led to a fundamental reconfiguration of EU
financial law. Rules, supervision, and the institutional structure of
supervision have all been affected in a way never before seen in democratic
countries. EU law in this area has both significantly increased in breadth—
harmonised rules now govern nearly all financial services activity in the EU—
and in depth—the crisis-era agenda has seen a swathe of market participants,
including non-financial participants, drawn into the regulatory net.
The EU reforms are multi-dimensional and many can be linked to the G20
crisis-era reform agenda. Some, such as European Market Infrastructure
Regulation and the Capital Requirements Directive IV (CRD IV) and
Capital Requirements Regulation (CRR), are very closely associated with the
G20 agenda and its concern to secure financial stability. Others, such as the
Alternative Investment Fund Managers Directive (AIFMD), the Short
Selling Regulation, and the proposed Financial Transaction Tax (FTT),
primarily reflect EU-specific crisis-era concerns and political conditions. As
we set out in Chapter 4, some of these reforms might be regarded as illadvised or excessively politicised. Others are mainly concerned with reforms
to longstanding EU measures but have been coloured by the financial crisis
and the G20 agenda (such as the revised Markets in Financial Instruments
Directive (MiFID II) and Regulation (MiFIR)). Still others are EU-specific
institutional reforms, such as the Banking Union framework and the
establishment of the European Supervisory Authorities (ESAs).
The major legislative reforms are set out in Appendix 4. The list
demonstrates that the legislative programme has emerged over time, with the
first reforms coming into force during 2009. All of the main reforms will have
come into force in early 2017 although some measures have later
implementation dates.
1

Communication from the Commission: A reformed financial sector for Europe, COM(2014) 279 FINAL
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Categorising the nature and objectives of the legislative response
The regulatory framework seeks to achieve various objectives:
•

Restoring and deepening the EU Single Market in financial services;

•

Establishing a Banking Union;

•

Building a more resilient and stable financial system;

•

Enhancing transparency, responsibility and consumer protection to
secure market integrity and restore consumer confidence; and

•

Improving the efficiency of the EU financial system. 2

The European Parliament Economic and Monetary Affairs Committee
(ECON) has had responsibility for examining the legislation in close detail.
Its former Chair, Sharon Bowles, usefully categorised the legislation as
follows: 3
•

Legislative proposals that were already in train when the financial crisis
erupted, and which were modified to take account of its effects;

•

Regulation deriving from the G20 agenda;

•

Efforts to update elements of the original 1999 EU Financial Services
Action Plan which were due for review;

•

Legislation seeking to remove barriers to the completion of the Single
Market;

•

Elements where the EU had sought to lead the way in the global
response to the crisis, as well as outstanding proposals where work has
yet to be completed;

•

Banking Union; and

•

The creation of the European Supervisory Authorities (ESAs).

We now set out the main driving forces behind the regulatory reform agenda.
The international agenda
A defining feature of the reforms is that they were shaped by the EU’s
obligations to implement the G20-driven international standards on financial
sector regulation. The EU crisis-era measures which are most strongly
associated with the G20 agenda are as follows:
•

2

Ibid.

3

Q2

The reforms to bank capital, liquidity, leverage, and prudential
regulation (including with respect to remuneration) generally contained
in the 2013 CRD IV/CRR package. These reflect the G20 concern to
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reduce procyclicality 4 and systemic risk, and implement the related Basel
III agreement.
•

The reforms relating to resolution, including the 2014 Bank Recovery
and Resolution Directive (BRRD), which reflects the G20 ‘too-big-tofail’ agenda and related Financial Stability Board (FSB) standards.

•

The shadow banking reforms. The G20 agenda on shadow banking, and
related FSB standards, is reflected in a range of measures, including the
CRD IV/CRR package and the 2013 Money Market Funds (MMFs)
Proposal.

•

The securities and derivatives market reforms. The 2012 European
Market Infrastructure Regulation (EMIR) and the 2014 MiFID
II/MiFIR package are together designed to foster extensive reforms to
the structure of the over-the-counter (OTC) derivatives market. They
are also designed to enhance derivatives market transparency, thereby
implementing G20 obligations and the related extensive standards
adopted by the international standard-setting bodies (SSBs), including
IOSCO. 5 The reforms to trading market transparency contained in the
MiFID II/MiFIR package also reflect the G20 agenda.

•

The G20 agenda on credit rating agencies is reflected in the reforms
contained in the Credit Rating Agency (CRA) Regulations I (2009), II
(2011), and III (2013).

•

The reforms to the financial reporting regime applied in the EU through
implementation of the International Financial Reporting Standards
(IFRS) reforms also reflect the G20 agenda.

These EU measures have, however, also typically built on the G20 agenda
commitments to varying degrees, depending on the particular
political/institutional context and the distinct features of the EU financial
system.
We explore these issues in detail in Chapter 5.
Deepening the Single Market and the creation of the single rulebook
The Commission asserted that “the financial crisis showed that no Member
State alone can regulate the financial sector and supervise financial stability
risks when financial markets are integrated.” 6 While the 1999–2005
Financial Services Action Plan reforms had ensured that detailed harmonised
rules governed much of the EU financial system, there remained: a number
of non-regulated sectors; silo-based divergences in how rules applied to
functionally-similar participants, services, and products; minimum standards
which caused implementation difficulties; and dangers of divergence at
national level with consequent regulatory and supervisory risks.
4

Procyclicality emerged as a major threat to financial stability over the financial crisis. In the context of the
financial crisis reforms, it is associated with the systemic underestimation and overestimation of the risks to
which the banking sector is exposed. This can lead to high levels of growth but poor risk assessment during
an upward economic/financial sector cycle, to strong risk aversion during downward cycles, and to related
financial system inability and weakness in the real economy.

5

The International Organization of Securities Commissions.

6

A reformed financial sector for Europe
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This sometimes led to uncertainty among market participants operating
cross-border (particularly cross-border groups); facilitated regulatory
arbitrage; generated inefficiencies, including in the field of risk management;
and undermined incentives for mutually-beneficial cooperation.
The financial crisis exposed major failures in the pre-crisis rulebook. Many
market participants and asset classes operated outside the rulebook,
reflecting the pre-crisis tolerance of self-regulation and faith in market
discipline. This arose from pressure, often from the UK, for ‘light-touch’
regulation, and, as in the USA, excessive respect for the wisdom of the
markets. The rulebook also failed to address the risks arising from system
interconnectedness. Accordingly, it proved inadequate in monitoring and
containing the dangerous build-up of risk in the EU financial system prior to
the outbreak of the financial crisis. It also failed to respond to the
institutional and supervisory issues raised by cross-border crisis management.
When the crisis erupted the EU, and indeed others, were ill-equipped to
respond.
The Commission therefore sought to ensure a consistent response to the
crisis across the EU, which would also allow for better co-ordination with
international partners. Reflecting the de Larosière Group Report, 7 which
called for a consistent set of rules, the Commission proposed the
establishment of a ‘single rulebook’, providing a single regulatory framework
for the financial sector and its uniform application across the EU.8
Much of the EU legislative agenda can be associated with this concern,
including:
•

The expansion of the market abuse regime and its transformation from a
directive into a regulation (2014 Market Abuse Regulation (MAR));

•

The widening of the regulatory perimeter for trading venue regulation by
MiFID II/MiFIR and the extension by MiFID II of the conduct regime
applying to the distribution of investment products to cover depositbased investment products;

•

The detailed banking rulebook imposed by the CRD IV/CRR package;

•

The detailed insurance rulebook (2009 Solvency II Directive and 2014
Omnibus II Directive);

•

The introduction of a new regime governing fund management (other
than ‘UCITS’ fund management 9) by the 2011 AIFMD;

•

The tightening of the ‘UCITS’ fund management regime, particularly by
means of the much enhanced harmonisation of depositary rules (2014
UCITS V Directive);

7

The High Level Group on Financial Supervision in the EU, Report (25 February 2009):
http://ec.europa.eu/internal_market/finances/docs/de_larosiere_report_en.pdf [accessed 9 January 2015]

8

A reformed financial sector for Europe

9

The ‘UCITS’ (Undertakings for Collective Investment in Transferable Securities) regime is long
established and very broadly, is directed to retail-market-oriented funds.
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•

The extension of the insurance mediation regime and the application of
more intensively harmonised rules (the 2012 Insurance Mediation
Directive II Proposal);

•

The cross-sector harmonised regime which now applies to the disclosure
required on investment products (the 2014 Packaged Retail and
Insurance-based Investment Products Regulation (PRIIPs Regulation); 10
and

•

The enhancements to the pan-EU statutory audit regime (2014
Statutory Audit Regulation).

There is also an association between the single rulebook agenda and the
significantly increased reliance on ‘Level 2’ detailed rules to expand crisis-era
measures, as well as with the establishment of the new ESAs.
The creation of the European Supervisory Authorities (ESAs)
The financial crisis triggered a debate about how best to redesign the
institutional structure supporting the EU financial system of supervision.
These issues were examined by the de Larosière Group, whose
recommendations were accepted by the European Commission. In
September 2010 EU legislation was passed which laid the foundation of a
new EU supervisory institutional architecture.
The new European System of Financial Supervision (ESFS), which came
into effect in January 2011, is based on a network model. Supervision
remains, for the most part, at national level and with national
competent/regulatory authorities (NCAs). The three new European
Supervisory Authorities (ESAs) are, though, charged with distinct
supervisory and quasi-regulatory responsibilities designed to enhance panEU supervision and rule-making. They operate on a sectoral basis and
comprise: the European Banking Authority (EBA); the European Securities
and Markets Authority (ESMA); and the European Insurance and
Occupational Pensions Authority (EIOPA). 11 The European Systemic Risk
Board (ESRB) also forms part of the ESFS and is charged with monitoring
the pan-EU financial system for macroprudential/systemic risks. It coordinates closely with the ESAs and NCAs and can exercise a range of
related ‘soft’ powers, notably with respect to giving warnings on
macroprudential and systemic risks.
We explore the role of the ESAs in more detail in Chapter 3.
Banking Union
The Commission stated that the crisis highlighted weaknesses in the
institutional structure supporting the economic and monetary union. As the
European banking market began to fragment, the integrity of the euro and
10

The regime was originally termed the Packaged Retail Investment Products Regulation (the PRIPs
Regulation) but was changed to the Packaged Retail and Insurance-Based Investment Products Regulation
(the PRIIPs Regulation) during the final negotiations to reflect more accurately the scope of the new
regime. In particular, it extends to insurance-based investment products and includes, for example, powers
for EIOPA to prohibit the sale of certain insurance-based products.

11

See European Union Committee, The European Financial Supervisory Framework: An Update (20th Report,
Session 2010–12, HL Paper 181)
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the Single Market was called into question. Furthermore, the
interconnections between Member States and their national banking systems
had a negative impact on sovereign financing, weakening banks and the
financial system even further. The Commission called for “deeper
integration, at least in the euro area, for the supervision and resolution of
banks”. 12
The result was the creation of a European Banking Union, described by the
Commission as “probably our most ambitious common project since the
creation of the euro”. 13
The Banking Union construct comprises two main elements:
•

A Single Supervisory Mechanism (SSM) which transferred key
supervisory tasks for major banks in the euro area and in other Member
States choosing to participate in Banking Union to the European Central
Bank (ECB), as of November 2014. 14 In preparation for taking on this
role, the ECB conducted an Asset Quality Review (AQR) and, in
conjunction with the EBA, stress tests of banks.

•

A Single Resolution Mechanism (SRM) which introduced an integrated
resolution process at European level for all banks in Member States
subject to the SSM. Resolution will be financed in the first place by
shareholders and creditors and, as a final recourse, by a Single
Resolution Fund, funded through bank contributions.

The third leg of Banking Union as originally proposed, a Single Deposit
Guarantee Mechanism, was quickly dropped under pressure from Germany.
Banking Union can also be associated with the European Stability
Mechanism which can be deployed to recapitalise Banking Union banks,
subject to the relevant conditions being met.
This Committee has compiled two detailed reports on Banking Union. The
first, European Banking Union: key issues and challenges, assessed the Single
Supervisory Mechanism. 15 The second, ‘Genuine Economic and Monetary
Union’ and the implications for the UK focused on the Single Resolution
Mechanism. 16
Assessing the regulatory framework agenda
While there has been widespread recognition of the necessity of the reforms,
their scale and intensity has inevitably given rise to debate. For instance, the
UK Government observed that:

12

A reformed financial sector for Europe

13

European Commission, Internal Market and Financial Services, Five years of laying the foundations of new
growth in Europe, (2014): http://ec.europa.eu/internal_market/publications/docs/legacy/legacy_en.pdf
[accessed 9 January 2015]

14

The ECB exercises direct supervisory control over 120 significant banks and banking groups and is
responsible for the SSM as a whole.

15

European Union Committee, European Banking Union: Key issues and challenges (7th Report, Session 2012–
13, HL Paper 88)

16

European Union Committee, ‘Genuine Economic and Monetary Union’ and the implications for the UK (8th
Report, Session 2013–14, HL Paper 134)

THE POST-CRISIS EU FINANCIAL REGULATORY FRAMEWORK

25

“A significant overarching feature of EU financial services regulation
since the financial crisis has been its sheer quantity. Over the last ten
years, there has been a roughly ten-fold increase in the volume of EU
law on financial services as international standards have become more
detailed and national rules have been replaced by EU-level rules, many
of which are additional to rules that legislate and implement global
commitments.” 17
Our witnesses cited a number of specific concerns, including:

17

•

The quality, effectiveness, and flexibility of the EU legislative process,
including the role played by the ESAs, and related inconsistencies and
implementation risks in the new regulatory regime, particularly given the
rigidity in the legislative process and an inability to correct errors
quickly;

•

The appropriate application of maximum harmonisation and, in
particular, the optimal location (whether at EU or Member State level)
of financial stability-oriented intervention;

•

The need to look out for unintended consequences;

•

The overall impact of the regime and in particular the cost for the
financial sector (and by implication for consumers of financial products)
of compliance with the regulatory agenda;

•

The disproportionate impact of the reforms upon certain elements of the
financial sector, including upon non-financial counterparties and upon
elements of the asset management sector;

•

The potentially prejudicial impact of the new regime on growth, despite
the need for the EU to adopt growth as a priority objective, and the risk
that the post-crisis Capital Markets Union agenda might increase the
regulatory burden rather than embed the growth agenda;

•

The need for a period of calm in the regulatory agenda to allow markets
and institutions to focus on implementation and to ensure effective
supervision follows, balanced by support for review of problematic
elements of the major measures;

•

The ability of the EU appropriately to address emerging risks and its
treatment of ongoing reforms, including the shadow banking and ‘toobig-to-fail’ reforms;

•

Potential conflict between the Single Market and its single rulebook and
attempts to stabilise and strengthen the eurozone;

•

The need to take account of the impact of the new regime on the
international market and on third country access to the EU.

HM Government, Review of the Balance of Competences between the United Kingdom and the European Union:
The Single Market: Financial Services and the Free Movement of Capital (Summer 2014):
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/332874/2902400_BoC_Free
domOfCapital_acc.pdf [accessed 9 January 2015]
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This report
The reform programme is not yet at an end. The Commission has stressed
that agreement on key legislative proposals such as those relating to bank
structural reform, shadow banking and financial benchmarks remain
outstanding. In addition, the new Commission President, Jean-Claude
Juncker, has asked the new UK Commissioner, Lord Hill of Oareford, to
take forward proposals for a ‘Capital Markets Union’. 18 Nevertheless, the
Commission has publicly stated that the majority of reforms have now been
agreed. 19
Witnesses pointed out that it was too early for a final analysis of the
regulatory framework.20 Much of the legislation has yet to come into force
and the extent to which the various legislative dossiers complement or
conflict with one another will only become apparent as it does so. In
addition, many of the dossiers will indeed be subject to automatic review
over the next three to five years.
Nevertheless, the completion of the initial programme of legislative reforms,
together with the election of a new European Parliament in May 2014 and
the appointment of the new European Commission in November 2014,
presents an opportunity to take stock of the reforms.
In reaching our conclusions we have been aided by oral and written evidence
received from key participants, experts and stakeholders in the regulatory
reform agenda. We also took evidence during a visit to Brussels in September
2014. Witnesses to our inquiry included:
•

Michel Barnier, the then Commission Vice-President and Commissioner
for the Internal Market and Services;

•

Andrea Leadsom MP, Economic Secretary to the UK Treasury;

•

Andrew Bailey, Deputy Governor for Prudential Regulation, Bank of
England;

•

Sir Jon Cunliffe, Deputy Governor for Financial Stability, Bank of
England;

•

David Lawton, Director of Markets, and Christopher Woolard, Director
of Policy, Financial Conduct Authority (FCA);

•

David Rule, Executive Director,
Regulation Authority (PRA);

•

Andrea Enria, Chairperson, European Banking Authority (EBA);

•

Verena Ross, Executive Director, European Securities and Markets
Authority (ESMA);

Prudential

Policy,

Prudential

18

See Chapter 7.

19

A reformed financial sector for Europe

20

See for instance Q 3 (Sharon Bowles), Q 80 (Wim Mijs) and QQ 187, 192 (Sally Dewar, Managing
Director, JP Morgan).
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•

Sharon Bowles, former Chair of the European Parliament Economic and
Monetary Affairs (ECON) Committee;

•

Douglas Flint, Group Chairman of HSBC Holdings plc;

•

Leading representatives of the financial sector, thinktanks, politicians
and academic experts.

We are grateful to all our witnesses.21 We are particularly grateful to
Professor Niamh Moloney, Professor of Law, London School of Economics,
who acted as Specialist Adviser for this inquiry.
We trust that the end result will be a helpful resource to policymakers and
practitioners both in the UK and the EU, as they grapple with the effects of
the massive legislative enterprise that is now nearing its completion. In that
spirit, we make this report to the House for debate.

21

A full list of witnesses is set out in Appendix 2. The list of Committee members and declarations of interest
is set out in Appendix 1. The inquiry Call for Evidence is set out in Appendix 3.
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CHAPTER 2: THE ROLE OF THE EU INSTITUTIONS
Overview
This chapter examines the role of the EU institutions in the development of
the financial sector regulatory framework. In particular, we examine:
•

The Commission;

•

The European Parliament;

•

The Council of the European Union (also referred to as the Council of
Ministers);

•

The European Council.

The Commission
The Commission played a key role in laying out the proposed new financial
regulatory framework and in setting the general policy direction of the crisisera reforms.
Many of our witnesses were positive about the Commission’s role. David
Lawton told us that it had been a mammoth undertaking to bring forward 41
pieces of legislation. This was particularly impressive given that no-one had a
comprehensive blueprint in mind in 2008. 22 Karel Lannoo, Chief Executive
Officer, Centre for European Policy Studies, thought that the outgoing
Commissioner for the Internal Market and Services, Michel Barnier, had
done a good job in piloting the majority of these legislative reforms.23
Professor Lucia Quaglia, Professor of Political Science, University of York,
thought that the Commission had sought to balance what was economically
feasible with what was politically feasible. 24 Sir Jon Cunliffe said that the
Commission had by and large done a good job in implementing the G20
agenda, although there were inevitably compromises. 25 The Minister, Andrea
Leadsom MP, noted the scale of the challenge that the Commission had
faced in responding to the worst financial crisis in history. She said that the
UK Government’s view was that the majority of the reforms were the right
things to have done. 26
Sharon Bowles said that the Commission took consultation and the input
from the financial sector seriously. 27 Mike Vercnocke, Head of Office, City of
London Office in Brussels, noted that the City of London’s relationship with
the Commission was improving as the latter realised it had initially gone too
far in terms of impinging upon the effectiveness of the market.28
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Understandably given the scale of the challenge, some problems had arisen.
Nicolas Véron, Senior Fellow at Bruegel and Visiting Fellow at the Peterson
Institute for International Economics, thought that Michel Barnier’s “famous
colour-coded table of pieces of legislation gave the impression that the
Commission was about quantity not quality, which was not necessarily the
right signal to give”. 29 Mike Vercnocke and the International Regulatory
Strategy Group (IRSG) suggested that the sequencing of the legislation was
counter-intuitive, for instance in pursuing AIFMD ahead of shoring up the
banking sector. 30
Christos VI Gortsos, Professor of International Economic Law, Panteion
University of Athens, stated that the political pressure to act swiftly meant
that some legislation lacked a robust cost-benefit analysis of its impact. 31
Citing EMIR as an example, Colin Tyler, Chief Executive, Association of
Corporate Treasurers, agreed that there was “no walk-through test for new
legislation” as to whether it would work in practice. 32
Anthony Browne, Chief Executive, British Bankers’ Association (BBA) was
critical of the Commission’s Impact Assessments, some of which, he pointed
out, had not survived close scrutiny even by the other EU institutions. 33 The
Minister agreed. 34 One particular concern was the lack of a mechanism for
measuring the impact of substantive amendments made during the legislative
process. The IRSG said that this was a problem given the extent to which
some legislative texts were radically transformed during the negotiation
process.35
Some witnesses drew attention to the resource pressures that the crisis had
given rise to. Professor Simon Gleeson, Partner, Clifford Chance, thought it
“suboptimal” that in spite of the fact that DG MARKT had quintupled its
workload, its staffing did not increase at all.36
Simon Gleeson added that one of the most serious policymaking errors in
Brussels was a failure to look in the round at the overall impact of the
legislative programme. 37 Douglas Flint told us:
“The financial system is a bit like a big jigsaw box and the regulatory
reforms are effectively pieces thrown into the jigsaw box, but no one is
given the lid with the picture on it … Everything that has been done so
far has been done with good intent, but when you add it all together, is
it coherent within itself?” 38
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We acknowledge the daunting and unenviable task that the
Commission faced in responding to a once-in-a-generation crisis. In
that context, the sheer output and workrate of the Commission is to
be admired. Unsurprisingly, the scale of the crisis placed the
Commission under intense strain, not least in terms of stretched
resources. As a result, the expected high standards of consultation
and impact assessments were not always maintained. The
Commission should also have focused more on the overall impact
rather than the quantity of its legislative output. Yet this should not
detract from the credit due to the Commission for its diligence in
designing a legislative response to the worst financial crisis in living
memory.
We welcome the new Commission’s efforts to promote Better
Regulation, led by First Vice-President Frans Timmermans. A key
component of Better Regulation should be to ensure that a full
assessment is undertaken of the impact of substantive amendments to
legislation made during the negotiating process. While the Council
and Parliament are primarily responsible for post-proposal changes,
we urge the Commission to take the lead in ensuring effective impact
assessment of major revisions is carried out. A mechanism for the
swift reallocation of resources within the Commission to where it is
most needed at a time of crisis also needs to be put in place.
The European Parliament
The Lisbon Treaty, which came into force in 2009, gave the European
Parliament legislative powers over 40 new fields, thus enhancing its powers
of co-decision, alongside the Council of Ministers, over a majority of
legislative proposals. This has had a marked impact on the balance of powers
and responsibilities amongst the EU institutions.
A number of serving or former MEPs stressed the importance of the
European Parliament’s work. Dr Kay Swinburne MEP asserted that it was
the most important institution in terms of influencing legislation and
providing democratic accountability. Although MEPs were not always
experts on the fine detail of the regulations that came before them,
Parliament was getting better at taking account of evidence and data before
it legislated. 39 Former MEP and ECON Committee Chair Sharon Bowles
praised the work of the European Parliament in improving legislation such
as CRD IV. 40 She also observed that it had grown in stature during the
crisis.41
Other witnesses came to similar conclusions. Anthony Browne thought that
the European Parliament did an extraordinary job improving and passing the
legislation, in particular given that it was not resourced to do so. 42 Karel
Lannoo agreed, noting that the Parliament was often underestimated but had
done a huge job. 43 Benoit Lallemand, Acting Secretary-General, Finance
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Watch, noted the “pretty scary” number of amendments that the European
Parliament proposed. 44 Sharon Bowles said that 30–40% of a legislative text
was altered during the legislative process. 45
Others painted a more nuanced picture. Professor Kern Alexander, Chair for
Law and Finance, University of Zurich, thought that the ECON Committee
has blossomed during the crisis and that no-one in 2008 had expected it to
play such an important role. On the other hand, amendments such as the
bank remuneration provisions in CRD IV were the sort of “prescriptive,
legislative regulation at the EU level [that] has not really produced beneficial
results in the EU.” 46 Simon Gleeson thought that the European Parliament
had been a surprisingly effective vehicle for making small improvements to
legislation. By contrast, when it sought to undertake grand projects like the
bank remuneration provisions in CRD IV, “they tend to be embarrassing or
wrong”. 47 Although Standard Life described the work of the European
Parliament as invaluable, it stressed that surprise last-minute amendments
could also incur significant planning costs for firms. 48 We explore some such
cases in Chapter 4.
One specific concern related to the European Parliament’s ability to
scrutinise Level 2 measures. Karel Lannoo warned that there was insufficient
democratic accountability: “Parliament has three months to react, and if it
does not react, it is adopted. That means that the Commission has almost a
free hand.” 49 Kay Swinburne MEP conceded that the European Parliament
faced resource constraints with regard to oversight of Level 2. This was a
particular issue given her statement that 420 pieces of Level 2 legislation
were coming down the track. 50 We explore this issue in more detail in
Chapter 3.
The European Union Committee’s 2014 report on The Role of National
Parliaments in the European Union reflected on the importance of interparliamentary co-operation. It concluded that “national parliaments and the
European Parliament have a vital, and complementary, role to play in the
European Union … There is scope for national parliaments and the
European Parliament to engage more effectively with each other, sharing
information and debating key policies.” 51
The European Parliament has played an equally diligent role in its
scrutiny of all aspects of the EU financial sector regulatory
framework. We particularly acknowledge the way in which its
Economic and Monetary Affairs Committee (ECON) Committee has
developed expertise in this policy area. Nevertheless the Parliament
has been prone to occasional popular (and populist) reforms that
have not stood up to scrutiny. It has also faced resource constraints in
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responding to a legislative framework of such magnitude. The sheer
volume and scope of pending Level 2 measures means that such
constraints are unlikely to ease in the near future. We also reiterate
that national parliaments and the European Parliament have a vital,
and complementary, role to play in the European Union, and that
there is scope for them to engage more effectively with each other.
The Council of the European Union
The second of the co-legislators is the Council of the European Union, also
known as the Council of Ministers, representing the governments of the 28
Member States. 52
Kern Alexander stressed that the representation of Member States in the
legislative process was vital in terms of democratic accountability. Yet the
tendency of Member States to vote according to the national interest led to
fragmentation and a lack of co-ordination. He thought that the Council
could have been more diligent in seeking to influence legislation and in
looking at how the legislative programme as a whole fitted together. 53
Sharon Bowles argued that it was to be expected that the Council would
concentrate on ensuring legislation reflected national circumstances, with
compromise the inevitable result. 54 Yet Lucia Quaglia said that this made the
Council a more conservative institution than the Commission or the
Parliament, with the end result that legislation was watered down. 55 The
BBA gave the example of the “convoluted” process which emerged from
Council negotiations for resolving a failed institution under the Single
Resolution Mechanism. 56
The Council of the European Union performs a vital function in
ensuring that the views of Member State governments are taken into
account. This is particularly important in the case of the financial
sector regulatory framework, given the scale of the crisis, the volume
of the legislation proposed, and the diverse nature of financial
systems across the 28 Member States. It was understandable that the
Council became a forum for compromise in negotiations on
legislative proposals. Yet the Council and its members must retain
their focus on the broad effects of regulatory reform on the EU as well
as on narrow national self-interest.
The European Council
One of the most noteworthy features of the crisis is the evolving role of the
European Council, the gathering of the Heads of State or Government of the
28 Member States. A crucial step in this evolution was the appointment of
the first full-time President of the European Council, the former Belgian
Prime Minister Herman Van Rompuy, in 2009.
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Several of our witnesses stressed the growing influence of the European
Council on financial regulation policy. Kern Alexander said that it had been
a brake on the enthusiasm of the Commission in many cases, and provided a
useful balance between the EU institutions and the Member States. 57 Yet
Simon Gleeson observed “good old-fashioned institutional power politics” at
play, arguing that the Commission “does not regard itself as subordinate to
anyone”. 58
Nicolas Véron told us that one explanation for the European Council’s
enhanced influence was that EU institutions were in flux and lacked the
institutional stability taken for granted in many countries. While on paper it
was the Commission’s job to bring a sense of consistency, President Van
Rompuy had done a more effective job. Mr Véron was less sure if a
prominent role for the President of the European Council would be a
permanent feature of the institutional framework. 59
Richard Corbett MEP worked in the Cabinet of Herman Van Rompuy
between 2009 and 2014. He argued that the European Council’s agendasetting role derived from the nature of the crisis where Member States took
the lead. In addition, the EU lacked instruments for dealing with a crisis of
such magnitude. 60 Overall, Mr Corbett said that the advantage of dealing
with an issue at the European Council was that the decisions of Heads of
State or Government carried more weight. The disadvantage was that
securing unanimity on policy questions could be a challenge amongst a group
of national leaders. The appointment of a full-time President was crucial in
terms of providing the European Council with greater cohesion. It was also
fortunate in the circumstances that President Van Rompuy, a former Belgian
Budget Minister and Prime Minister, was an economic expert and an
experienced consensus-builder. 61
The European Council has played a pivotal role in co-ordinating the
response of Member States to the crisis. It has also fulfilled an
important agenda-setting function. It remains to be seen if this was a
reflection of the personal skills and economic expertise of the former
President, Herman Van Rompuy, or whether a prominent role for the
President of the European Council will become a permanent feature
of the institutional landscape.
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CHAPTER 3: THE ROLE OF THE EUROPEAN SUPERVISORY
AUTHORITIES (ESAS)
Background
The other key institutions in respect to the EU financial sector regulatory
framework were the three new European Supervisory Authorities (ESAs).
This Committee scrutinised the ESAs’ role in its 2009 report on The future of
financial regulation and supervision, 62 and in its 2011 update report on The EU
Financial Supervisory Framework. 63 Box 1 sets out their functions.
Box 1: The European Supervisory Authorities (ESAs)
The three ESAs are charged with a range of supervisory co-ordination and
convergence tasks as well as with quasi-rule-making responsibilities. The
latter are directed in the main to the support of the single rulebook and
include providing technical advice to the Commission on Level 2 rules and,
in the case of Level 2 rules in the form of Binding Technical Standards,
providing the Commission with proposals for such rules. The ESAs’ quasirule-making responsibilities also include the adoption of guidance in
relation to which National Competent Authorities (NCAs) are required to
‘comply or explain’. The ESAs are in addition conferred with a range of
supervisory powers directed to the support of pan-EU supervisory
convergence and co-ordination. These include peer review powers as well
as more interventionist powers to engage in binding mediation and to direct
NCAs to take particular action to comply with EU law in emergency
conditions. With respect to the law-making process in particular, the
establishment of the ESAs marked a significant change to the pre-crisis
institutional environment, particularly with respect to delegated (Level 2)
rule-making.
The ESAs were established in January 2011 under the 2010 ESA
Regulations as independent EU agencies. The decision-making bodies of
the ESAs are their respective Boards of Supervisors, chaired in each case by
the permanent ESA Chairperson. The voting members of an ESA Board of
Supervisors are the heads (or alternates) of the relevant NCAs. The
permanent ESA Chairperson and Executive Director do not have voting
rights. National expertise and concerns can, accordingly, be reflected in
Board decision-making, although the ESAs and their Boards of Supervisors
are charged with acting independently and objectively in the interest of the
EU as a whole. The ESAs are accountable to the European Parliament and
the Council. A number of mechanisms are deployed under the ESA
Regulations to support ESA accountability, including the requirement on
the ESAs to produce an annual report which must be transmitted to a
number of EU institutions including the Council and European Parliament
(and made public) and the requirement that an ESA Chairperson report in
writing to the European Parliament on the activities of the ESA on request.
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The ESAs play a key role in relation to ‘Level 2’ rules. Box 2 sets out the
Level 1 (equivalent to primary legislation) and Level 2 (equivalent to
secondary legislation) processes in detail.
Box 2: The Level 1 and Level 2 processes
The EU legislative process for financial regulation is framed by the
‘Lamfalussy’ approach to financial regulation. Adopted by the EU in 2001, it
characterises legislation in the financial sphere as following a ‘hierarchy of
norms’ approach which distinguishes between high-level primary measures
and technical secondary measures. Accordingly, and with respect to binding
financial regulation, the EU legislative process produces ‘Level 1’ and ‘Level
2’ measures. Level 1 measures (equivalent to UK primary legislation) are, in
theory, designed to take the form of framework principles and to reflect highlevel political decisions on core elements of financial regulation. These
measures take the form of directives or regulations and are adopted by the
co-legislators.
Level 2 measures (equivalent to UK secondary legislation) are designed to
take the form of technical, delegated rules and typically take the form of
regulations. They are adopted by the Commission (the European Parliament
and Council can only exercise veto powers) and are based on the specific
mandates for delegated rule-making contained in the relevant Level 1
measures adopted by the co-legislators. Level 2 measures fall into two broad
types: ‘delegated’ Level 2 measures which have a quasi-legislative nature and
which are designed to supplement or amend non-essential elements of Level
1 measures; and ‘implementing’ Level 2 measures, which are of a more
technical nature and which are designed to support uniform implementation
conditions. A particular form of Level 2 measure, Binding Technical
Standards, follow a distinct procedural route in that they are proposed by the
ESAs and adopted by the Commission. With respect to other Level 2
measures, the ESAs provide technical advice to the Commission.
In principle, the revision of Level 1 measures through Level 1 amendments
engages the Treaty co-decision procedure and its related complexities and
inefficiencies. Revisions to Level 2 measures through the Level 2 process
should be somewhat quicker, while Level 2 may also provide a means of
amending non-essential elements of Level 1 measures.
In August 2014, the Commission published reports on the mission and
organisation of the ESRB and on the operation of the ESAs and the ESFS.
The Commission concluded that “in spite of difficult circumstances the
ESAs have quickly established well-functioning organisations. Overall they
have performed well against their broad range of tasks, while facing
increasing demands with limited human resources.” 64 The Commission
recommended a number of short-term and medium-term improvements,
including:

64

•

An increased focus on supervisory convergence;

•

Enhanced transparency in the preparation of draft technical standards;
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•

A greater focus on consumer and investor protection;

•

Enhanced internal governance;

•

More appropriate deadlines for implementation of technical standards;

•

The use of alternative sources of funding instead of EU and national
contributions;

•

Direct access to data where necessary;

•

Possible extension of the ESAs’ mandates;

•

Possible strengthening of dispute settlement powers;

•

Possible structural changes including a single location for the ESAs and
extended direct supervision powers.

Within this context we heard evidence from two of the ESAs—the EBA and
ESMA. We also asked our other witnesses for their perspectives on the ESAs’
role. The evidence we received focused on the following themes:
•

The powers and status of the ESAs;

•

The ESAs’ role in the Level 2 consultation and implementation process;

•

The flexibility of the legislative process;

•

The ESAs’ approach to consumer protection;

•

The resources available to the ESAs;

•

The EBA’s relationship with the ECB.

Powers and status of the ESAs
Michel Barnier told us that while the ESAs were doing well they were still
young institutions. They had to be more than just a club of national
supervisors, and needed to have their own authority. 65 Sharon Bowles agreed
that the ESAs were in general performing well. 66 Interestingly, she thought
that elements in the Commission regretted handing over power to the ESAs
and were trying to claw things back. 67
Wim Mijs, Chief Executive, European Banking Federation, questioned
whether the ESAs could be truly called ‘authorities’ given their limited
power. 68 Anthony Browne said that while the ESAs had done a good job,
they were too weak, there was a lack of clarity about their role and they had
insufficient independence from the Commission. 69 The Investment
Management Association foresaw the ESAs becoming a political football
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between the Commission and the Parliament. This was regrettable because
the ESAs’ work involved genuine consultation with industry. 70
Others were concerned about the implications of granting the ESAs more
powers. The British Private Equity and Venture Capital Association (BVCA)
argued that the ESAs should not have the power to legislate “through the
back door”, for instance in relation to AIFMD remuneration guidelines. 71
Nicolas Véron thought it would be problematic if an agency lacking in
democratic accountability had the power to correct material mistakes in
legislation. 72
The Minister, Andrea Leadsom MP, argued that the ESAs should not
encroach on the role of national competent authorities. 73 Their role should
be to ensure that Member States were properly supervising their own
financial sectors as distinct from doing it themselves. 74 She stated that the
Government’s vision was that the ESAs should be “strategic organisations
that manage the overall system of supervision, ensuring there is a uniformly
high standard of outcomes across the EU”. The Government supported the
majority of short-term improvements proposed by the Commission,
including better use of peer reviews, greater transparency in drafting
technical standards and improvements to internal governance. Yet the ESAs
would not become more efficient by being given new tasks, since this could
detract from their core focus. The Government felt that it would be
particularly undesirable for the ESAs to take on more direct supervisory
responsibilities, since this was best left to national regulators given their
expertise and proximity to local markets. 75 The Wealth Management
Association agreed that national competent authorities were better placed
than ESAs to engage with small retail firms locally. 76
We sought the views of the ESAs themselves on their powers and authority.
The Chairperson of the EBA, Andrea Enria, said that it was not as engaged
in the EU legislative process as he would like. This meant that the EBA’s
expertise was not utilised when primary Level 1 legislation was produced.
While national authorities provided input in the context of Council working
groups, the EBA was not allowed in the room or to see the documents being
produced in those discussions: “Sometimes banks know about the
developments in the legislative debates before we do.” In addition, Mr Enria
said that it was unsatisfactory that the EBA had no structured involvement in
Commission Impact Assessments, in spite of the wealth of data at its
disposal. 77
ESMA’s Executive Director, Verena Ross, said that it was absolutely right
that ESMA was not directly or formally involved in the legislative process.
However there would be benefits from being more involved in the Level 1
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process; in particular, such involvement would give the ESAs a full
understanding of what the co-legislators had in mind when they drafted a
particular piece of legislation. 78
Other witnesses agreed. The BBA argued that the ESAs should be able to
provide technical support during the legislative process so that they were not
just presented with a fait accompli to make sense of at the end of the
process.79 The Association for Financial Markets in Europe (AFME) argued
that the ESAs should be allowed to participate as observers in technical
discussions during the Level 1 legislative process. AFME also called for the
ESAs to conduct cumulative, net impact assessments as a matter of course.80
Sir Jon Cunliffe agreed that the technical expertise of the national competent
authorities in the ESAs needed to feed more directly into the process.81
The Minister wrote to the Committee to state that the Government believes
that there could be benefits in greater involvement of the ESAs in the
legislative process, “on the basis that their expertise and understanding of the
impact of rules on firms should help to improve the quality and coherence of
the rules that emerge from the process.” Suggestions included: ensuring the
Commission consulted with the ESAs at the start of the Level 1 process on
their ability to deliver; a requirement for the ESAs to publish an assessment
of all new proposals, covering the quality of evidence and analysis in
Commission Impact Assessments, the implementation timetable, and any
issues with Level 2 delegating provisions; and requiring the ESAs to publish
ex post assessments of the extent to which legislation met its regulatory
objectives. However, care needed to be taken to ensure that the role of the
ESAs was appropriate and commensurate with their existing functions. 82
The ESAs and the Level 2 process
A significant concern was the limited time made available to the ESAs with
respect to their Level 2 work in support of the single rulebook. Concerns
were raised in particular in relation to the time available to the ESAs to
develop their technical advice for the Commission, to develop their proposals
to the Commission for Binding Technical Standards, to engage in related
consultation with stakeholders and to engage in impact assessment.
Anthony Browne told us:
“Legislation tends to be set out with an absolute date when something
has to be done by, and delays earlier in the process mean that ESAs are
given a very short time to do a lot of very detailed technical work, in
consultation with the industry, over incredibly short timetables. As a
result of that, you do not necessarily get good results.” 83
Several witnesses gave examples. Colin Tyler cited the process for EMIR as
“a bit of a shambles”. ESMA had little time to prepare the related Level 2
measures and had not thought through all the issues. Providing guidance on
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reporting on derivatives on the evening of the day the related legislation came
in to force was “a tad late”. 84 The BVCA complained about the unreasonably
short ESMA consultation timelines set by the Commission in the case of
AIFMD. 85 Aberdeen Asset Management cited ESMA’s MiFID II/MiFIR
Consultation and Discussion Papers, where little over two months were given
to respond to an 844 page document. 86 David Lawton referred to the Short
Selling Regulation, where a hard date was set in the Level 1 legislation for
when the related Level 2 rules would take effect, but when the Level 1
negotiations slipped that date was not changed. As a result, ESMA was only
able to hold a five week consultation on some of most important technical
detail. 87
Verena Ross agreed that the Short Selling Regulation was the most notorious
example of a squeezed consultation process. Such cases had implications for
interaction with stakeholders “because often we cannot fulfil what we
generally try to do in terms of holding at least two rounds of consultation,
having open hearings, and giving sufficient time for responses.” It also
increased the risk of getting things wrong. She said that the Parliament and
the Council were now more aware of the issues, and they tried to provide
more time. She argued that ESMA needed at least 12 months for the Level 2
process to work properly. Verena Ross also stated that ESMA was arguing
for more flexible implementation deadlines which moved with the progress of
negotiations rather than being fixed dates. 88
AFME argued that the ESAs’ opinion should be sought on the timeline to
deliver Level 2 technical standards. 89 The BBA advocated setting deadlines
for Level 2 standards not in absolute dates but as a drafting period which
began from the date at which the Level 1 text was published in the Official
Journal. 90 On the other hand, the Minister argued that the ESAs were
seeking to do too much in too short a period of time. She also said that they
needed to conduct better quality consultations with less focus on micro-level
detail, which could be left to national competent authorities. 91
A related concern was the ESAs’ interaction with market participants. AFME
stated that such dialogue could be improved by organising it into two distinct
layers: the high-level representation of wide interests within the ESAs’
Stakeholder Groups and a technical dialogue that would benefit from
expertise in specific areas. As such, AFME argued that it might be necessary
to review the selection criteria and process for appointment to the
Stakeholder Groups and to have a more systematic involvement of technical
consultative groups. It was also important to acknowledge that interaction
between Stakeholder Groups and ESAs was no substitute for public
consultation or technical dialogue with market participants. 92
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The flexibility of the legislative process
Another specific concern was the inflexibility of the legislative process.
Witnesses such as the BBA stressed the importance of review clauses (see
Box 3) both in allowing for a timely assessment of the impact of a measure
and to allow fine-tuning as necessary. 93
Box 3: Review clauses
Review clauses in EU legislation require that the legislation in question is
reviewed within a set time-frame. They first became widely used in relation
to the Financial Services Action Plan reform agenda and are now a feature of
EU financial regulation. All the major crisis-era Level 1 measures contain
review clauses, which require that specified aspects of the measure in
question be reviewed, usually in a two to three year time-frame. Typically,
the Commission is charged with reviewing the operation and impact of
particular aspects of a measure and with reporting to the Council and
European Parliament. Review clauses usually address contested aspects of a
measure, aspects where the likely impact might be unclear or where the
evidence basis is uncertain, and areas which are likely to become important
as the measure is applied. The 2010 ESA Regulation review clauses, for
example, underpinned the Commission’s 2013–2014 ESA Review, while the
review clause contained in the 2012 Short Selling Regulation led to the
Commission’s 2013 review, which included empirical input on the short
selling regime from ESMA. Proposals for legislative change may or may not
follow a review. In the case of the Short Selling Regulation review, for
example, the Commission concluded that it was too early to propose
adjustments to the Regulation.
On the other hand, the Investment Management Association argued that
review clauses went only a short way to addressing the problem of how to
amend legislation quickly or create legitimate exceptions. 94 Simon Gleeson
asserted that the single biggest weakness was that “we still do not have a
mechanism for correcting errors in the European legislative process that does
not take five years.” 95
Simon Gleeson was particularly concerned about the difficulties faced by the
ESAs in correcting errors and improving legislation through the Level 2
process. He criticised the ESAs for taking the view that they were absolutely
bound by the wording of legislation and were able to do nothing on their own
initiative to correct errors. He cited an example of ESMA’s inability to
correct a drafting error in relation to uncleared derivatives: “It is an approach
like that which basically makes these bodies really useless for amending and
developing law and policy.” 96
Benoit Lallemand said that the ESAs lacked flexibility because they lacked
autonomy: “If an error comes up you might have to go back to Level 1 and,
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as you know, that is three years minimum, which would be crazy. This is a
big problem and it is embedded in the institutions as we have them.” 97
Andrea Enria said that the current situation was “impossible”. He thought
that the ideal situation would be for the ESAs to be trusted by EU legislators,
thereby allowing for less detail in the primary Level 1 legislation and more
delegation to the ESAs as technical authorities. Nevertheless “as long as the
balance remains tilted towards the primary legislation—and in my view it will
remain so for a while—the important thing is to engage the technical
authorities more in the production of primary legislation.” 98
Verena Ross said that tools such as guidance and Q&As helped give the
ESAs some flexibility. However there would be times where significant
changes in market liquidity or structure required a quick reaction to ensure
that the market continued to operate effectively. Amending a measure,
however, could take six or nine months, “which is quite a long period of time
in markets.” She suggested that the EU could learn from the flexible model
in the US, where requirements were phased in to see how things worked
before they were implemented in the round. 99
Consumer protection
The ESAs are also charged with undertaking specific tasks relating to
consumer protection, including taking a leading role in promoting
transparency, simplicity and fairness in the market for consumer products
and services. Although Sue Lewis, the Chair of the Financial Services
Consumer Panel, welcomed the ESAs’ consumer protection objective, she
argued that it was not clear how they were discharging it. She argued that the
ESA stakeholder groups were heavily dominated by industry and it was hard
for consumer groups to acquire the necessary resources and expertise to
participate. 100 The fact that many national authorities did not have a
consumer protection objective inevitably made the ESAs’ job harder. 101 The
Financial Services Consumer Panel noted that the EBA’s consumer
protection unit, for example, had previously consisted of only two or three
staff members. 102
The Financial Services Consumer Panel also stated that the sheer volume
and scope of financial services legislation made it difficult for consumer
groups to respond effectively to Level 2 consultations. It gave the example of
an ESMA consultation on MiFID II, which ran to 311 pages and contained
245 questions. 103
Andrea Enria conceded that in the first years of its existence the EBA’s focus
had been on tackling the crisis and the implementation of standards.
Consumer protection work was now increasing, for instance on product
oversight and governance mechanisms within credit institutions. 104 Verena
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Ross also acknowledged that creating stability in the financial system had
been the priority. Nevertheless, consumer and investor protection was core
to ESMA’s role. 105
Resources
Several of our witnesses cited the significant resource challenges faced by the
ESAs in fulfilling these functions. Andrea Enria said that the EBA was very
short of resources, with only 110 permanent staff: “For reasons that are
difficult to understand, the Council and Commission in particular are
keeping us even tighter going forward, notwithstanding the increasing
number of tasks coming to us.” 106 Verena Ross said that ESMA currently
employed 165 people. She agreed that the Commission’s budgetary proposal
would make “the continuing growth of the task and our responsibilities very
difficult to manage.” 107
Colin Tyler compared the small number of ESMA staff to over 4,000 at the
FCA. 108 Anthony Browne said that the EBA had a remarkably small number
of staff relative to the work that it did, which inevitably had an impact on its
ability to undertake high-quality work. 109 Benoit Lallemand argued that
because the ESAs were under-resourced, they relied on “very competent
people” from the authorities in different Member States. Any decision to
increase the ESAs’ powers was therefore “a question of how much you are
willing to delegate these sorts of powers to a European authority.” 110
Kern Alexander argued that the ESAs’ independence would be enhanced by
giving them their own line in the EU Budget independent of the
Commission. 111 Michel Barnier thought that it would be logical for the ESAs
to be fully funded by the institutions that they supervised. 112
We asked the UK authorities for their view. David Lawton said that the FCA
contributed significant resources through the various standing committees.
The FCA was keen to see the ESAs be successful, and part of that meant
ensuring they were not overwhelmed. 113 Andrew Bailey said that the ESAs
were faced with “a blizzard of legislative implementation” and there was no
question that this was placing a strain on resources. Nevertheless he was
confident that this was a temporary problem given the scale of the post-crisis
legislative agenda and that the ESAs would be sufficiently resourced in the
long term. 114 The Minister did not believe that the ESAs were significantly
under-resourced, but instead said that they needed to bed down against their
own stated objectives of strengthening the quality of regulation and
supervision. 115
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The ECB’s relationship with the EBA
One specific issue raised by our witnesses was the nature of the EBA’s
relationship with the ECB, given the latter’s growing prominence and powers
under the Banking Union’s Single Supervisory Mechanism (SSM) in
particular.
Karel Lannoo warned of the danger of competition and overlap between the
two bodies. In his view the EBA should be the standard-setter for the Single
Market and the ECB one of the Single Market’s supervisors.116 Nicolas
Véron predicted that the ECB would become a much stronger institution
than the ESAs in advising on or producing technical rules because of
Banking Union. 117 Douglas Flint said the ECB would become the “gorilla in
the room” and that it would be a challenge for the EBA to exert authority
over such a dominant institution. 118
Andrea Enria said that the division of responsibilities between the EBA and
the ECB should be clear. 119 Yet he conceded that “in the supervisory field,
we are still in a sort of existential search for what our value-added could be to
make sure that we have a level playing field and a common layer of practices
between the ECB and the other authorities.” He called for strengthened
powers for the EBA in terms of transparency, common definitions and
common aggregates in relation to stress tests, and to ensure greater
consistency across Member States. 120
Conclusions and recommendations
In seeking to summarise this evidence, we were struck by the conclusion of
Wim Mijs:
“If we want the ESAs to play the role that we envisaged at Level 2, in
flexibility and in calibration, we need to revisit the design. Either they
need more resources, more autonomy and perhaps different leadership,
or you may need to redefine their tasks to avoid them being put under
such political pressure that they cannot do their work anymore.” 121
The three European Supervisory Authorities have endured a baptism
of fire since their inception in 2011. They have been responsible for
much good work in responding to the challenges of the crisis and the
substantial legislative reform programme that has ensued, in
particular in upholding the Single Market in financial services and
developing the single rulebook. Nevertheless they are hampered by a
number of fundamental weaknesses:
•
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•

Insufficient independence from the Commission;

•

Marginal influence over the Level 1 legislative process;

•

An inadequate funding structure;

•

A significant lack of resources given the scale of the tasks they
have been asked to perform;

•

Inadequate resources
protection obligations;

•

Insufficient time to ensure effective and wide-ranging
consultation in relation to their Level 2 responsibilities;

•

Insufficient flexibility in the application of legislation and in the
correction of legislative errors. Such inflexibility seriously
undermines the effectiveness of the legislative framework. Given
the scale and complexity of the reforms, the time pressure under
which they were adopted, and the rate at which markets develop,
an efficient and flexible means for the correction of errors and the
finessing of rules is of critical importance.

to

fulfil

effectively

their

consumer

We welcome the Commission’s report on the ESAs, and its
recognition of the need for short-term and medium-term
improvements in their function. While we do not necessarily endorse
all of its proposals, we call on the Commission to take forward as a
priority its programme of reforms. In particular, we believe that
there is a strong case for:
•

Enhancing the ESAs’ input and provision of technical support
and expertise in the Level 1 discussions. As a starting point the
Commission should, as a matter of practice, seek a formal
opinion from the ESAs on its Level 1 proposals. Such input would
provide a means to improve legislative proposals and to ensure
that the ESAs were able to understand the intentions that lay
behind them. We see no good reason why the ESAs should be
excluded from Level 1 discussions;

•

Enhancing the ESAs’ involvement in the development of
Commission Impact Assessments, and requiring the ESAs to
provide ex post assessments of the extent to which legislation
meets its regulatory objectives;

•

Increased resources devoted to fulfilment of the ESAs’ consumer
protection objective;

•

In the medium term, development of a new funding mechanism
via the financial industry, which will in turn help finance a
significant increase in staff resources for the three ESAs. In the
short term, the inclusion of ESA funding as a separate line in the
EU Budget in order to underline the autonomy of the ESAs.

We also call for the development of a more flexible expedited
mechanism whereby the ESAs can, subject to appropriate scrutiny
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and accountability mechanisms, propose technical amendments to
legislative texts to take account of technological developments or to
correct errors. One such mechanism could be to give the ESAs the
formal right and obligation to write to the Commission, copied to the
Council and the European Parliament, pointing out any legislative
defects or errors, and the textual amendments that they would wish to
be fast-tracked to correct such defects.
A number of simple reforms will help the Level 2 process more
generally, including ensuring that the ESAs are allowed at least 12
months to complete their Level 2 responsibilities, with flexible rather
than fixed implementation deadlines set out in the Level 1 text, in
turn providing sufficient time for consultation with practitioners and
regulators on the detail of Level 2 measures. It is also essential that an
effective mechanism is put in place which, subject to appropriate
accountability mechanisms, facilitates the making of technical
amendments to complex Level 2 rules in as prompt a fashion as
possible.
The ESAs also have a role to play in strengthening their own
effectiveness. We encourage the ESAs to enhance their consultation
procedures and their engagement with smaller, less well-funded and
less visible sectors and industry groupings, including, but not limited
to, consumer groups.
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CHAPTER 4: THE EU FINANCIAL REGULATORY FRAMEWORK
IN DETAIL
Introduction
This chapter takes a thematic approach, examining how selected EU crisisera financial regulation measures contributed to the objectives set by EU
legislators. In particular, it assesses:
•

The effectiveness of the single rulebook in supporting financial stability,
market transparency and effective consumer protection;

•

Whether there are any inconsistencies in the regulatory framework;

•

Whether there is consistent application and enforcement of the new
regulatory rules across the EU;

•

Whether there has been effective co-ordination and tailoring of the
various legislative reforms to specific segments of financial markets;

•

Whether legislation has been proportionate in its effect;

•

The costs for industry and end users of the new regulatory framework;

•

Whether the process of reforming the regulatory framework has been
excessively politicised.

Assessing the effectiveness of the single rulebook
We begin by assessing the effectiveness of the single rulebook in terms of
supporting financial stability, market transparency and consumer protection.
Financial stability
The Capital Requirements Directive IV (CRD IV), the Capital
Requirements Regulation (CRR) and the Bank Recovery and Resolution
Directive (BRRD) are at the core of the new EU regime governing financial
stability. These preventative measures are designed to decrease the likelihood
of a financial institution failing.
Several witnesses commented that such stability measures did not adequately
address problems relating to the resilience of financial markets, particularly
with respect to the resolution of large and complex financial institutions. 122
Lucia Quaglia told us there was doubt over the extent to which globally
significant financial institutions that were deemed ‘too-big-to-fail’ could be
wound down in an orderly fashion without recourse to the Sovereign and
most importantly, the taxpayer. 123 Benoit Lallemand said that capital
requirements did not go far enough, as the related capital calculations, which
rely on internal banking models, remained a weakness of the regime. He was
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concerned about the complexity of the new bail-in 124 and resolution
operations, given the interconnectedness of the financial system. 125 Wim Mijs
said that the BRRD appeared to be inadequate on an international level. 126
On the other hand, Sharon Bowles said that a financial failure was less likely
to happen because higher capital buffers introduced under the CRD IV/CRR
made bail-in less likely (a new bail-in regime applies under the BRRD). 127
Kern Alexander argued that the Basel III programme would lead to greater
financial stability because it incentivised banks to raise higher equity
capital. 128
David Rule asserted that there were several means of assessing the adequacy
of bank capital, including stress tests, risk-based capital requirements and the
leverage framework. He warned that “banks will always optimise to the lens
that you focus on.” Mr Rule said that while the overall bank regulation
regime was more complicated, “it is coherent and more robust none the
less.” 129 Douglas Flint felt that the various measures had reduced the
probability of failure, but were ultimately concerned with distributing rather
than eliminating the burden of failure. Ultimately, the burden rested with
society as a whole. 130
Sir Jon Cunliffe argued that more work was needed to ensure that the
resolution framework was consistent with State Aid guidance. 131 The
Financial Markets Law Committee pointed out that legal uncertainty was
likely to arise from the fact that “contractual bail-in provisions may not
operate in the same way as statutory bail-in provisions under the BRRD.” 132
Kern Alexander stated that recapitalisation requirements could sit at odds
with stress testing by regulators. He said that if banks “do not comply fully
with the stress test the supervisor can require them to issue more capital,
even though they may not be in violation of an EU rule on bank capital.” 133
The global ‘too-big-to-fail’ agenda being led by the FSB is central to current
efforts to strengthen financial stability. The FSB’s related Systemically
Important Financial Institutions (SIFI) Framework is designed to address
the ‘too-big-to-fail’ risk by reducing the probability and impact of SIFI
failure. It contains requirements relating to: the assessment and designation
of SIFIs;134 additional SIFI loss absorbency; increased supervisory intensity;
more effective resolution; data gaps; and the strengthening of core financial
market infrastructures. Progress on the development and implementation of
124
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the SIFI Framework is monitored by the FSB and is the subject of FSB peer
review. The FSB’s current work on the resolution element of the Framework,
for example, includes proposals on the total loss absorbing capacity of GSIBs, 135 cross-border recognition of resolution actions and supervisory
information sharing and cooperation. 136
Although it is recognised that issuance of bail-inable debt may raise
the cost of funding for some institutions, the removal of an explicit
bail-out guarantee that eliminates moral hazard should lead to
greater market discipline. Furthermore, the expected short-term
bank funding costs could be offset by a reduction of bank risk and may
therefore lower the cost of bank funding in the future.
We welcome efforts to improve the stability and resilience of the
financial sector. We note in particular the Capital Requirements
Directive, Capital Requirements Regulation and the Bank Recovery
and Resolution Directive, which are designed to reduce and mitigate
the effects of the failure of a financial institution. Yet such reforms
are only able to contain risk rather than eliminate it.
We are also concerned that reforms designed to solve the problem of
‘too-big-to-fail’ have still not been sufficiently addressed. We are only
now witnessing the early fruits of international discussions on this
issue. In the meantime, the regulatory framework continues to leave
taxpayers at risk of the failure of a large and complex financial
institution.
More needs to be done to enhance the transparency and
comparability of financial assets to allow international, European and
national competent authorities properly to regulate and supervise
financial institutions, providing confidence to financial market
participants and end users. The EU and global partners must remain
alert to maintaining the resilience of the financial system to new and
emerging risks. To that end we welcome the work of the FSB in
seeking to tackle the ‘too-big-to-fail’ dilemma.
Market transparency
Witnesses stressed the importance of transparency in the financial system.
The Centre for International Governance Innovation stated that “one of the
many shortcomings that contributed to the financial meltdown was the
uncontested buildup of systemic risk stemming from the lack of
transparency, coupled with ineffective supervision of the banking sector
which exposed its lack of resilience to shocks.” 137
Several legislative measures, in particular MiFID II, MiFIR and EMIR were
designed to enhance transparency and resilience in securities and derivatives
markets. In particular, MiFID II and MiFIR extend the transparency
requirements already applicable to the equity market to non-equity markets
(including organised trading in bonds and derivatives), and apply
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transparency requirements to a wide range of organised trading venues
beyond the particular regulated markets previously covered by MiFID I.
EMIR additionally brings significantly greater transparency to the OTC
derivatives market.
Verena Ross acknowledged that these reforms presented “a huge change and
a huge challenge” in terms of creating a consistent transparency regime
across the EU. She warned that “making everything transparent in a
nanosecond to everyone could also harm some of the functioning of the
markets. Getting that balance right is extremely difficult.” 138
On the other hand, Michel Barnier said that MiFID II could have been more
ambitious on transparency requirements, both pre-trade and post-trade. 139
Our own report on MiFID II/MiFIR, written during the course of
negotiations in 2012, was sympathetic to the Commission’s aims of ensuring
equivalence of market models and investors’ access to relevant information
and terms of trade. While the proposals relating to post-trade transparency
were likely to be beneficial for investors and regulators, we warned that the
pre-trade transparency reforms could be flawed. In particular, the different
liquidity characteristics of different elements of financial markets meant that
a one-size-fits-all approach to pre-trade transparency needed to be
avoided. 140
EMIR introduces transparency requirements for the OTC derivatives
markets in Europe, and also includes clearing and related risk management
rules such that counterparties can better manage their risks. The BBA
highlighted in particular that principles of transparency were important to
ensure that clients were well-informed and to create greater competition.
They argued that EMIR, as well as earlier measures such as MiFID I, had
provided both regulators and industry with powerful and effective tools with
which to inform their decisions and enforce high standards of market
conduct. 141
Transparency is also a key issue in relation to the shadow banking sector. We
explore this further in Chapter 7.
A lack of understanding of the complexity of the financial sector and
its interconnections was a key factor in the scale and depth of the
financial crisis. The EU’s efforts to promote transparency across the
financial sector as a whole are therefore welcome. Having said that, it
is important to acknowledge the markedly different characteristics of
each sector of the market when applying transparency requirements.
A flexible approach is needed to ensure that the right balance is
struck between reaping the benefits of increased transparency and
ensuring that the market is able to operate in an effective and efficient
manner.
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Consumer protection
The EU’s crisis-era reforms directed to strengthening consumer protection
are contained, for the most part, in MiFID II, the PRIIPs Regulation, the
Deposit Guarantee Schemes Directive, and the Insurance Mediation
Directive (IMD) II proposal. As we explained in Chapter 3, the ESAs also
have an obligation to ensure effective consumer protection.
Several witnesses cited the extensive new disclosure regime contained, for
example, in MiFID II and the PRIIPs Regulation. While Sue Lewis was
broadly positive about the package of measures, she said that they were likely
to lead to the production of long and complex disclosures which were not
optimal for end users. She cautioned that the reliance on disclosure tools in
the consumer protection package “almost seems to be protecting the firm
rather than acting in the interest of consumers.” 142 Christopher Woolard said
that disclosures could potentially be contradictory or quite burdensome and
called for better disclosure design. 143 The Wealth Management Association
argued that proposals by the European Parliament for retail consumers to
sign and return Key Information Documents before investing in packaged
retail investment products “could have seriously and needlessly damaged
efficiency”. 144
The consumer protection package extends beyond disclosure to include
distribution and related inducement rules. A number of witnesses
commented on the new MiFID II distribution rules which, for example,
prohibit commissions in the independent investment advice context. Wim
Mijs noted that the approach to consumer protection had been modernised
in MiFID II, which introduced a new approach to inducements and had
made costs more transparent. 145 Benoit Lallemand noted, however, that the
interpretation and implementation of the new inducement measures would
be a challenge. 146 Kay Swinburne MEP expressed disappointment that
MiFID II had not reflected the more extensive UK Retail Distribution
Review reforms more closely. She explained, for example, that the MiFID II
inducement regime did not include a ban on commissions across all sales
channels, but only extended such a ban to independent advisers. 147
The consumer protection package includes the new deposit protection
regime introduced by the 2014 Deposit Guarantee Schemes Directive; bank
deposits are also protected by the ‘bail-in’ rules under the BRRD. Many
witnesses were positive about these changes. 148 Karel Lannoo explained that
the 2014 Deposit Guarantee Schemes Directive enhanced the harmonisation
of national and some private deposit insurance schemes in Member States,
including by imposing pre-funding requirements on schemes. 149 Sharon
Bowles said that UK consumers were better off because under the
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harmonised rules the guarantee level was raised to £85,000. 150 Nevertheless,
it meant that taxpayers would be in the line of fire “because it is their pension
funds that would be bailed-in.” 151
Colin Tyler argued that bail-in rules were not yet fully clear. He raised
concerns over the shortfall for a pension scheme that could arise as a result of
a bail-in operation. He said that the changes of introducing bail-in as well as
the deposit guarantee scheme meant that retail depositors would be ranked
ahead of wholesale depositors. This meant that “cash on a day-to-day basis
may well become hotter than it used to be. The slightest whiff of a problem
with a bank will mean that that will move very fast.” 152 Wim Mijs was unsure
how bail-in would work in practice and whether senior debt could be bailed
in. 153
More generally, the BBA argued that while consumers benefited from
increased stability through the banking system, this came at the cost of lower
competition for deposits and lower levels of return. 154 Simon Gleeson said
that Basel III and Solvency II were beneficial to consumers because they
required institutions to hold more capital, making them more robust. He said
that “what the consumer wants more than anything else is access to a
working system tomorrow morning and confidence in it.” He believed that
the BRRD had the effect of increasing consumer confidence that they would
be repaid if an institution failed, although this was not consumers’ primary
concern. 155
The Financial Services Consumer Panel complained that there was a lack of
direct consumer representation during the preparation of new legislative
proposals. 156 The IRSG agreed that the needs of end users were not
sufficiently taken into account during the policymaking process. 157
There is also a trade-off between choice and protection in such reforms. For
example, MiFID II restrictions on the type of investment products which can
be sold execution-only 158 may enhance investor protection for many retail
investors who are best served by the most straightforward products. Investor
choice may, however, be reduced. In particular, more sophisticated retail
investors may lose the opportunity to engage in higher-risk/higher-return
investments.
As we explored in Chapter 3, the ESAs have key responsibilities in relation to
consumer protection and have established internal structures to deal with
consumer protection issues. The 2014 review of the European Supervisory
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Framework suggested that ESAs better promote consumer and investor
protection issues and make full use of available powers enshrined to them. 159
We welcome the reforms that have been introduced to strengthen
consumer protection. Nevertheless, there are some flaws in the design
of the new consumer protection tools, rendering them less effective.
Excessively detailed disclosure requirements are unlikely to benefit
consumers. Bans on inducements need to be tightly defined so that it
is not possible to circumvent the rules. The trade-off between choice
and protection which is implicit in the reforms must also be
acknowledged. The impact of the new rules on the retail market
should accordingly be carefully monitored by national regulators and
the ESAs.
We welcome the enhanced protection for consumer deposits in the
event of a bank failure contained in the Bank Recovery and
Resolution Directive. Yet we repeat that such risks can only be
contained rather than eliminated. It remains to be seen how effective
such protection will prove to be in the event of a further systemic
crisis in the banking sector.
Inconsistent rules in the regulatory framework
Sir Jon Cunliffe told us that it was not yet possible to know how the different
pieces of the regulatory framework would fit together. 160 Kern Alexander and
Lucia Quaglia each thought that gaps in the regulatory framework were more
likely to be identified than inconsistencies. 161 The IRSG suggested, however,
that there was a contradiction between the impact of some regulatory
measures and the desire of policymakers to promote growth. 162
Our witnesses identified specific inconsistencies between legislative dossiers,
in particular with regard to definitions. A notable case was the definition of
derivatives. Anthony Browne explained that a ‘derivative’ was defined in
MiFID I/MiFID II, and that this definition then supported other EU
measures, but the way in which that framework definition related to EMIR’s
detailed requirements for derivatives was not clear: “The result is … different
types of derivatives that are affected by EMIR in different national
jurisdictions.” 163 The Financial Markets Law Committee similarly stated that
ESMA had told the Commission that “the different transpositions of
[MiFID] mean that there is no single commonly adopted definition of
derivative.” 164 Accordingly, Colin Tyler noted that a foreign exchange
forward 165 was treated differently in the UK compared to the rest of the
EU. 166
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Inconsistency also arose with respect to consumer protection. Sue Lewis
pointed out that Alternative Dispute Resolution (ADR) requirements, for
example, were not being consistently applied across the relevant directives:
“It is missing from PRIIPs, although it has been incorporated into MiFID.”
She was concerned that consumer protection was weaker in some EU
Member States, as decisions by ADR entities were non-binding. 167 Sue Lewis
highlighted that key principles, however, were largely consistent except for
the ‘duty of care’ principle. While there was a duty of care principle in
MiFID I/II, it was not included in the PRIIPs Regulation, the Payment
Accounts Directive or the Prospectus Directive. 168
Inconsistencies were also highlighted in the new disclosure regime.
Christopher Woolard highlighted the inefficient interplay between MiFID II,
IMD II and the PRIIPs Regulation. He explained that, due to the different
characteristics of European domestic markets, some products would be
labelled as ‘insurance’, and others not, even when the underlying product
was the same. 169 Aberdeen Asset Management pointed out that MiFID II
addressed investment products and IMD II set the framework for selling
insurance products that included an investment element: “These can be very
similar products in practice but inconsistency between the two directives has
the potential for customer confusion and increased risk of regulatory
arbitrage.” 170
Andrea Enria drew attention to the problems of ensuring the consistency of
the single rulebook across products and different financial sectors. He
explained that the EBA collaborated with ESMA and EIOPA to provide a
more cross-sectoral approach, particularly in the areas where the ESAs were
given a joint mandate. By way of example, he highlighted the ESA work
agenda on the PRIIPs Regulation with respect to the summary disclosure
required for products that were similar in function but could be packaged as
either banking or insurance. 171
Some inconsistencies may arise from the Commission’s working methods.
Sharon Bowles argued that while the Commission did seek to achieve
consistency, its approach in drafting new legislation tended to be to follow its
original proposals in previous, related measures rather than the ultimate
outcome of negotiations on them. She cited as an example the way in which
time limits for approving regulatory technical standards and delegated acts
had to be changed in every single piece of legislation. 172
We acknowledge the concern of a number of witnesses that internal
inconsistencies and gaps are a troubling feature of the single
rulebook. Given the complexity and reach of financial regulation, we
also acknowledge that some internal inconsistency may be
unavoidable. But where inconsistency and incomplete coverage
becomes a risk to the Single Market, remedies must be found.
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We call on the Commission to undertake a detailed audit of the most
serious inconsistencies and gaps within the single rulebook, and to
take steps to remove any inconsistencies that create a risk of
regulatory arbitrage or significantly increase cross-border
transaction costs. We also encourage the ESAs in their supervisory
work to continue to be mindful of the need to identify unnecessary or
damaging inconsistencies.
Ensuring consistent implementation and enforcement of rules
In addition to the internal consistency risks noted above, national
implementation and related enforcement problems repeatedly came to light.
Michel Barnier told us that the rules were the same for every one of the 28
Member States but that differences arose in how the rules were
implemented. 173 Verena Ross said that ESMA would try to ensure that
MiFID II and MiFIR rules (for example) were consistently implemented at
national level. Yet inconsistencies of implementation could arise because of
various waivers and exemptions. Some market players would accordingly
seek to exploit the different rules.174
National inconsistencies can shape EU-level action. Karel Lannoo thought
that inconsistency in supervisory practice was a particular problem in relation
to the reporting standards used by both the ECB and the EBA in the
preparation of stress tests to assess the health of the financial system. He
estimated that “around two thirds of the reporting of the banking system in
Europe may not be harmonised”. 175 Nicolas Véron explained that in terms of
ECB supervision, the networks of independent national audit firms that
supervise banks’ national operations were not centrally integrated or
regulated. He said that this was a “recipe for inconsistency of accounting
practices, which will quickly become unworkable for the supervisor.” 176
More generally, Nicolas Véron said that the problem of inconsistency in
implementation was due to a lack of enforcement. He argued that “the
European Commission has enforcement powers that it has not used to the
extent that it should have”. 177 Simon Gleeson agreed. 178
Andrea Enria said that maintaining flexibility in national implementation of
the single rulebook meant that major differences in the interpretation of
common standards were uncovered on a weekly basis. He gave the example
of the discretion allowed with respect to the phasing in of new requirements
under the CRD IV/CRR legislation. However he expressed hope that the
review by international authorities of the implementation of Basel III would
create an opportunity for the EU to remedy any inconsistencies. 179
Much of this debate centred on whether it was more appropriate to use
regulations or directives with regard to financial sector reforms.
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The BBA drew a distinction between wholesale markets (which were by their
nature cross-border and therefore required consistent rules for business in
the form of regulations), and retail markets (which were characterised by
consumers demonstrating a home-country bias and were subject to distinct
cultural conditions and policy choices, where directives could be more
appropriate). 180 The Wealth Management Association argued that directives
were more suitable for the retail sector because of the unique national
characteristics of their markets. 181 On the other hand, AFME argued that the
uncertainty generated by Member States’ flexibility in transposing legislative
requirements justified the use of regulations wherever possible. 182
Kern Alexander said that there were strong arguments in favour of a
minimum harmonisation framework, with Member States allowed to
compete on different levels of regulation above the minimum standard. Such
an approach would argue in favour of the use of directives. 183 Karel Lannoo
observed, however, that there was very little support in Brussels for such
competition: “The straitjacket is enormously tight in the financial sector.
Only a few directives are left.” 184
New regulatory rules need to be consistently implemented and
enforced across all Member States if the single rulebook is to be
effective and the Single Market is to operate efficiently. We urge the
Commission to step up its efforts to make full use of its enforcement
powers.
There is a trade-off between ensuring complete consistency across the
Single Market in the form of the single rulebook and ensuring that the
specific characteristics of the markets of individual Member States
are taken into account. In saying that, it is essential that
discrepancies in implementation are contained so as to protect the
Single Market by ensuring as much consistency across the EU as
possible.
Ineffective co-ordination and tailoring of rules to specific areas of the
financial markets?
Some witnesses argued that the reforms failed to respond to the needs and
features of particular market segments. The end result was that the reforms
could be disproportionate and generate unintended effects.
In terms of the bond markets, for example, witnesses warned that it was
important to take account of the need for effective co-ordination of the CRD
IV capital reforms, and tailoring of the MiFIR transparency reforms, given
that bond market liquidity was potentially sensitive to these reforms. With
respect to MiFIR, Verena Ross said that it was “extremely difficult” to
achieve an effective balance between market transparency, market
functionality and sufficient liquidity. 185 The IRSG urged ESMA and national
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regulators to calibrate the MiFIR transparency requirements appropriately to
the features of the bond markets during the Level 2 process. They warned
that inappropriate measures would damage the ability of a market maker to
trade, negatively impacting liquidity. 186 Sir Jon Cunliffe added that liquidity
in market-making did appear to have been reduced. But he said that the
levels of liquidity seen before the crisis were illusory: “We are not going back
to that. People will have to pay more for liquidity.” 187
Securitisation markets, considered to be less liquid than markets for other
assets, have stagnated in light of the damaging role they were perceived to
have played in the financial crisis. However, efforts are now being made by
the Bank of England and the ECB to revive securitisations in the EU. 188
Witnesses told us that the sector needed to be restored with a careful
combination of tailored regulatory measures. In particular, the difficulties
caused by the patchwork of rules potentially applicable to securitisations
were raised. Verena Ross noted that the requirements relating to
securitisations set out in different pieces of legislation could cause potential
contradictions. 189 Andrea Enria said that a joint taskforce had been
established to consider all the rules that impact on securitisation, such as
Solvency II, CRD, AIFMD and rules concerning credit rating agencies. 190
Douglas Flint explained that the securitisation market had not been
successfully revived so far because the regulatory regime, coupled with the
need for liquidity, encouraged banks, insurance companies and pension
funds to hold a greater proportion of their assets in liquid securities. He
added that market making and trading operations in illiquid assets were
constrained due to incoming and uncertain regulatory measures: “If we want
the natural holders of long-dated illiquid assets to hold them, we also need to
give them liquidity.” 191 Wim Mijs added that the bundling of SME loans in
securitisations needed to be transparent and of high quality. He cautioned
that different rules in Member States made it hard to compare SME
balances, hindering efforts to package them into large amounts interesting
enough for institutional investors.192
AFME asserted that the regulatory treatment of securitisations needed to be
urgently addressed. While some progress had been made, more needed to be
done to encourage investors to return to the market: “Proper calibration of
the BCBS’s 193 securitisation framework, Solvency II and LCR 194 will be
crucial in achieving this.” AFME also noted that improvements to margin
posting 195 and clearing obligations for securitisation swaps under EMIR
would be welcomed, alongside the development of the ‘high-quality
186

Written evidence from the International Regulatory Strategy Group (FRF0017)

187

Q 257

188

European Central Bank and Bank of England, The impaired EU securitisation market: causes, roadblocks and
how to deal with them (2014): http://www.bankofengland.co.uk/publications/Documents/news/
2014/paper070.pdf [accessed 9 January 2015]

189

Q 245

190

Q 179

191

Q 206

192

Q 89

193

Basel Committee on Banking Supervision.

194

Liquidity Cover Ratio.

195

Requirements to provide collateral such as securities or cash in order to limit counterparty risk.

THE POST-CRISIS EU FINANCIAL REGULATORY FRAMEWORK

57

securitisation’ or ‘qualifying securitisation’ concept by the ECB and Bank of
England. 196 The BBA shared these concerns, pointing out that the current
capital treatment of securitised assets for real money investors (under
Solvency II) remained a barrier to more direct participation from the buyside. 197 Sharon Bowles acknowledged the existence of “good securitisation”,
but cautioned that it could lead to off balance sheet vehicles, contributing to
the growth in shadow banking. 198
We consider securitisation further in the context of Capital Markets Union,
in Chapter 7.
Good regulatory design requires that rules appropriately reflect the
specific features of particular market segments. It also requires that
where rules bearing on particular market activities, such as
securitisation, are contained within a patchwork of rules, care is
taken to ensure that such rules do not result in unintended effects. We
call on the Commission to ensure that the crisis-era reform
programme appropriately reflects the particular features of distinct
markets and permits effective and safe securitisation.
A lack of proportionality?
Strong spill-over effects can be associated with the crisis-era reform
programme. The asset management sector, for example, while not directly
associated with the financial crisis, has been the subject of extensive reform
under AIFMD and UCITS V. Furthermore, some of the evidence we heard
suggested that smaller or more niche financial services were
disproportionately affected by financial stability regulation designed to be
implemented by large financial institutions and firms. The distinction
between wholesale and retail markets 199 is relevant in this context.
EMIR introduces new requirements to improve the transparency of and
reduce the risks associated with the derivatives market. EMIR also
establishes common organisational, conduct of business and prudential
standards for CCPs 200 and trade repositories. However, EMIR imposes
requirements on all types and sizes of entities that enter into any form of
derivative contract, including those not involved in financial services. It also
applies indirectly to non-EU firms trading with EU firms. 201
Several witnesses discussed the disproportionate impact of EMIR’s risk
management rules. Colin Tyler said that non-financial corporates’ businesses
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had been unnecessarily dragged into certain areas of financial regulation. 202
He explained that “in the case of derivatives, for example, only 10% of the
market is really derivatives from non-financial corporates … it is hardly
systemically important.” 203 Professor Alistair Milne, Professor of Financial
Economics, Loughborough University, highlighted that while the business
models of major banks had changed to take on the implementation of
regulatory reporting under EMIR, barriers to entry to the market for client
services had increased accordingly: “This lack of competition raises the cost
to non-financial corporates managing interest rate, foreign exchange,
commodity price and other risks, with a real impact on final customers.” 204
Another example was cited by the British Property Federation, which stated
that real estate funds were categorised as a financial counterparty under
EMIR due to their use of derivatives, even though the use of derivatives by
real estate funds was in large part for the hedging of commercial risks rather
than for speculative purposes. Yet requiring such use of derivatives to be
subject to EMIR’s central clearing requirement, and imposing EMIR’s
margin requirements 205 made traditional hedging of this type more expensive.
This rendered it potentially economically unviable, particularly for small real
estate funds. 206 The Building Societies Association similarly stated that they
were struggling to find clearing services at a reasonable cost for small
building societies with uneconomic volumes of derivative clearing activity. 207
Similar problems were reported in relation to AIFMD. The scope of AIFMD
is broad and, with a few exceptions, covers the management, administration
and marketing of alternative investment funds (AIFs). An AIF is a ‘collective
investment undertaking’ that is not subject to the UCITS regime, and
includes hedge funds, private equity funds, retail investment funds,
investment companies and real estate funds, among others. AIFMD
establishes an EU-wide harmonised framework for monitoring and
supervising the risks posed by alternative investment fund managers and the
AIFs they manage, and for strengthening the internal market in alternative
funds. 208
Several witnesses suggested that AIFMD’s wide reach generated
proportionality risks. We heard, for example, that EU legislators had
insufficient understanding of the industry before the Directive’s
development. Accordingly, some rules had a disproportionate impact. 209 The
British Property Federation, for example, stated that AIFMD requirements
“apply awkwardly to real estate funds, whose business model and investment
and risk management processes are very different.” 210
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Similar issues arose in relation to the Capital Requirements Directive
(CRD IV) and Regulation (CRR). These measures aim to reduce the
negative effects of firms failing by ensuring that they hold enough financial
resources to cover the risk associated with their business. The Directive and
Regulation have also brought in a new EU-wide supervisory reporting
framework for Financial Reporting (FINREP) and Common Reporting
(COREP).211
Some witnesses were concerned about the proportionality of the
CRD IV/CRR regime. The BVCA argued that the CRD IV reporting
requirements, while necessary for banks given the systemic risks posed to
financial stability, were wholly inappropriate for the private equity and
venture capital industry. They argued that “the failure of much EU level
financial services legislation to differentiate appropriately between different
sectors means that firms are often significantly affected for no discernible
reason.” The costs of reporting requirements were “wholly disproportionate
to the value which will be derived from such additional reporting.” 212 Small
deposit takers and investment firms had also been significantly affected. 213
On the other hand, the Building Societies Association congratulated the EU
for understanding and embedding the co-operative banking model in EU
regulation. 214
Smaller firms, some financial services providers (including certain
asset
managers)
and
non-financial
firms
have
been
disproportionately affected by EMIR, AIFMD and CRD IV/CRR.
Inappropriate definitions and requirements have been put in place
which have significantly increased the operational costs for Real
Estate Funds, Private Equity Funds and Venture Capital Funds in
particular. This demonstrates the dangers of a lack of proportionality
in financial regulation, and the need to keep in mind the specific
features of the financial sectors in question. We repeat our call for
better quality Impact Assessments before further significant reforms
are introduced.
Assessing the costs of regulatory reform
Many have argued that the costs of regulatory reform were more than
outweighed by the risk of financial collapse that such reforms were designed
to prevent. The European Commission estimated that between 2008 and
2012 a total of €1.5 trillion of State Aid was used to prevent the collapse of
the financial system. 215 A number of our witnesses agreed. Andrew Bailey
told us that he was “very dogmatic about the view that a stable financial
system is the one that will best support growth in the economy.” 216 Sir Jon
Cunliffe added that well-capitalised banks could lend, whereas banks in
211
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capital preservation mode would not. 217 It is also the case that the public
outcry which the financial crisis generated meant that the costs of the
reforms, even if their impact was more fully understood at the time, was a
secondary political consideration when set against the need to be seen to be
taking action. 218
Nevertheless, some witnesses raised concerns about the immediate costs of
regulatory reform, in particular the costs for industry and consumers of
regulatory compliance. The Wealth Management Association noted KPMG
estimates that wealth management firms spent 10–20% of their turnover on
regulation. 219 JP Morgan stated that 13,000 employees worldwide were
added to support global regulatory, compliance and control efforts across the
firm between 2012 and the end of 2014. $2 billion was spent in additional
expenses on control efforts between 2012 and 2014, and $600 million on
technology focused on the regulatory and control agenda. 220 AIFMD, in
particular, came in for criticism for imposing disproportionate costs on the
asset management sector, with HM Treasury noting the costs it had
generated. 221
Kern Alexander acknowledged that, in the longer term, “the new cost of
regulation might inhibit the taking of certain risks that could be beneficial for
the financial system.” 222 Alistair Milne also pointed to compliance costs and
the inhibiting effect on competition and the supply of risk finance. 223 Colin
Tyler agreed that regulatory uncertainty was discouraging long term
investment decisions. 224 Standard Life provided evidence that legislation, in
the form of Solvency II, had left insurers unable to plan ahead due to
regulatory uncertainty. 225 Aberdeen Asset Management stated that regulatory
costs were passed on to end users. 226
On the other hand, Kern Alexander said that it was almost impossible to
calculate costs with precision: “Measuring all that out is really not practical
in a policy sense, but we should not lose sight of the overall principle that we
should have benefits from financial regulatory reforms.” 227 AFME welcomed
the European Commission’s 2014 Economic Review of the Financial Reform
Agenda. However they stressed that further assessment was needed to ensure
that the right balance was struck between the costs and benefits of the
reforms. 228
It is important to acknowledge the public outcry which the financial
crisis generated and the popular and related political support for
reform. It is also the case that, in principle, a stable and well217
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regulated financial market should lead to economic prosperity,
creating growth and jobs. We are concerned that the compliance costs
of such a vast set of regulatory reforms may have been
underestimated, and that consequently their value for money was not
properly assessed. It seems also that the knock-on consequences for
the flow of credit to the real economy and for costs for end users, as
well as the chilling effect on competition, were not taken sufficiently
into account.
The problems that have been encountered underline the vital need for
effective Impact Assessments, both during the legislative process and
post-implementation, taking full account of the predicted and actual
costs of regulatory reform.
The politicisation of regulation
Overview
Several witnesses (including, unsurprisingly, many representatives of the
financial sector that were affected by the reforms) criticised what they
perceived as excessive politicisation of the regulatory reform agenda. Nicolas
Véron said that “European policymakers have been very slow to reach an
assessment of the crisis that would not be massively tainted by denial, blameshifting and finger-pointing to outsiders. This has driven misguided reactions
to the crisis from the beginning until now”. 229 Simon Gleeson noted that the
worst examples of poor legislation, such as the credit rating agencies regime,
and the CRD IV bank bonus rules, were all “primarily politically driven” and
“populist politics very rarely results in first-class regulation.” Nevertheless,
such “obvious errors” were only a small percentage of the total. 230
Sir Jon Cunliffe stated that when the crisis erupted, “there was an outburst of
public anger and dissatisfaction and a real political impetus to tackle … hot
button issues” like AIFMD, hedge funds and credit rating agencies. This had
not happened only in the EU and was “a natural societal and then political
response to a very, very bad crisis.” His conclusion was that early legislation
“overshot … [but] when the regulators had a bit more time and a bit more
space to take the reform programme forward, I think it did get better.” 231
The proposals most frequently cited by our witnesses as examples of
excessive politicisation were:
•

The Alternative Investment Fund Managers Directive (AIFMD);

•

The Financial Transaction Tax (FTT);

•

The remuneration rules under the Capital Requirements Directive
(CRD IV), also known as the ‘bank bonus cap’.

Case study one: AIFMD
AIFMD is one of the most contested and controversial of the EU’s crisis-era
reforms. It introduces a new harmonised regime governing (with a few
229
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exceptions) all asset managers in the EU, apart from managers of UCITS
funds. It accordingly has a very wide scope and captures an array of asset
managers, from managers of large, systemically significant hedge funds to
managers of small venture capital and property funds. Given the reach of the
harmonised regulation imposed by the Directive (which includes
transparency, risk management, remuneration, and liquidity rules), concerns
have arisen that it fails to reflect appropriately the different levels of risk
posed by different asset managers, and that it has imposed disproportionate
costs on certain segments of the asset management sector. In particular, it
has been suggested that it puts at risk the competitiveness of the EU asset
management industry, and creates disincentives for third country funds and
managers seeking to access the EU market.
This Committee’s 2010 report on AIFMD, written while the legislative
process was continuing, concluded that while many of the Directive’s
provisions were welcome, “if the Commission had followed its own Better
Regulation principles, many of the shortcomings of the Directive could have
been dealt with at a much earlier point.” Specific issues included a ‘one-sizefits-all’ approach which failed to acknowledge the differences in how AIFs
are structured and operate, and the need to ensure consistency with global
arrangements in the regulation of fund managers, in particular in terms of the
treatment of third country regimes.232
Some witnesses expressed strong opposition to AIFMD. Standard Life did
not perceive any benefits in adding costs to Investment Trusts, given they
survived unscathed from the crisis.233 The BVCA argued that many
provisions in the Directive were ambiguously drafted, leaving important
concepts undefined and open to interpretation. 234
Kay Swinburne MEP said that AIFMD was unnecessary, misguided,
misplaced and did not achieve its overall objective. 235 She described AIFMD
as the EU equivalent of the UK Dangerous Dogs Act, an oft-cited case of
rushed and politically motivated legislation:
“It was rushed in, and it was highly political in the middle of the storm
of the crisis. It was easier to distract attention from some of the eurozone
and sovereign debt crises that were happening at the time and go after
those evil people who were short-selling government bonds and causing
the sovereign crisis, seemingly.” 236
On the other hand Sharon Bowles defended AIFMD, noting that the UK did
not vote against the legislation. 237
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Case study two: Financial Transaction Tax
The Commission’s proposals for a Financial Transaction Tax (FTT) were
published in September 2011. The Commission set out five broad objectives
behind the tax:
•

To avoid fragmentation in the internal market for financial services,
bearing in mind the increasing number of unco-ordinated national tax
measures being put in place;

•

To ensure that financial institutions make a fair contribution to covering
the costs of the recent crisis and to ensure a level playing field with other
sectors from a taxation point of view;

•

To create appropriate disincentives for transactions that do not enhance
the efficiency of financial markets, thereby complementing regulatory
measures aimed at avoiding future crises;

•

To create a new revenue stream with the objective of gradually
displacing national contributions to the EU budget, resulting in a lesser
burden on national treasuries;

•

To contribute to the ongoing international debate on financial sector
taxation and in particular to the development of an FTT at global
level. 238

This Committee has published two reports that were highly critical of the
proposal. We argued that the FTT was unlikely to fulfil any of the
Commission’s objectives, and in fact could cause the EU economy significant
harm, in particular by encouraging financial institutions to relocate outside
the EU. 239
After a number of Member States including the UK announced that they
would not support an EU-wide FTT, 11 Member States decided in 2012 to
take forward the proposal under the enhanced co-operation procedure. Yet
this too was contentious, because, as this Committee has argued, the
proposal could have deleterious consequences even for non-participants such
as the UK. In light of this, the UK Government’s decision not to seek to
block the January 2013 Council decision authorising the use of the enhanced
co-operation procedure, which we believe it could have and should have
done, remains baffling. The FTT participants have yet to reach agreement
on the form and scope of the tax, although they remain committed to the
FTT coming into force from January 2016.
Several of our witnesses criticised the FTT proposal. The BBA and the City
of London Office in Brussels argued that it could undermine economic
growth and have a detrimental effect on consumers. 240 Sir Jon Cunliffe
argued that ultimately the FTT contributed nothing to the objective of
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financial stability. 241 Colin Tyler stated that the FTT was “utter madness”,
and warned that it would have an adverse impact on pension funds financed
by corporations, with costs therefore falling on the end consumer. 242 We
concur with all of these arguments.
Case study three: bank remuneration provisions
The final case study relates to the remuneration rules under CRD IV, also
known as the ‘bank bonus cap’. Both CRD III and the original CRD IV
proposals’ remuneration measures derived from the internationally agreed
FSB Principles and Standards for Sound Compensation Practices. They
included requirements relating to strict limits on guaranteed bonuses and
mandatory deferral periods for pay-outs. Subsequently, during the CRD IV
negotiations, the European Parliament added a mandatory, EU-wide, ‘cap’
on variable pay at 100% of fixed pay to CRD IV (the ‘bonus cap’). The final
text enabled this provision to be increased to 200% subject to a shareholder
vote.
This provision has proved highly contentious, including among our
witnesses. Douglas Flint described it as a “retrograde step”. 243 He, Kern
Alexander and Andrew Bailey saw merit in the previous claw-back and
deferral arrangements under CRD III, which provided an appropriate
incentive device. 244
The UK Government has consistently opposed the measure, arguing that
there was no evidence that it would discourage excessive risk-taking, and that
it would instead backfire and lead to an increase in base salaries (and thus
fixed costs) at banks. The Government also argued that EU-based banks
would be placed at a competitive disadvantage through being forced to apply
these rules on pay globally, and that they would make it harder to claw back
bankers’ pay when necessary.
In September 2013 the Government launched a legal challenge in the Court
of Justice of the European Union (CJEU) against the bonus cap on the
following six grounds:
•

The contested provisions had an inadequate treaty legal base;

•

The contested provisions were disproportionate and/or failed to comply
with the principle of subsidiarity;

•

The contested provisions had been brought into effect in a manner
which infringed the principle of legal certainty;

•

The assignment of certain tasks to the EBA and conferral of certain
powers on the Commission was ultra vires;

•

The identified disclosure requirements in the Capital Requirements
Regulation offended principles of data protection and privacy under EU
law; and
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To the extent that Article 94(1)(g) was required to be applied to
employees of institutions outside the EEA, it infringed Article 3(5) of
TEU and the principle of territoriality found in customary international
law.

On 20 November 2014, the Advocate-General to the Court of Justice
published his Opinion on the challenge. Of the six grounds of challenge he
found the first, on treaty base, to be the most cogent, but stated that
ultimately all six pleas should be dismissed. While the Government
continued to believe that its legal arguments had merit, it nonetheless
decided to withdraw its legal challenge. The Government stated that it would
now work with the Bank of England and international standard-setting
bodies such as the FSB, to consider steps to mitigate risks to financial
stability arising from higher fixed costs at banks resulting from higher
salaries.245
Recommendation
We note the assessment of our witnesses that there were a few
examples of excessive politicisation of the regulatory framework.
Given the ramifications of the crisis, it is understandable that some
elements of the new EU financial sector regulatory framework were in
part the result of political pressures to take prompt action, and/or to
make the financial sector pay for the crisis. Such legislation runs the
risk of being disproportionate in its application and economically
damaging. Once again, this makes the case for rigorous Impact
Assessments at each stage of the legislative process.
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CHAPTER 5: THE INTERNATIONAL REGULATORY AGENDA
Introduction
The relationship between the EU’s financial sector regulatory framework and
the international regulatory agenda was another key issue. Box 4 sets out the
system of international standards on financial sector regulation.
Box 4: International standards on financial sector regulation
The G20 agenda was initially agreed in the 2008 G20 Washington Action
Plan 246 and expanded in subsequent key summits, including the April 2009
London Summit and the September 2009 Pittsburgh Summit. 247 The
original Washington Action Plan was based on 47 recommendations
organised under the general themes of: strengthening transparency and
accountability; enhancing sound regulation (including with respect to
prudential oversight and risk management); promoting integrity in financial
markets; reinforcing international co-operation; and reforming international
financial institutions. The subsequent Pittsburgh Summit reflected the
Washington Action Plan in calling for reforms with respect to: building high
quality capital and mitigating procyclicality (including through
countercyclical capital buffers, strengthened liquidity risk requirements, and
a leverage ratio); reforming compensation practices to support financial
stability; improving the OTC derivatives markets; cross-border crisis
management resolution for systemically important institutions; and the
adoption of a single set of high quality global accounting standards.
The G20 agenda is accordingly high-level but also specific. It reflects in
particular the initial reform agenda developed by the then Financial Stability
Forum in 2008 and which was comprised of some 67 recommendations to
be taken forward by the sectoral international standard-setting bodies
(SSBs), such as the Basel Committee and the International Organization of
Securities Commissions (IOSCO).
While the SSBs have adopted related standards, central steering of the
implementation of this agenda has been provided by the Financial Stability
Board (FSB), established in April 2009 following a G20 decision, and
successor to the earlier Financial Stability Forum. The FSB has also adopted
standards in support of the G20 agenda, particularly with respect to
prudential regulation and the support of global financial stability. These SSB
and FSB G20-driven standards then fall to local jurisdictions such as the EU
to apply. 248 The FSB monitors progress on implementation, including
through peer review.
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London G20 Summit, Leaders’ Statement on ‘Strengthening the Financial System’, April 2009, and Pittsburgh
G20 Summit, Leaders’ Statement on ‘Strengthening the International Financial Regulatory System’ September
2009
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HM Government, Review of the Balance of Competences between the United Kingdom and the European Union—
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Figure 1 sets out in diagrammatic form the international, EU and UK
financial services policy-making process.
Figure 1: International, EU and UK financial services policy-making
process 249

One of the issues we considered was whether the EU financial sector
regulatory framework was consistent with the international regulatory
agenda. The evidence received focused in particular on:
249

Ibid. Source: HM Treasury.

68

THE POST-CRISIS EU FINANCIAL REGULATORY FRAMEWORK

•

Examples of inconsistencies of approach;

•

A comparison of the EU and US regulatory frameworks;

•

The extent to which an EU-specific approach to regulation had been
adopted, and whether this amounted to ‘gold-plating’;

•

An assessment of the EU’s third country regime;

•

An assessment of the role of international standard-setting bodies.

Inconsistencies of approach
Michel Barnier cited the treatment of derivatives as a notable case of
international inconsistency. 250 Douglas Flint and David Lawton also stressed
the importance of ensuring consistency in relation to derivatives. 251 Nicolas
Véron believed that the blame laid with the G20 because it did not prescribe
a global process to ensure initiatives would be aligned. 252
Colin Tyler agreed that there was little consistency between the US and EU
in regulating derivatives. He said it was inappropriate that non-financial
corporates from outside the EU would need to post collateral, using their
“own liquid resources for a non-productive purpose”. 253 The margin
requirements for non-centrally cleared derivatives were identified by AFME
as susceptible to different transposition of rules between the US and EU, to
the detriment of firms established and trading in the EU. 254 Alistair Milne
drew attention to the costs of complying with reporting requirements for EU
reporting entities in the US. 255
Overall, Douglas Flint thought that, given the different characteristics of the
EU, US and Asian markets, “the level playing field is one of these mirages
that people talk about but is pretty impossible to contemplate.” 256 Sir Jon
Cunliffe said that it would be many years before there was perfect
consistency between the rules in different jurisdictions. On the other hand,
he conceded that regulatory arbitrage was a real danger. The important thing
was to ensure there was confidence that things were being done to meet the
same objectives in another jurisdiction even if not in exactly the same way. 257
Comparing the EU and US approaches
As some of these comments demonstrate, witnesses focused in particular on
a comparison of the EU and US approach. Wim Mijs said that the US had
approached regulation in a different way. Given the linkages of the American
financial system with the City of London, there were dangers if the
differences were too big. 258 Sharon Bowles asserted that the EU was largely
250
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in line with what the US and the G20 were doing. However, she warned that
Asian regulators were unlikely to be willing to go along with the EU-US
consensus in the future. 259
Several witnesses compared the EU’s ‘salami-slicing’ approach to regulation
(dealing with reforms in separate legislative proposals) with the US model,
where regulatory reform of the financial sector has been implemented
through the portmanteau Dodd-Frank Act. 260 Nicolas Véron argued that EU
legislation was easier to correct than Dodd-Frank. On the other hand, he
pointed out that there was more delegation to agencies in terms of the
application of legislation in the US, whereas in the EU more detail was
contained in the legislation itself. 261
Lucia Quaglia argued that the provisions of the Dodd-Frank Act were similar
to what the EU had been doing. She stressed the amount of consultation
between US and EU authorities in seeking to avoid gaps and overlaps, 262
though Michel Barnier concluded that the EU was more interested in
international collaboration than the US. 263
In 2014, the European Union Committee published a report on The
Transatlantic Trade and Investment Partnership (TTIP). The report considered
the EU’s calls (supported by the UK Government) for financial services to be
included in TTIP, against strong opposition in the US. We concluded that:
“In a negotiation between equals, it is in our view essential that one
party should not be permitted to exclude a sector … that is clearly
central to both economies. We therefore judge that the EU is right to
press the US on the inclusion of financial services regulatory matters in
TTIP. We were nonetheless struck by the vehemence of the US
Administration’s opposition, and found lukewarm support for the EU’s
stance among several of its Member States … We see no threat to
financial and prudential regulation from the establishment of a more
effective dialogue between EU and US regulators … We nonetheless
judge that the UK and the European Commission will need to build a
more compelling case for why the TTIP is the right vehicle for securing
that outcome.” 264
A specific EU approach?
We considered the extent to which an EU-specific approach to regulation
had been adopted. Michel Barnier stated that while the majority of Europe’s
legislation derived from G20 requests, the EU had presented additional texts
that responded to Europe’s needs. He stressed that regulation needed to take
account of the specific features of EU financial services, such as greater
reliance on lending by the banking sector as opposed to capital markets. 265
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Mr Barnier noted that the proposed Benchmark Regulation was unique to
Europe and was not a G20 agreed decision. 266 Despite this, AFME said that
the development of the financial benchmark regulation was a good example
of international co-operation. They argued that the FSB played an important
role in co-ordinating national financial authorities and IOSCO positively
contributed to the work on setting standards. 267
We also note that the 2013 CRD IV/CRR applies the Basel III agreement to
a wide range of investment firms as well as banks; contains additional capital
requirements (including the requirement for certain macroprudential capital
buffers); and contains detailed, EU-specific risk management, remuneration,
and firm governance rules. Similarly, the credit rating agency regime is highly
detailed as compared to the related G20 agenda, and contains institutional
reforms specific to the EU context. We also note that, while some EU crisisera measures, notably the Short Selling Regulation and AIFMD, are to some
extent related to the G20 agenda, they have gone far beyond that agenda in
imposing highly detailed and wide-ranging rules.
More generally, the IRSG argued that the EU had a tendency to modify and
go beyond international standards. 268 Kern Alexander told us that there had
been elements of gold-plating in Europe, with stricter regulations across most
markets. Yet he did not believe that the EU would lose its comparative
advantage in financial services.269 Sir Jon Cunliffe added that an advantage of
the EU approach was that when it got common rules right, this was enforced
by European law, adding strength to international rules. 270 Benoit Lallemand
told us that although he was not in favour of regulatory diversity, there might
be occasions when different regulatory approaches might be justified to take
account of circumstances in different parts of the world. 271
Andrea Enria noted that in the past directives had left enough room to
national authorities to deviate from international standards in a minimal way
so as to adjust for their domestic markets. Under the single rulebook, EU
regulations sought to take account of all such specificities, creating a risk that
EU legislation deviated from international standards. 272
Nicolas Véron considered that the EU had lagged behind global standards
with Basel III, whereas it had led the way with Basel II. In his view, the EU
had become less of a champion of global standards since the outbreak of the
crisis.273 Simon Gleeson was concerned that “we seem to be seeing an
attempt not only to construct uniquely European solutions but to shut out
the rest of the world as a result.” This was a particular problem in relation to
derivatives and clearing arrangements. He described this as “the Colditz
problem”:
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“You start off trying to build a fortress but end up building a prison …
the more you end up with quirky and slightly unique European
approaches to particular problems, the more you find yourself
constructing obstacles to business between Europe as a whole and the
rest of the world”.274
The EU third country regime and its approach to equivalence
The EU’s approach to third country access to the EU market was a
particular concern for many witnesses. The BBA noted that the EU had
taken a less liberal approach to third country access. An example given was
the ban on EU bank branches clearing through non-EU CCPs unless the
CCP was deemed to be equivalent by the European Commission and
recognised by ESMA.275
Wim Mijs argued that, in principle, ensuring third-country access was
beneficial. He stressed that access should be granted to non-EU countries
that demonstrated equivalent rules, negotiated on the basis of mutual
recognition. 276 The Wealth Management Association noted that third
country access was less of an issue with regard to the retail market. 277
Sharon Bowles said that issues concerning third country regimes “always
seem to get pushed right to the end” of negotiations, with the danger that
“some rubbish compromise” emerges.278 Kay Swinburne MEP was dismayed
that there was no single cross-cutting piece of work on third countries across
EU financial legislation. She argued that an omnibus piece of regulation on
third countries would iron out inconsistencies. 279
The IRSG suggested that reciprocity should be avoided. They argued that
the issue of mutual recognition and equivalence needed to be managed and
agreed at the international level, with assessments based on compliance with
international standards. 280 Other witnesses stressed the importance of
ensuring that the EU’s approach did not give rise to EU protectionism or to
regulatory retaliation, restricting EU access to international markets. 281
Michel Barnier asserted that the EU was not trying to promote
extraterritoriality. Instead the objective was “common standards,
interoperability of rules and equivalence when it comes to supervision”. He
stated that Europe needed to “keep its autonomy and sovereignty in this
area.” He explained that equivalence had the advantage for investors and
financial institutions of avoiding duplicated supervision and regulation. 282
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The role of international bodies
Some witnesses commented on the role of international bodies. These
include:
•

The FSB, which is responsible for steering the G20 agenda and adopts
an array of related standards, notably in the financial stability and
prudential sphere;

•

The Basel Committee, which sets international bank capital, liquidity,
and leverage rules;

•

IOSCO, which adopts standards for securities markets; and

•

The IASB, 283 which adopts International Financial Reporting Standards
(IFRS).

Wim Mijs praised the work of such bodies. 284 Yet Benoit Lallemand was
concerned that the momentum behind ensuring international consistency
was slowing down. He anticipated that the FSB could lose influence as local
regulators gained power. He saw the FSB’s level of credibility, authority and
autonomy as relatively weak. He called for the FSB’s powers and resources
to be strengthened to ensure more international coherence. 285
Sir Jon Cunliffe and Andrea Enria explained that reviews of national
implementation by the Basel Committee highlighted international
inconsistencies, going so far as to name and shame jurisdictions, with the
objective of helping them to align with international standards. 286
Witnesses described the changing dynamics of the relationship between the
EU and international bodies. Kern Alexander said that the Basel Committee
had traditionally been dominated by individual Member States. Lucia
Quaglia stressed that the EU did not speak with one voice at the level of the
Basel Committee, as individual Member State preferences when transposing
Basel III into European legislation demonstrated. Yet they both predicted
that the ESAs, the ECB and other EU institutions would play a greater role
in the level of input to international standard-setting bodies. 287
Recommendations and conclusions
We welcome the efforts of EU leaders to assert the EU’s influence in
the international standard-setting agenda. We note in particular the
continuing efforts to maintain a regulatory dialogue with the US. We
reiterate our view that the EU is right to press the US to include
financial services regulatory matters in TTIP.
It is difficult to draw a distinction between G20 inspired measures and
EU-specific reforms, and therefore to ascertain the extent to which
the EU has been guilty of ‘gold-plating’. This is particularly so given
the influence of the EU and its Member States in the global standard283
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setting bodies and the breadth of the G20 agenda. On balance,
however, we conclude that the EU has been at its most effective when
implementing core elements of the G20 agenda and that regulatory
design problems have been most apparent with respect to those
measures whose connection to the G20 agenda is less apparent. Chief
among these measures are AIFMD and the FTT proposal.
The EU has also shown a tendency to interpret international
standards according to the characteristics of the EU financial sector.
We acknowledge that a completely level international playing field is
unrealistic, at least in the immediate future, because of the different
characteristics of global markets. Adjustments to take account of EU
circumstances are understandable and sometimes justified. We also
acknowledge that differences in implementation by EU Member
States can make it more difficult to achieve a level international
playing field. Yet it is in the long-term interests of the global financial
system for key players, whether in the EU and the US, and
increasingly in Asia and other developing markets, to work together
to ensure that regulatory consistency is maintained.
International fora such as the G20, the FSB and IOSCO have a
crucial role to play in this process. They must be supported by the EU
and its global partners, whether in terms of time, commitment and
resources, if they are to prove effective. More specifically, greater coordination is needed at the international level to identify and lay out
an effective process for ensuring international consistency in relation
to the treatment of derivatives.
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CHAPTER 6: THE IMPLICATIONS FOR THE UK
Introduction
“The UK is the largest net exporter of financial services and insurance in
the world. In December 2013, UK financial services and insurance
accounted for more than 1.1 million jobs, two-thirds of which are
outside London … 80% of hedge fund management and 70% of private
equity management in the EU takes place out of the UK. Moreover,
three-quarters of European capital markets and investment banking
revenue are transacted in this country. The UK has the fourth largest
banking sector globally and accounts for 41% of global foreign exchange
… this industry is vital to the UK and … it is more vital to the UK than
it is to any other EU Member State.” 288 (Andrea Leadsom MP,
Economic Secretary to the Treasury)
This chapter considers the implications of the new financial sector regulatory
framework for the UK under a number of themes:
•

The impact of the Single Market on the UK;

•

The impact of eurozone integration on the UK and other non-eurozone
Member States, and the threat of eurozone ‘caucusing’;

•

Whether the core elements of the EU financial regulatory framework
would have been implemented in the UK had it acted unilaterally;

•

Whether UK influence in shaping the financial services regulatory
framework is waning;

•

Whether the UK Government and other UK authorities have been
effectively engaged with the EU institutions;

•

The importance of the City of London as the global financial centre for
the EU.

The UK and the Single Market
The benefits of the Single Market to the UK economy were acknowledged by
several witnesses. While Standard Life conceded that it was a work in
progress, they argued that the Single Market provided all Member States
with access to markets that would otherwise be surrounded by tariff barriers,
and acted as a portal to third countries who wanted access to EU markets.
They said that financial services in the UK gained significant benefits from
the Single Market, and that the competitiveness of financial services in the
UK depended, to a degree, on being part of the European financial services
regulatory framework. 289 The Minister agreed that “the EU Single Market
remains a key asset for financial services right across the UK, with firms
288
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establishing themselves in the UK stating that access to the EU Single
Market is a key reason for doing so.” 290
On the other hand, the Building Societies Association cautioned that the
benefits of the Single Market in financial services were not always evenly
distributed, with some participants being subject to the regulatory burdens of
Single Market access but not being in a position to benefit from the Single
Market. They gave a number of examples of disadvantages affecting the UK
market, including the displacement of the UK mortgage application ‘Key
Facts Illustration’ and the imposition of harmonised regulatory reporting
under CRD IV. This imposed a “colossal burden” and substantial costs on
building societies (of between £189 million and £278 million), to no
apparent benefit. 291 As we have seen, the Wealth Management Association
said that EU-wide regulations did not work for retail markets which were
“national and constrained by local culture and tax laws.” 292
The Single Market has its imperfections and remains incomplete. Its
benefits are also felt more keenly in the wholesale markets than in
retail markets, where the benefits of cross-border services are less
apparent. Nevertheless the Single Market remains a fundamental
driver of growth across the EU and is thus of demonstrable benefit to
the UK economy. Given the UK’s leading position, the development of
the Single Market in financial services is a key determinant of the
continued prosperity of the UK financial services sector.
Eurozone caucusing?
A number of our witnesses warned that greater eurozone integration posed a
threat to the integrity of the Single Market (and in particular the single
rulebook), and by implication to the influence and interests of non-eurozone
Member States such as the UK. Much of this concern revolved around the
Lisbon Treaty change to the voting rules for a qualified majority in Council
as from 1 November 2014, so that “a qualified majority shall be defined as at
least 55 per cent of the members of the Council, comprising at least fifteen of
them and representing Member States comprising at least 65 per cent of the
population of the Union.” 293 As a result of this change, eurozone countries
now have a qualified majority in the Council. 294 This, together with the
establishment of Banking Union, 295 raised the spectre of eurozone
‘caucusing’.
Graham Bishop argued that the threat of such caucusing had grown. He
cited the UK Government’s legal challenge on the location of central
counterparties, where “it would be extraordinary if the ECB’s strong view
about the prudent need for control over CCPs were not given full support by
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all euro area states”. In his view, “the cost for the UK of not having joined
the euro may now be creeping over the horizon.” 296
The BBA said that while there were numerous divisions between eurozone
Member States, the risks of caucusing had increased. The BBA cited the
FTT as a case where the interests of non-participants were not respected. 297
Douglas Flint noted that the double majority mechanism in the EBA was
very important. Under this mechanism, key decisions, including on standards
applying across the Single Market, need to be approved by a simple majority
of members of the EBA Board of Supervisors of both Banking Union
participating and non-participating Member States. However, there would be
a review of voting arrangements if and when the number of non-participants
fell to four. Thus Mr Flint said that there was a question as to whether the
mechanism would remain sustainable as the number of ‘outs’ fell. 298
The City of London Office in Brussels also saw dangers in a two-speed
Europe. Yet there were safeguards, including the double majority voting
rules in the EBA and the strength of the bilateral relationship between the
ECB and the Bank of England. They also pointed out that the eurozone had
its own fears because a large chunk of its wholesale markets were in London.
The key was to “have a structure that reassures everyone”. 299 The City of
London Office in Brussels were amongst several witnesses who argued that
caucusing was a latent threat rather than a real and present danger. Other
than on bank bonuses, efforts were typically made to get the UK ‘on
board’. 300
Several other witnesses thought that the danger of UK marginalisation was
overblown. Sharon Bowles criticised as facile the presumption that there
would be a straight division between euro ins and outs. Nevertheless, she
argued that ensuring that the Eurogroup met after the ECOFIN Council
rather than before, would help guard against issues coming before ECOFIN
as a fait accompli. 301
The Minister conceded that there was a significant risk that eurozone
countries would start to caucus, and that the EBA double majority rule might
not last forever. It was inevitable that eurozone countries would need to
make decisions to support the eurozone, and the UK needed to be alert that
its interests were not damaged. 302
Of all the elements of the financial sector regulatory framework, Banking
Union has perhaps the greatest potential to create divisions between
eurozone and non-eurozone Member States. Banking Union is mandatory
for eurozone Member States but other Member States may join on a
voluntary basis.
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Douglas Flint foresaw the ECB growing in influence thanks to its increased
powers under Banking Union. While he stressed that the Bank of England,
the US Federal Reserve and the ECB were likely to agree on many issues, the
UK needed to maintain a constructive relationship with the ECB so as to
maximise its influence. 303 Andrew Bailey also stressed the critical importance
of the strong relationship with the ECB, and said that existing relationships
between the ECB and the Bank of England were good. 304
Andrea Enria said that to some extent Banking Union was a contribution to
restoring the integrity of the Single Market more generally, but he
acknowledged that it created the potential for polarisation between ins and
outs. 305 He thought that the UK had taken a “very defensive” attitude to
Banking Union, focusing on concern about the ECB’s growing power and
the need to ensure that the UK was able to block rules it disagreed with. He
stressed that there should be a common focus on strengthening and repairing
the Single Market rather than on searching for potential tensions. 306
The steps towards further eurozone integration, encapsulated in
Banking Union, are an essential precondition for the restoration of
growth and prosperity both in the single currency area and across the
EU as a whole. It is therefore in the UK’s interests that a meaningful
process of closer integration continues.
Such integration has unavoidable consequences for the UK. There is
little sign of eurozone caucusing taking place as yet, but it is certain
that the eurozone will have to integrate even further if the future of
the single currency is to be secured. Safeguards must be put in place
to secure the integrity of the Single Market as well as the rights and
interests of non-eurozone Member States.
In that regard, we welcome the UK Government’s successful
campaign to reform the voting rules in the EBA. Yet such safeguards
may not last forever, and voting weights in the Council have changed,
giving the eurozone a qualified majority. Further protection is
therefore needed. The new Commission must renew its commitment
to the protection of the Single Market. The powers, authority and
resources of the European Supervisory Authorities must be
strengthened given their pivotal roles in supporting the single
rulebook. We also recommend that the Eurogroup should meet after
the ECOFIN Council rather than before, to reduce the risk of issues
coming before the Council as a fait accompli.
The UK authorities can also do more to take account of the growing
influence of eurozone bodies such as the ECB and the Eurogroup. We
welcome the fact that strong working relationships exist between the
Bank of England and the ECB. Effective structures of co-ordination
must be maintained in order to ensure that the UK’s influence in the
design of regulatory and supervisory structures is maintained.
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The UK and the EU: a consistent regulatory approach?
We asked our witnesses whether the main elements of the EU financial sector
regulatory framework would have been enacted in the UK irrespective of its
membership of the EU.
Sharon Bowles described as “rubbish” the “all-pervading notion that in the
absence of EU regulation there would be no regulation” in the UK. In her
view, a UK-only regulatory framework would have been more stringent, as
the UK Government’s push for tighter regulation over the CRD IV/CRR
negotiations demonstrated. 307 She said that the UK had “blindly followed”
the Basel agenda and had been guided by the philosophy that: “If it moves,
slap on capital; even if it does not move, slap on capital. Require more
liquidity. Ring-fence it. Tie it down.” 308 She also pointed out that the UK
had often led discussions at international level, for instance with regard to
bank recovery and resolution. 309
The Minister stressed that the UK had played a significant leadership role in
the development of international standards. Consequently many of the
reforms would have been enacted even if the UK had not been in the EU. 310
Simon Gleeson said that, of the 40-plus pieces of legislation, with one or two
exceptions: “Had Europe not existed, every single one of those directives
would have been implemented here for exactly the same reasons that they
were implemented at the European level, because they were part of a globally
considered response to the crisis.” 311 He pointed out that at FSB/G20 level
most of the policy input came either from the UK or the US, so “we are
making policy for ourselves through a very long and devious route.” 312
Kern Alexander noted that the UK was an important participant in FSB
discussions on international standard-setting, and in the Basel III discussions
on capital requirements. 313 In terms of EU legislation, the UK had
spearheaded both the BRRD and the deposit guarantee scheme revisions. 314
Douglas Flint argued that, with the exception of bank remuneration
arrangements, it was very difficult to point to EU reforms that had been
particularly problematic in the UK context. 315
UK gold-plating?
The City of London Office in Brussels argued that gold-plating was
sometimes justified in the UK context because EU legislation would be
insufficiently developed for the highly developed markets in London. By
contrast, some other Member States could simply cut and paste the text of a
directive. 316
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Douglas Flint said that the main examples of UK gold-plating were designed
to accelerate the adoption of rules that would be enacted across the globe at
some point. He stressed the responsibility of regulators to reflect the specific
circumstances of a market. He therefore supported minimum standards and
national regulators giving effect to more specific concerns. He did not think
that this was a problem so long as there was a well-argued case for
differentiation. However, different rules became more problematic in the
context of cross-border wholesale markets.317
We acknowledge that elements of the financial sector regulatory
framework have proved particularly problematic for the UK. The
bank remuneration provisions in CRD IV, AIFMD and the
longstanding arguments about the Financial Transaction Tax are
three cases in point. There are also less prominent examples, not least
in relation to the retail market.
Yet with these exceptions, it is likely that the UK would have
implemented the vast bulk of the financial sector regulatory
framework had it acted unilaterally, not least because it was closely
engaged in the development of the international standards from
which much EU legislation derives.
We acknowledge that UK regulation goes further than the EU baseline
in a number of prominent cases. The arguments for and against goldplating are finely balanced. On the one hand, the specific features of a
financial market as developed as that in the UK need to be taken into
account. On the other, the more regulatory inconsistency that is
created, the greater the threat of regulatory arbitrage and of
competitiveness risks. Such inconsistencies also stand as
impediments to the smooth functioning and development of the
Single Market in financial services. On balance, we find that while it
may sometimes be necessary to take account of the distinctive
features of the UK markets, the assumption must remain that the
advantages of consistency across the Single Market should prevail
unless there is a clear and demonstrable case why this should not be
so.
Maximising the UK’s influence
Several of our witnesses expressed confidence that the UK maintained a
strong influence over EU financial services regulation. Sharon Bowles
asserted that the knowledge and experience of the UK regulators was very
powerful, and this was acknowledged in Brussels. 318 David Lawton said that
the UK continued to be respected in EU dialogue because of its technical
expertise. He had no sense of a loss of influence. 319
The City of London Office in Brussels agreed that the UK was seen as expert
in the field. However, they detected a sense that the debate about UK
membership of the EU was having an impact on the way the UK was viewed
in Brussels. There was a perception that the UK was arguing that “if
regulation comes from Brussels it is bad, if it comes from Westminster, it is
317
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good”. They stressed that “the idea that everyone has got it in for the City of
London or for the UK is slightly misguided.” Antipathy was directed against
the financial industry as a whole rather than London, and the City bore the
brunt of such criticism simply because the majority of the wholesale market
was in London. 320 There was also a “constant need to justify ourselves”
because of controversies like LIBOR.321
The Minister argued that:
“A good principle to follow would be that a principal industry in one
Member State should not be undermined by others … This is a hand-tohand issue where we need to negotiate very hard on behalf of the UK’s
interests on a case-by-case basis. At times we have to put up a challenge
in the courts, as we have done in the past, but at other times we just
have to argue very loudly”. 322
The role of the UK Government
One significant determinant of the strength of the UK’s influence is the
nature of the UK Government’s (and other UK authorities’) engagement
with Brussels.
Our witnesses painted a mixed picture. Sharon Bowles said that the UK had
made a positive technical contribution to proposals such as those relating to
Banking Union. 323 Yet its approach to negotiations amounted to “regulatory
selfishness … If we can do it ourselves, please still let us do it ourselves”. 324
She cited the UK’s “schizophrenic and immature” approach to the role of
the ESAs:
“On the one hand you want the PRA and the FCA to be in there doing
their stuff in ESAs, but actually you would much rather that they were
able to do it all by themselves. You like the discipline when it applies to
somebody else, but not when it comes back to discipline the UK.” 325
Sharon Bowles also criticised the way in which the UK presented itself in
negotiations, for instance in sending the Deputy Governor of the Bank of
England to informal ECOFIN and Governors’ meetings, rather than the
Governor. 326
The BBA said that they had been encouraged by the engagement of UK
authorities in recent EU negotiations, and the UK’s willingness to challenge
inappropriate rules. Nevertheless, there was an overwhelming case for the
UK to devote more resource and expertise to engaging in the EU process.327
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Nicolas Véron argued against any isolation of the UK from the EU policy
process “because we lose an important force to push for better regulation.” 328
Karel Lannoo argued that countries such as Germany were more visible in
their lobbying than the UK. 329 The BVCA suggested that the UK could learn
from the approach of other Member States in maximising influence in
relation to industries of national importance. 330 The IRSG stated that while
the EBA double majority rules had been an example of a good outcome for
the UK, “the UK Government could achieve such outcomes more frequently
if it were better engaged in the European debate and able to build a coalition
of support with like-minded countries.” 331
Simon Gleeson’s judgement was scathing:
“There was an extraordinary UK disengagement at the policy level at a
sufficiently early stage. It is my personal opinion that certain UK
Government departments, particularly the Treasury, proceeded for far
too long under the illusion that they were sovereign law-makers when in
fact they were not. Over the last seven years, we have seen a rather
violent correction of that illusion. In order to correct that, it is necessary
for those who make financial policy in the UK to be clearly aware that
financial policy is no longer made in Horse Guards Parade—it is made
in Brussels—and to manage the making of policy on that basis.” 332
The Minister pointed to the work that the UK Government had undertaken
to reject the proposed bonus cap on UCITS fund managers, in securing
flexibility for the UK to implement its own macroprudential regime within
the scope of CRD IV, in securing capital relief for British insurers holding
assets against long-term liabilities through Solvency II, and in exempting
British pensions from new rules on disclosure of investment products. She
also cited cases where the Government believed that EU legislation was at
odds with the treaties and had initiated action at the Court of Justice of the
European Union, including with respect to the FTT, the location of clearing
houses and the bank remuneration provisions in CRD IV. 333 Her conclusion
was that the UK was not on the sidelines, but was “very much plugged in”. 334
Engagement with the European Parliament
Specific concerns were raised about declining UK influence in the European
Parliament. Graham Bishop said that the UK’s performance in the last
European Parliament term was “outstanding”, led by the ECON Chair
Sharon Bowles. By contrast, its influence over the new European Parliament
had “gone down with a bump”. He was concerned that UK rapporteurs were
unlikely to be given any major City-sensitive dossiers.335
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The Wealth Management Association asserted that there appeared to be little
co-ordination between MEPs and Westminster MPs. They argued that
improved co-ordination could help strengthen the quality of parliamentary
debate on EU matters in Westminster and Brussels.336 HM Treasury pointed
to successful engagement with MEPs on the MiFID II and EMIR proposals,
although it conceded that there was a need to re-establish relationships with
the new European Parliament and Commission. 337
UK officials in the Brussels institutions
A number of witnesses expressed concern about the low numbers of UK
officials in key posts in the EU institutions. The BBA called for a significant
increase in the number of UK officials appointed to the EU institutions. 338 Its
July 2014 report on British influence in the EU concluded that the UK was
“facing a cliff edge in terms of the number of senior officials it has in the
Commission. Many of the highest ranking British officials are near
retirement age and there is no pipeline of junior colleagues ready to replace
them.” 339 Standard Life argued for an increase in FCA and PRA
secondments to EU institutions, supervisory bodies and other international
regulators. They also called on the UK to ensure that more UK nationals
were working at the Commission. 340
On the other hand, Verena Ross noted that there were 12 British nationals
on a contract with ESMA (so-called ‘Temporary Agents’) as well as five
British nationals seconded to ESMA by the FCA as Seconded National
Experts, which was “reasonably proportional to the other big countries.” 341
David Lawton told us that the FCA was active in the ESAs providing
technical advice and commentary on legislation. 342
The Minister said that HM Treasury, the FCA, PRA and the Bank of
England had 14 officials seconded to the Commission, three at the EBA, six
at ESMA, one at EIOPA, two in the ECB and one at the ESRB—27 officials
in total. In addition, 74 FCA officials participated in the ESA Committees. 343
It is also important in this context to welcome the appointment of Lord Hill
of Oareford as Commissioner for Financial Stability, Financial Services and
Capital Markets Union. The Minister acknowledged that he would be
speaking for the Commission as a whole, but was nevertheless confident that
he would understand the significance of the financial sector for the UK. 344
It is fundamentally important that the Government must ensure that
the UK is not perceived by EU colleagues to be pursuing an
obstructionist or purely self-interested agenda. The Government
needs to demonstrate by its actions and its words that it has the best
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interests of the Single Market and the EU as a whole at heart, and not
just the UK’s own narrow interests.
It is gratifying to hear that the UK’s expertise in relation to financial
services is still respected. Yet it is our belief that the UK’s influence
over the legislative process continues to diminish. We identify several
possible causes:
•

The impact of the ongoing debate about the UK’s place in the
European Union on opinions about the UK;

•

A perception of growing UK antipathy to ‘Brussels regulation’;

•

The indirect effect of hostility towards the financial services
industry in light of that sector’s prominence in the UK economy;

•

An occasionally unhelpful tone and attitude on the part of UK
authorities when dealing with EU counterparts;

•

Insufficient commitment to the hard graft of effective lobbying,
negotiation and alliance-building;

•

A declining influence in the European Parliament, in spite of the
hard work of those UK MEPs who remain constructively engaged;

•

A paucity of senior UK officials in EU institutions.

The UK Government must act urgently to increase the UK’s influence
over the future development of the financial sector regulatory
framework. One practical step would be to place greater emphasis on
the value of a career in the Brussels institutions for UK officials. A
second would be to ensure that the UK seeks to influence the policy
debate at the earliest opportunity. A third would be to enhance
contact between UK authorities and MEPs not only from the UK but
from all Member States. Given the importance of the financial sector
to the UK economy, the Government would be failing in its duty to
protect the interests of the UK if it did not do everything possible to
enhance its influence among the EU institutions.
In addition, all UK MEPs need to play a full and active part in the
work of the Parliament and its Committees if the UK’s influence
within the European Parliament is to be enhanced. To that end, we
also acknowledge this Committee’s own responsibility to ensure that
good relations between national parliaments and the European
Parliament are maintained.
The City of London: the EU’s global financial centre
Two further interlinked themes emerged from our evidence. On the one
hand, witnesses stressed that, in order to continue to function as the EU’s
global financial centre, the City of London needed to be subject to EU rules.
Simon Gleeson argued that:
“If London … wants to be the European financial centre, Europe must
feel that it is able to regulate it effectively … It is not simply a matter of
saying who is technically the best regulator; you are saying, ‘Who needs
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to feel that they have a hand in the regulation of this thing?’ … We still
do not have sufficient European control of the City of London to leave
other European governments happy with the fact that increasingly
Europe has only one financial centre”. 345
Sharon Bowles agreed:
“Just because the fund management is in London, that does not mean
that London can have carte blanche to regulate. An awful lot of bad
things have happened in London. The London Whale 346 was in London.
Benchmark fixing was in London. FX fixing was in London. When these
things continue to come out—and are happening under our noses—you
cannot stand up to the rest of Europe and say, ‘We should make the
regulation because it is all with us. The fact that it has gone wrong is
nothing to do with us—and, by the way, we want to export it all to you,
because we are the largest exporter of financial services’.” 347
On the other hand, there is an imperative on all EU authorities to
acknowledge that the UK financial services industry centred on the City of
London is beneficial not just for the UK but for the whole of the EU. The
Minister stressed that “the financial services serve Europe”:
“Before the financial crisis, financial services—largely based in the UK—
benefited each of the European economies by about 1% of GDP per
year. So everyone is benefiting from something where the UK has a
particular expertise [and] … it is in the interests of all of the EU to
defend this very important industry.” 348
We acknowledge that the EU must have confidence in its ability to
regulate the City of London effectively if it is to retain its faith in and
commitment to the City’s continuing function as the global financial
centre for the EU. The prosperity of the City of London, and the
financial services industry that it hosts, is in the interests not only of
the UK but of the EU as a whole.
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CHAPTER 7: THE FUTURE
Introduction
The reforms to the financial sector regulatory framework are unprecedented
in EU history, in their scale and ramifications. They also carry significant
implications for the future priorities of the new Commissioner for Financial
Stability, Financial Services and Capital Markets Union, Lord Hill of
Oareford. This chapter focuses on the key questions that the new financial
sector regulatory framework gives rise to for the future. These include:
•

Should there be a period of calm before further reforms are brought
forward, or are further reforms necessary before the regulatory
framework can be considered to be complete?

•

What needs to be done in relation to existing legislative proposals such
as those relating to shadow banking and bank structural reform?

•

What steps should be taken to promote the growth agenda in light of the
significant economic challenges facing the EU?

•

What is the Commission seeking to achieve through its proposals for ‘An
Investment Plan for Europe’ and Capital Markets Union?

A period of calm?
Michel Barnier acknowledged that his programme of legislative measures was
not the end of the road. He said that the next Commission would have to
focus on implementation and on enforcement, where necessary, of the
reforms. The review clauses would give an opportunity to evaluate and
perhaps to improve the texts. He said that financial markets changed quickly,
and “we need to make sure that our rules evolve as well.” 349 As we have seen,
there are also over 400 pieces of Level 2 regulation to be adopted in the
coming years. 350
Several witnesses stressed the need for a period of calm before countenancing
further legislative reforms. AFME argued that this was necessary because
“the pace of change in EU financial services legislation is neither sustainable
nor desirable if Europe is to fully reap the economic benefits of
transformation that has already taken place.” 351 Anthony Browne called for
“a period of stability on the regulatory front to see exactly what the impact of
all this is and whether any future reforms are necessary.” 352
Douglas Flint said that the EU needed to give the industry confidence that
regulatory reform had an end point. 353 As we have seen, Colin Tyler stressed
the disincentive to business investment created by uncertainty about future
regulatory reform. 354 David Lawton stated that the key over the next two to
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three years was a smooth and proportionate implementation of the various
legislative dossiers. In his view, there was no need for a new legislative
agenda—quite the opposite. 355
Nonetheless, the IRSG stressed the importance of seizing the opportunities
presented by review clauses to assess the effectiveness of new legislation and
to amend it as necessary. In addition, while a hiatus from further reform
would be welcome, they argued that there were still gaps in the regulatory
framework, including proposals on recovery and resolution for financial
market infrastructure, which needed to be filled before the reform project
could be said to be complete. 356
Others suggested that a full review of the new framework would have to wait.
Colin Tyler thought it would take a decade to assess the full impact of the
new framework and how it fitted together. 357 Sharon Bowles argued that it
was better to leave dossiers such as AIFMD alone than to open them up and
risk making things worse. 358 On the other hand, Sir Jon Cunliffe said that the
financial sector evolved so fast and was so complex that problems needed to
be dealt with as they arose. 359
The Minister, Andrea Leadsom MP, favoured a period of calm, because
undoing a bad piece of legislation was more painful and expensive than living
with it. On the other hand, she recognised the natural urge to address a
problem once it was identified. 360
Notwithstanding the calls for a period of calm, substantial progress needs to
be made in fulfilling the four fundamental principles of the EU. We note in
particular that the principle of the free movement of services has not been
developed at the same pace as the other three freedoms.
The pace and scale of legislative reforms over recent years were
unprecedented. We sympathise with the pleas of the financial services
industry for a period of calm and with its desire for a definitive end
point to the process of reform. We agree that the legislative
programme needs to slow down in order to enable industry to get to
grips with the changes that have been made and to ensure effective
implementation of the reforms that have already been agreed.
Yet the vision of a fixed and completed regulatory framework is likely
to prove a mirage. The financial sector is constantly evolving, and
financial sector regulation will need to keep up. It is both unwise and
unrealistic to set an artificial end point to the reform process.
At the same time, the Commission should bring forward legislation
only where the case for action has been effectively made. We have
already criticised the Commission for a tendency to judge its
effectiveness by its legislative output. We accordingly call on the new
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Commission to resist any urge to legislate without clear evidence of
necessity. Increased regulatory stability is now highly desirable.
Gaps in the regulatory framework
We also sought views as to whether any further
needed. Michel Barnier pointed to the outstanding
by the new Commission, including measures on
benchmarks, shadow banking (including Money
laundering and payment services.361

legislative reforms were
legislation to be pursued
bank structural reform,
Market Funds), money

Some witnesses commented on the new risk environment created by the G20
reforms to the OTC derivatives market (implemented through EMIR in the
EU) and, in particular, on the requirement for certain derivatives to be
cleared through CCPs. The CCP clearing requirement is designed to reduce
the risks associated with bilateral clearing. But notwithstanding the new
regulatory regime supporting CCPs, concern was expressed as to the
resulting concentration of risk within CCPs. Given the systemic risks posed
by CCP failure, support was expressed for appropriate recovery and
resolution procedures for CCPs as well as for critical financial market
infrastructures generally, such as Central Securities Depositories (CSDs).
The EU has already legislated to address recovery and resolution of banks
and certain investment firms (the BRRD), but has yet to present proposals
with respect to financial market infrastructures.
In this context, Elizabeth Gillam, Deputy Head of Office, City of London
Office in Brussels, stressed the importance of guarding against future risks.
Given that risk was now being concentrated in CCPs, she would support
legislation addressing the recovery and resolution of CCPs and CSDs. 362 The
IRSG agreed that the move towards central clearing had led to a
concentration of risk in CCPs. They supported the introduction of recovery
and resolution legislation for financial market infrastructures. 363
With regard to the derivatives markets reforms, the BBA stated that
challenges in existing legislation could be identified, including difficulties
with reporting standards in relation to OTC derivatives, the unresolved
question of third country CCP equivalence and divergences in regulatory
standards between the EU and US inhibiting cross-border derivatives trading
and capital flows. 364
Aside from these points, our witnesses focused in particular on two
outstanding issues, the proposals for shadow banking and bank structural
reform.
Shadow banking
Box 5 outlines the shadow banking reform agenda.
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Box 5: The shadow banking sector
The shadow banking reform agenda is designed to capture the risks
associated with maturity and liquidity transformation. Broadly, it is
concerned with addressing the risks associated with credit intermediation by
market participants and through activities which are outside the regular
banking sector. In particular, maturity and liquidity transformation is a
central function of the banking sector: a bank takes on liquid deposits as
bank liabilities (through short term borrowing from depositors), but lends
over the long term in the form of less liquid loans (bank assets).
Banking regulation has evolved to address this short-term liability and longterm asset mismatch risk. But the crisis revealed that an array of institutions
and practices were achieving maturity and liquidity transformation effects
outside the banking regulation perimeter. While they were providing an
important alternative funding source, they were also generating significant
systemic risks. In particular, the importance of securitisation and of securities
repurchase (‘repo’) and lending agreements used by market participants
became clear. The potential risks of Money Market Funds did likewise. The
scale of the shadow banking sector, estimated at some €53 trillion globally, at
half the size of the regulated banking sector, has also become clearer. 365 As
banking regulation has become more intense in the wake of the crisis, and in
particular given the potential impact of structural reforms on the regulated
banking sector, the reform agenda has come to reflect concern that activities
may be driven from the regulated banking sector to the unregulated, or
‘shadow’ banking sector.
The international reform agenda is being spearheaded by the FSB. In the
EU, a number of reforms can be associated with the shadow banking agenda,
including the CRD IV/CRR and Solvency II reforms and the rating agency
regime. Yet it is in particular associated with the Money Market Funds
Proposal and the Transparency of Securities Financing Transactions
Proposal, both currently under negotiation. Further reforms are expected to
follow with regard to, for example, collection and exchange of data, the Legal
Entity Identifier agenda, and the strengthening of the UCITS regime with
respect to securities financing transactions in particular.
Sir Jon Cunliffe said that shadow banking was the main area where further
regulation was needed. 366 The key issue was that:
“We know a lot about the banking sector, we know a lot about the
insurance sector and they are quite regulated. We do not know that
much about the universe of asset managers, different funds, different
investment funds, who all have different strategies and … mutate very
quickly in that environment.” 367
Kern Alexander agreed that enhanced scrutiny of the sector was needed. 368
The IRSG stated that the increase in shadow banking activities may pose
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new risks which would need to be monitored. 369 Yet Karel Lannoo was not
convinced that shadow banking was a big issue because many of its elements
had already been regulated. 370
We acknowledge that the shadow banking sector plays a pivotal role in
the smooth operation of the economy, and in particular as a muchneeded alternative financial driver to the regulated banking sector.
Regulation intended to contain the risks of shadow banking must not
prejudice its benefits to the wider economy and, in particular, its
ability to support capital-market-based funding. Over-regulation will
only drive risk into further unregulated areas. Reform must make
shadow banking safer but not suppress it.
The case for monitoring and regulation of the shadow banking sector
is a strong one, in particular to take account of the shift in risk from
the regulated sector into the unregulated sector, and the incentives
which the enhanced regulation of banks has created for activities to
move outside the regulated sector. Little is known about the
intricacies of the shadow banking sector compared to the regulated
banking sector. Enhanced transparency and understanding of the
sector is therefore vital if systemic risks are to be identified and dealt
with.
Bank structural reform
The Commission’s proposals for bank structural reform were published in
February 2014. 371 They were brought forward in response to the report of
the High Level Expert Group on reforming the structure of the EU banking
sector, chaired by the Governor of the Bank of Finland, Erkki Liikanen. The
Commission proposed a ban on proprietary trading by certain categories of
financial institution, and a requirement for competent authorities to review
credit institutions and to determine whether to require them to separate their
deposit-taking activities from their trading activities. The proposal also
included provisions to allow credit institutions subject to national primary
legislation at least equivalent to the EU proposal to derogate from the
structural separation requirement. This so-called derogation clause would
permit the UK to implement the Vickers reforms in full. 372 The legislative
proposal has proved contentious during negotiations thus far, not least
because a number of Member States, including France and Germany, have
taken forward structural reforms at national level. Agreement is not expected
before the end of 2015 at the earliest.
Witnesses from the financial sector roundly criticised the Commission’s
proposals. AFME described them as “an unnecessary duplication of existing
measures and, if adopted, will have significant adverse economic
consequences, including a withdrawal of EU capital market capacity.”
AFME argued that the proposals would interfere with the provision of client369
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facing activities such as market making and risk transformation services that
were part of banks’ fundamental economic role. 373
The IRSG pointed out that national measures had already been taken, and
trying to harmonise this area at such a late stage would only lead to
uncertainty and additional cost. 374 Anthony Browne agreed that “you would
not design a process with lots of individual, national bits of legislation
followed by sort of pan-European bits of legislation, where it is not entirely
clear how all that would fit together.” 375
Wim Mijs criticised the bank structural reform proposals as a politically
motivated afterthought. 376 Professor Rosa M Lastra, Professor of
International Financial and Monetary Law, Queen Mary University of
London, bemoaned the way in which the Volcker rule, the Vickers reforms,
the Liikanen report and the Barnier legislative proposals all pointed in
different directions. 377
Only Benoit Lallemand defended the proposal, calling on the UK to be a
strong advocate of the proposal so as to ensure as much of a level playing
field across the EU as possible. 378
The Commission’s proposals for bank structural reform are highly
contentious, particularly given that Member States including the UK,
Germany and France have already brought forward structural
measures at national level. This illustrates many of the failures in the
legislative process that we have highlighted, including a counterintuitive scheduling of legislative reforms. The optimal moment for
bank structural reform had passed by the time the proposal was
brought forward in the dying days of the old European Parliament
and Commission.
Nevertheless, we are concerned that the financial sector is overstating
its objections in an effort to encourage the Commission to drop the
proposals. The lack of consistency between the Volcker, Vickers and
Liikanen models, not to mention the national reforms taken forward
by Germany and France, is far from ideal. The case for seeking to
create greater harmonisation of bank structural rules across the EU is
thus, in theory, a strong one. Nevertheless, the political reality is that
it will now be very difficult to reach agreement on the proposal.
Whether the Commission and the co-legislators have either the
commitment or the resolve to reach such an agreement is open to
doubt.
The growth agenda
One of the overriding concerns of our witnesses was that the legislative
framework had been focused too much on stability rather than growth. 379
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Peter Cosmetatos said that, in common with financial regulators across the
world, the EU’s “failure to act in the boom was followed by an inevitable
backlash in the bust, reflecting understandable public hostility towards
bankers and the world of finance. Eventually, policymakers remembered
that, for all its sins, the finance industry had to be part of the solution in
getting the economy moving again.” 380
On the other hand, Michel Barnier emphasised that financial stability was an
essential precondition, 381 while the Bank of England highlighted that growth
was best supported by a stable banking system. 382 Andrea Enria warned that
capital was necessary to support bank lending and that it was risky to bend
stability rules to support growth. 383
Notwithstanding these arguments, there was consensus that there needed to
be a renewed focus across the EU institutions on promoting economic
growth to combat the fundamental problems of youth unemployment,
inequalities between Member States and the looming threat of a deflationary
spiral. David Lawton said that the best thing for growth would be to allow
firms and regulators to get on with completing the job that was started over
recent years.384 Colin Tyler agreed that the key to economic growth was to
remove uncertainty from business decision-making. 385
The BBA criticised the way in which the focus on stability had only belatedly
been matched by a recognition of the need to promote economic growth.
They stated that infrastructure and export financing, a greater role for capital
markets, revitalising the securitisation market and promoting alternative
financing sources for SMEs could all help to promote a more diverse
financing system. The BBA also called for an enhanced role for the European
Investment Bank (EIB) in supporting cross-border and national
infrastructure projects.386
AFME cited similar solutions, including simplifying and improving access to
SME financing, the expansion of SME securitisation, the development of a
pan-European private placement market, and infrastructure investment.
AFME also argued that the European Long-Term Investment Fund
(ELTIF) could be a means of making infrastructure investments accessible to
a wider group of investors. They suggested that EIB eligibility criteria could
be relaxed. 387
Simon Gleeson said that one of the most useful things that the EU could do
was to finish the ELTIF legislative architecture in order to provide a vehicle
for financing to SMEs to flow (agreement between the Council and the
European Parliament on the regulation was subsequently reached in
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December 2014). 388 Wim Mijs agreed that the priority was providing equity
to SMEs. 389
On the other hand, the City of London Office in Brussels said that the real
problem for the Commission’s growth agenda was that the Commission did
not control many of the levers which bear on issues like labour market
structures. Structural reform remained a mainly national issue. 390 The IRSG
agreed that many of the levers on the demand side were within Member
State competence. 391 Standard Life conceded that it would be difficult to
achieve growth through regulation alone. 392
An Investment Plan for Europe
Notwithstanding these limitations, President Juncker stated that his first
priority as Commission President would be to strengthen Europe’s
competitiveness and to stimulate investment for the purpose of job creation.
On 26 November 2014, the Commission published a Communication on
‘An Investment Plan for Europe’, setting out its proposals for the
mobilisation of at least €315 billion in additional investment over the next
three years. The scheme would use €21 billion in EU funds (€16 billion from
the EU Budget and €5 billion from the EIB) as a guarantee to raise private
cash in the capital markets. 393
On 13 January 2015, the Commission published its legislative proposal for a
European Fund for Strategic Investments, a European Investment Advisory
Hub and a European Investment Project Pipeline. 394 The Commission hopes
that the Fund will be operational by June 2015. We will scrutinise the
proposals closely in the months ahead.
The need for growth to be restored to the EU becomes more urgent by
the day. Fears that the EU may slip yet again into recession have been
exacerbated by the growing threat of a deflationary spiral. The
Commission must do all it can to promote growth, in particular by
promoting access to finance for SMEs. We welcome the fact that the
co-legislators have reached agreement on the European Long-Term
Investment Funds (ELTIFs) regulation.
The new Commission’s efforts to promote a growth agenda through
the proposed Investment Plan for Europe are also to be welcomed.
But primary responsibility for restoring growth and competitiveness
remains with Member States, who must promote growth-friendly
policies, and press on with structural reforms and the completion of
the Single Market. Creditor Member States have their own
obligations to stimulate growth and demand.
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Proposal for a regulation of the European Parliament and of the Council on the European Fund for
Strategic Investments and amending Regulations (EU) No 1291/2013 and (EU) No 1316/2013,
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Capital Markets Union
The other major element of the new Commission’s efforts to promote growth
and competitiveness was its announcement of a ‘Capital Markets Union’. In
his letter of appointment to the new UK Commissioner, Lord Hill of
Oareford, President Juncker tasked him with “bringing about a wellregulated and integrated Capital Markets Union, encompassing all Member
States, by 2019, with a view to maximising the benefits of capital markets
and non-bank financial institutions for the real economy.” 395
In a speech on 6 November 2014, Lord Hill outlined his intentions:
“My ambition is clear: to help unlock the capital around Europe that is
currently frozen and put it to work in support of Europe’s businesses,
particularly SMEs. And that is where the Capital Markets Union, a new
frontier of Europe’s Single Market, comes in … The situation at the
moment is one of dis-unity; of fragmentation. Shareholders and buyers
of corporate debt rarely go beyond their national borders when they
invest. Savings are essentially compartmentalised in Member States, and
are too concentrated in the banking system. This is holding back the size
and depth of capital markets, making it difficult for investors to diversify.
There are a number of reasons for this fragmentation. There are
differing rules, documentation and market practices for products like
securitised instruments, private placements or crowdfunding. There is
the tax element, with a strong bias against equity and in favour of both
corporate debt and mortgage debt. The national nature of insolvency
law is another feature. And investors don’t have access to comparable
information on smaller businesses to assess the risk of investing across
countries.” 396
We asked our witnesses to define what Capital Markets Union should entail.
Michel Barnier said that his dream was of a real European capital market
where projects could be funded fairly anywhere in Europe, taking into
account the risks they posed rather than the country in which they were
being carried out. 397 Karel Lannoo told us that Capital Markets Union did
not mean another wave of regulation. Instead it was about ensuring that
there was a true European capital market rather than a series of national
capital markets next to each other. 398
Anthony Browne said that Capital Markets Union included promoting
securitisation, improving direct access to the securities market for mid-sized
companies and further reforms to promote cross-border investment and
clearing within Europe. 399 The City of London Office in Brussels understood
it to involve private placement, creating more of a securitisation market in
395

Mission letter from Jean-Claude Juncker, President of the European Commission to Lord Hill of Oareford,
Commissioner for Financial Stability, Financial Services and Capital Markets Union (1 November 2014):
http://ec.europa.eu/commission/sites/cwt/files/commissioner_mission_letters/hill_en.pdf [accessed 9 January
2015]
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Speech by Lord Hill of Oareford, Commissioner for Financial Stability, Financial Services and Capital
Markets Union, ‘Capital Markets Union—finance serving the economy’ (6 November 2014):
http://europa.eu/rapid/press-release_SPEECH-14-1460_en.htm [accessed 9 January 2015]

397

Q 110

398

Q 67

399

Q 197

94

THE POST-CRISIS EU FINANCIAL REGULATORY FRAMEWORK

Europe, increasing access for SMEs to capital markets and the whole issue of
long-term infrastructure finance. They were concerned about the extent to
which this would require some sort of EU-level oversight. 400 It remains to be
seen what role ESMA will be given in that regard.
David Lawton thought that a review of the Prospectus Directive 401 could play
a key role in the context of Capital Markets Union in terms of seeing whether
some of the required prospectus disclosures could be more streamlined,
particularly for SMEs. 402 Christopher Woolard called for some basic
minimum standards for crowdfunding because “the regulatory regime
around that is pretty murky”. 403
Several of our witnesses stressed the opportunities that Capital Markets
Union created for the UK. The City of London Office in Brussels thought
that it was potentially very positive for the City given the scale of business
and expertise there. 404 Likewise Sharon Bowles saw it as “a tremendous
opportunity for the UK as the major centre of capital markets.” 405 The
Minister saw a huge opportunity in what she referred to as the Single Market
for capital for a growth and jobs agenda not a “regulate and shut down”
agenda. 406
A Commission Green Paper on Capital Markets Union is expected to be
published shortly. We will scrutinise its proposals in more detail in a
forthcoming report.
We welcome the concept of Capital Markets Union, which has the
potential to be an important and necessary initiative by the
Commission, and a logical step towards completion of the Single
Market. Opening up the EU’s capital markets is a fundamental means
of countering the overreliance on bank funding in the EU, and of
enabling SMEs to access finance in a more effective way. Capital
Markets Union provides an ideal opportunity for addressing
securities law, reviewing the Prospectus Directive and considering
the role of crowdfunding as a funding tool. Nevertheless, we caution
against Capital Markets Union being used as a justification for a
further wave of legislation.
Capital Markets Union presents a golden opportunity for the UK to
promote the importance of capital markets, as an alternative to bank
funding, in the functioning of the EU economy. It is therefore
imperative that the Government ensures that the UK is at the front
and centre of the debate about Capital Markets Union in the months
ahead. It also provides a means to demonstrate afresh that the City of
400

Q 122 (Mike Vercnocke)

401

The Prospectus Directive governs the prospectus required of issuers when they raise funds by means of a
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London, and the financial sector which is centred there, is an asset
not only to the UK economy but to the EU as a whole.
Overview
The post-2008 financial crisis was the most severe in living memory,
and its effect is still being felt today. The ramifications for the EU
have been particularly acute, and the 41 legislative proposals have
brought about a radical transformation in the EU financial sector
regulatory framework. Given the scale of the task they faced in
responding to a once-in-a-generation crisis, the EU institutions have
performed well in achieving significant reform of the framework. Yet
that regulatory framework inevitably contains some weaknesses. The
role of the ESAs needs to be strengthened. Some regulatory reforms
were the result of political pressures to take prompt action, and/or to
make the financial sector pay for the crisis. The need to promote the
growth agenda was only belatedly recognised. There was not enough
recognition of the cumulative impact of the reforms on the financial
sector.
It was also inevitable, given the amount of new legislation, its broad
range and the speed of its introduction, that there would be a number
of inconsistencies, rough edges and elements which, with the benefit
of hindsight, were disproportionate or even misguided. We welcome
the commitment of the new European Commissioner for Financial
Stability, Financial Services and Capital Markets Union, Lord Hill of
Oareford, to “look not just at individual measures where reviews are
already written in to European legislation, but at the cumulative
effect of the different pieces of legislation.” 407 With that commitment
in mind, we recommend that the Commission launches a
thoroughgoing internal audit of the entire legislative framework to
date, with a view to making recommendations both to remedy those
key weaknesses in the current framework and to point up lessons
learned in handling the crisis which might be applied in any future
crisis of similar magnitude.
The coming months and years provide an opportunity to take stock
and to ensure effective implementation of the reforms that have
already been introduced. Yet the financial sector will not stand still,
and the regulatory framework will need to keep up. The economic
challenges facing the EU are immense. In that vein we welcome the
Commission’s proposals for an Investment Plan for Europe and for a
Capital Markets Union. Yet the responsibility for promoting growth
and prosperity lies not only with the Commission and the EU
institutions but with every Member State. There can be no excuse for
a failure to act.
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Speech by Lord Hill of Oareford, 6 November 2014
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Shareholdings in: Hargreaves Lansdown, Diageo, Reckitt Benckiser,
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Evidence is published online at http://www.parliament.uk/eu-financial-regulatoryframework and available for inspection at the Parliamentary Archives (020 7219
3074).
Evidence received by the Committee is listed below in chronological order of oral
evidence session and in alphabetical order. Those witnesses marked with ** gave
both oral evidence and written evidence. Those marked with * gave oral evidence
and did not submit any written evidence. All other witnesses submitted written
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Sharon Bowles, former Chair of the European Parliament
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Dr Kay Swinburne MEP
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Richard Corbett MEP
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*
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APPENDIX 3: CALL FOR EVIDENCE
The House of Lords EU Economic and Financial Affairs Sub-Committee, chaired
by Lord Harrison, is conducting an inquiry into the current state of the EU
financial regulatory framework. The Committee invites interested individuals and
organisations to submit evidence to this inquiry.
Written evidence is sought by 30 September 2014. Public hearings will be held
from July–October 2014. The Committee aims to report to the House, with
recommendations, in January 2015. The report will receive a response from the
Government, and may be debated in the House.
Background
The pace of reform since the start of the financial crisis in 2007 has transformed
the EU financial regulatory architecture. The changes that have been introduced
have sought not only to improve the economic governance of EU Member States
but also to strengthen the supervisory and regulatory oversight of financial markets
and institutions themselves. These regulations have been based largely on the
ambitious G20 commitments set by international partners in Pittsburgh in 2009.
The UK Government has made it clear that it supports improving the strength of
the EU regulatory architecture and is committed to the Single Market in financial
services. The Commission has stated that the majority of reforms have now been
agreed, and the financial industry in Europe is now focusing on effective
implementation and co-ordination across Member States. It is therefore an
opportune moment to step back and assess the strengths and weaknesses of the
new regulatory framework and how agreed and proposed regulations interact with
each other.
As financial actors in the EU adapt to a fast-evolving financial landscape it is
important to understand the regulatory interconnections that have been built to
bolster integrity, transparency, stability and efficiency in the EU financial sector.
Concerns remain that certain clusters of regulations have led to conflicting
requirements or left gaps in the regulation of similar activities. Building on the
work already undertaken by the Commission (in its May 2014 Economic Review of
the Financial Regulation Agenda) and the European Parliament (in its February
2014 report on Enhancing the coherence of EU financial services legislation), this
inquiry is an opportunity to:
•

Take stock of the progress made in reforming the financial system;

•

Assess the functioning of the financial regulatory framework as a whole and its
impact on financial sector actors and consumers alike;

•

Acknowledge any gaps, overlaps or inconsistencies in the regulatory
framework;

•

Seek to ensure that adverse consequences and unnecessary complexities do
not undermine the functioning of the Single Market in financial services; and

•

Analyse the specific implications and challenges of the financial regulatory
framework for the UK.
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Issues
The Committee seeks evidence on any aspect of this topic, and particularly on the
following questions:
Broad assessment of the EU regulatory framework
1.

What is your overall assessment of the reforms brought forward since 2008
that have aimed to stabilise and improve the functioning of the financial sector
in Europe? What is the basis for your assessment?

2.

Will the new regulatory framework enable the EU to withstand further
asymmetric shocks and future crises as yet unforeseen? Is there sufficient
flexibility in place to enable it to do so?

3.

Where do you think the biggest achievements have been made, and why? Do
you believe there have been any obvious policy mistakes in the regulatory
agenda? What are the relative benefits and costs of the new regulatory
framework?

4.

Which elements of the reforms have been most and least effective in
addressing: consumer protection; market efficiency, transparency and
integrity; and financial stability?

5.

How would you assess the effectiveness of the legislative process over the
course of the financial crisis? Which EU institutions were most or least
effective? In your view, were financial regulatory proposals improved or
weakened by the input of the Council and the European Parliament?

6.

How do you think the ‘growth agenda’ and support of alternative financing
sources can best be promoted by the EU with respect to regulation?

Interconnections, overlaps and gaps in the EU regulatory agenda
7.

Do you identify any overlaps, contradictions or inconsistencies when assessing
and comparing individual pieces of the regulatory agenda? Which combination
of reforms has generated the most significant costs and inefficiencies for
financial actors?

8.

Do areas of the regulatory agenda need immediate revision/reform? If so, how
might the effectiveness of the review clauses which apply to the new measures
be best ensured? How can it be ensured that there are mechanisms in place to
fine-tune the regulatory system where necessary without disrupting financial
stability and predictability for financial users? Should there be a period of calm
before further reforms are introduced?

9.

The Commission argues that the new and/ or forthcoming proposals on Bank
Structural Reform, Shadow Banking, Benchmark Regulation and Non-bank
Resolution further complete the financial sector reform agenda. Do you agree?
If not, which policy gaps remain?

10. Have the needs of consumers of financial services and products been
appropriately addressed by the reform process? Do particular risks in relation
to consumer protection arise from the reforms?
11. How concerned should we be about the range of unintended consequences
from such regulation—such as regulatory arbitrage and transferring risk off
balance sheet?
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The EU Single Rulebook and the consequences for the Single Market
12. Is there now an effective balance between Member States and the EU in terms
of regulation and supervision of the financial sector? If not, how can such an
effective balance be struck?
13. Is the EU process for adopting rules efficient and nimble enough to adjust and
calibrate the new Single Rulebook? Which single element of the new Rulebook
is in most acute need of careful monitoring and review?
14. What is your assessment of the impact of the new Rulebook on third-country
actor access to the EU and of the approach taken to ‘equivalence’? Is there a
danger of ‘multiple jeopardy’ arising from the multiplicity of regulatory
regimes across the EU and beyond?
15. In light of the fact that some of the regulatory framework applies at EU-28
level, and other elements for the eurozone only, is there a danger of a twospeed or inconsistent approach to regulation?
The implications for the UK
16. What are the challenges of the regulatory reform agenda for non-eurozone
Member States? In particular, which specific challenges does the UK face?
How has its approach to the regulatory reform agenda compared with that of
other non-eurozone Member States such as Sweden and Denmark, as well as
those such as Poland who are required to join the Single Currency in due
course?
17. Overall, do you believe that the UK’s interests have been compromised or
enhanced by the programme of regulatory reforms? Has the UK done enough
to protect its national interests?
16 July 2014
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APPENDIX 4: SUMMARY OF MAJOR EU FINANCIAL SECTOR LEGISLATIVE REFORMS
Year
2014

Broad Category of Reform 408
Direct Response to Financial
Crisis: Financial
Stability/Prudential Regulation

Purpose/Main Content of Measure
Rules governing the recovery and resolution of
financial institutions (banks and certain
investment firms) and related resolution funds

In force 409
2015 and
2016 410

Single Resolution
Mechanism Regulation
(SRM)

2014

Banking Union

Establishment and operation of Banking Union’s
Single Resolution Mechanism

2016 411

Markets in Financial
Instruments Directive II
(MiFID II)/Markets in
Financial Instruments
Regulation (MiFIR)

2014

Direct Response to Financial
Crisis: Financial
Stability/Prudential Regulation
and Securities and Derivatives
Market Regulation

Enhanced regulation of investment firms and
trading venues (reforming MiFID I) and
including a trading obligation for certain
derivatives

2017 412

Packaged Retail and
Insurance-Based
Investment Products
Regulation (PRIIPs)

2014

Supporting a Stable
Responsible and Efficient
Financial Sector: the Retail
Markets

Rules governing a standardised information sheet
for certain investment products

Likely
2016

Single Supervisory
Mechanism (SSM)/ECB
Regulation

2013

Banking Union

Establishment and operation of the Single
Supervisory Mechanism and powers of the ECB

2013 and
2014 413

408

Based in part on the Commission’s classification of crisis-era measures contained in Commission Staff Working Document: Economic Review of the Financial Regulation Agenda,
SWD (2014) 158 FINAL

409

In force dates (which relate to when a measure must be applied) are approximate as measures typically stagger the dates at which some aspects of the measure in question come into
force.

410

The ‘bail in’ rules apply from 2016.

411

While the main part of the Regulation comes into force in 2016, a number of provisions relating to the establishment of the SRM apply over 2014–15.

412

A range of transitional arrangements apply to the full application of MiFID II/MiFIR, with some provisions not applying until 2019–20.
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Measure
Bank Recovery and
Resolution Directive
(BRRD)

Year
2013

Broad Category of Reform
Direct Response to Financial
Crisis: Financial
Stability/Prudential Regulation

Purpose/Main Content of Measure
Implementation of Basel III Agreement; single
rulebook governing bank capital, leverage, and
liquidity, and governing bank governance and
risk management, including remuneration

In force
2013 414

Credit Rating Agency
(CRA) Regulations I, II,
and III

2009 (I),
2011 (II)
and 2013
(III)

Direct Response to Financial
Crisis: Financial
Stability/Prudential Regulation

Rules governing the authorisation and regulation
of rating agencies and their supervision by
ESMA, and including rules relating to sovereign
debt ratings and securitisations

2013,
2011, and
2009,
respectively
.

Market Abuse Regulation
(MAR) and Market Abuse
(Criminal Sanctions)
Directive (CSMAD)

2014

Direct Response to Financial
Crisis: Prevention of Market
Abuse

2016

European Market
Infrastructure Regulation
(EMIR)

2012

Direct Response to Financial
Crisis: Financial
Stability/Prudential Regulation

Enhancement of 2003 Market Abuse Directive
regime, including by expanding its scope
(Regulation); imposition of new requirement for
mandatory criminal sanctions (Directive)
Rules governing the OTC derivatives markets
including the clearing through CCPs of OTC
derivatives and related risk management
requirements, and transparency rules governing
all derivatives

Short Selling Regulation
(SSR)

2012

Supporting a Stable
Responsible and Efficient
Financial Sector: Securities and
Derivatives Markets

Rules governing short selling and transactions in
credit default swaps, including reporting
requirements and regulatory powers of
intervention and prohibition

2012

While the governing legal regime came into force in 2013, the SSM did not become operational until November 2014.

414

A range of transitional arrangements apply to the full application of CRD IV/CRR, with some provisions not applying until 2016–19.

415

EMIR’s full application is the subject of a range of transitional arrangements and, in parts, contingent on action by ESMA.
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2012 415
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Measure
Capital Requirements
Directive (CRD
IV)/Capital Requirements
Regulation (CRR)

Broad Category of Reform
Direct Response to Financial
Crisis: Financial
Stability/Prudential Regulation

Purpose/Main Content of Measure
Rules governing fund managers of non-UCITS
funds, including authorisation, risk management,
leverage, liquidity, and transparency

In force
2013 416

European Supervisory
Authorities (ESAs) (EBA,
ESMA, and EIOPA)
Regulations

2010

Supporting a Stable
Responsible and Efficient
Financial Sector: Institution
Building

Establishment and powers of the ESAs

2011

European Systemic Risk
Board (ESRB) Regulation

2010

Supporting a Stable
Responsible and Efficient
Financial Sector: Institution
Building

Establishment and powers of the ESRB

2011

416

Transitional arrangements apply to the third country access provisions.
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Year
2011
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Measure
Alternative Investment
Fund Managers Directive
(AIFMD)
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APPENDIX 5: GLOSSARY
ADR

Alternative Dispute Resolution

AFME

Association for Financial Markets in Europe

AIFMD

Alternative Investment Fund Managers Directive

AIFs

Alternative Investment Funds

AQR

Asset Quality Review

Basel II/Basel III

Sets of banking regulations put forward by the Basel
Committee on Banking Supervision

BBA

British Bankers’ Association

BCBS

Basel Committee on Banking Supervision

BRRD

Bank Recovery and Resolution Directive

BVCA

British Private Equity and Venture Capital Association

CCP

Central Counterparty Clearing House

CJEU

Court of Justice of the European Union

COREP

Common Reporting

COREPER

Committee of Permanent Representatives in the European
Union

CRA

Credit Rating Agency

CRD

Capital Requirements Directive

CRR

Capital Requirements Regulation

CSMAD

Market Abuse (Criminal Sanctions) Directive

CSD

Central Securities Depositary

DG MARKT

Internal Market and Services Directorate General

EBA

European Banking Authority

ECB

European Central Bank

ECOFIN

Economic and Financial Affairs Council

ECON

European Parliament Economic and Monetary Affairs
Committee

EIB

European Investment Bank

EIOPA

European Insurance and Occupational Pensions Authority

ELTIF

European Long-Term Investment Fund

EMIR

European Market Infrastructure Regulation

ESAs

European Supervisory Authorities

ESFS

European System of Financial Supervision

ESMA

European Securities and Markets Authority

ESRB

European Systemic Risk Board

EU

European Union
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Eurogroup

An informal body bringing together the finance ministers of
countries whose currency is the euro

FCA

Financial Conduct Authority

FINREP

Financial Reporting

FPC

Financial Policy Committee of the Bank of England

FSB

Financial Stability Board

FTT

Financial Transaction Tax

FX

Foreign Exchange

G20

The Group of 20, comprising 19 of the world’s largest
national economies and the European Union

G-SIBs

Global Systemically Important Banks

G-SIIs

Global Systemically Important Insurers

IASB

International Accounting Standards Board

IFRS

International Financial Reporting Standards

IMD

Insurance Mediation Directive

IOSCO

International Organization of Securities Commissions

IRSG

International Regulatory Strategy Group

LCR

Liquidity Cover Ratio

MAR

Market Abuse Regulation

MEP

Member of the European Parliament

MiFID

Markets in Financial Instruments Directive

MiFIR

Markets in Financial Instruments Regulation

MMF

Money Market Fund

MP

Member of Parliament

NCA

National Competent Authority

OTC

Over-the-counter

PRA

Prudential Regulation Authority

PRIIPs

Packaged Retail and Insurance-Based Investment Products
Regulation

PRIPs

Packaged Retail Investment Products Regulation

Repo

Securities repurchase

SIFI

Systemically Important Financial Institutions

SMEs

Small and Medium-sized Enterprises

SRM

Single Resolution Mechanism

SSB

Standard-Setting Body

SSM

Single Supervisory Mechanism

SSR

Short Selling Regulation

TEU

Treaty on European Union
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TFEU

Treaty on the Functioning of the European Union

TTIP

Transatlantic Trade and Investment Partnership

UCITS

Undertakings for Collective Investment in Transferable
Securities
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