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INTRODUCTION

The consultation about a possible crisis management framework for financial institutions has some underlying assumptions, some of which are referred to in the ECs MEMO/11/6 document accompanying the consultation. Some of these assumptions are problematic and will be addressed in the introduction of this submission as well as in some responses to the questions. 
As presented in MEMO/11/6
  “the overriding aim is to put in place a framework that will allow a bank to fail – whatever its size, complexity or importance for the financial system – while ensuring the continuity of essential banking services, minimising the impact of that failure on the financial system and avoiding costs to tax payers. It is essential to avoid ‘moral hazard’ that arises from the perception that some banks are too big, complex or interconnected to fail“. 
Allowing the banks to fail means -even with some (deposit guarantee) buffers, measures as proposed in the consultation document, and applied laws (e.g. Basel III), that customers who want to put their savings in banks (accounts, mutual/investment funds operated by their bank, etc.) always are exposed to the risk that their bank will go bankrupt. This unacceptable to society and to the economy, and is not the only solution to avoid moral hazard ! The EC should take into account the different research, discussions and arguments for not allowing banks and other financial institutions to be at any time too big, complex and interconnected to fail, and to separate banks according to their different functions. Also, there are still many doubt whether resolution measures and living will wills could actually be worked out, let alone to really result in a bank going bankrupt with damage to the economy, and society.

If a banks fails, this has serious impact not only on individual savings, tax payers, shareholders and financial system stability, but also on different other critical functions such credit functions for individuals, businesses and governments.

An important reason why banks should not be allowed to fail is the context of privatisation of pensions whereby people have more and more responsibility to take care of their own pension. People should have the opportunity to put their savings in banks, even beyond the Euro 100,000 deposit guarantee, so that they are not forced to bet on share values and other speculative investment strategies. If the Euro 100,000 deposit guarantee will be in place and if people reverse to a strategy of putting their savings at several banks in order to be fully covered by each of the deposit guarantee per bank, that means that they will put their money in several banks not because they are confident that the bank has good quality but because they will be covered by the deposit guarantee system. In other words, even qualitatively bad banks - including those who attract money with risky interest promises -  will receive savings and there will be no ‘competition’ among banks based on the quality of the services and the management of the banks. This will result in a systemic risk and in more banks likely to fail.

The consultation is regrettably formulated in such a way that it is mainly addressed to banks and the financial industry (see for instance questions 8 and 21c) while little or no questions are explicitly addressed to tax payers, bank customers and citizens or employees (inside or outside the bank) who will bear the consequences if banks fail. The responses included in this submission will therefore be broader than the narrow questions in the consultation document, and will have the public interest as its main focus.

This submission will not use the word “financial institutions” in this consultation but ‘banks and other financial firms’, because financial institutions refer for instance the European Central Bank, the World Bank and the IMF.

RESPONSES
RESPONSE TO QUESTIONS 1 to  5  in PART 1 AND PART 2 OF THE CONSULTATION: PREPARATORY AND PREVENTIVE MEASURES
General response 

The idea behind the possible bank crisis management framework is that banks do not need to become small or disconnected or simple enough (to fail) BEFORE any problem starts. The assumption of the consultation is that banks or other financial firms that are too big, complex or interconnected can continue to operate if their structure and allows them to separate parts of the financial firm, or to be resolved, in times of crisis. 
There are still ongoing debates and proposals that banks or other financial firms that are too big, complex or interconnected need to be split up between retail/basic/commercial/essential services and investment bank or other speculative operations (e.g. operating hedge funds & private equity funds). How to totally separate bank activities between those lines can take different forms such as (total separation, ring fencing, regulations or policies that no savings money or own money of the bank (“propriety”) can be used in speculative activities (e.g. in derivatives trading or lending to derivatives traders or hedge funds). It is essential that no bank or any other financial firm (or non-financial firm) providing essential and basic banking services should be put at risk by any investment bank or other speculative activities. This means for instance deposit-taking credit providers should not use savings money to provide loans to hedge funds, private equity or derivatives traders (see ANNEX: The relationships between Bailout Banks and Hedge Funds, which indicates how in the previous crisis many banks that were connected with hedge funds needed to be bailed out). In addition, no bank or financial firm should remain too big, complex or interconnected. 
Once the banks are split or having clearly separated operations and functions, each specific kind of activity would need its own regulatory and supervisory regime as well as preventive measures and resolution mechanisms. 
If non-banks become important credit and retail savings investment institutions (because banks become too expensive for such services), they need to be fully covered by strict prevention, preparatory, remedy and resolution tools.
The EC proposals in  Part 1 and 2 of the consultation should be much more focused on strengthening preventive measures that need to be taken, to complement new regulation and supervision such the reviewed capital requirement directives, the new EU supervisory bodies, etc.  

The preventive measures include the following, which could be part of the supervisory programme (see A1 of the consultation document as well as questions 22) apart from or instead of separating banks and other financial firms’ activities:

· strengthening the activities and intervention of financial supervisors in normal times, and not only in troublesome and crisis time; this includes that financial supervisors should not be challenged by the banks before the court (for instance, if too risky interest rates are being offered, the supervisors should intervene and warn the public (would avoid a Icesave-like case);

· much more information should be provided about all financial services and their quality/riskiness to the public; off-balance sheets should be banned or information about them made public (even if not included in the accounts themselves);

· no one bank or other financial firm should have units, subsidiaries, operations etc. in offshore centres or any jurisdictions that do not cooperate to share information on transactions and taxation; the very complex cross-border corporate structures of many banks and other financial firms, which is a result from regulatory and tax arbitrage, should be simplified and dismantled before they get into trouble, i.e. the simplification and transparency about the corporate structures should not only be part of the resolution mechanisms and living wills but being applied in general;
· competition authorities should be mandated to play an important role to reverse the result of the financial crisis that lead to more concentration of the financial sector (while concentration, the size and the interconnectedness between the largest financial players was a major cause of the severeness of the crisis). They should examine each of the financial sub-sectors (in which many large banks are involved) for the level of concentration, should closely scrutinize the dominant players. They should then take action to avoid domination of less than 3 players in any subsector and stop entities that have become too big to fail or too complex or interconnected to fail in each of the sub-sectors;  

· all financial products, services and strategies need to be understood, vetted and preferably approved by the supervisors;

· the leverage ratio of banks and financial firms providing essential services should be very limited, below what is currently provisionally proposed in Basel III;

· the European Systemic Risk Board (ESRB) needs to be fully involved in the supervisory and preventive measures by supervisors and any warning signals by the ESRB should be followed up promptly: in other words, what is now included in section D6 (p. 38) needs to be integrated in the many parts of the crisis prevention and management regime, which the consultation document fails to do;

· high individual fines and legal sanctions should be introduced for managers who undermine the functioning of essential or critical services and who have taken too much risk so that a bank gets into trouble;

· all socially and economically useless financial products, services and strategies should be banned or should require high capital requirements; as mentioned above: all banks that have savings and retail credit activities, should be prohibited to have financial connections with speculative activities, or at least such banks should be very strongly regulated and supervised.
Specific response to questions:

1a What category of investment firms (if any) should be subject to the preparatory and preventative measures tools and the resolution tools and power?

1b. Do you agree that the categories of investment firm described in Question Box 1 are

appropriate? If not, how should the class of investment firm covered by the proposed

recovery and resolution framework be defined?

1c. Are the resolution tools and powers developed for deposit-taking credit institutions

appropriate for investment firms?

Response: 

If banks or other deposit-taking credit financial firms are allowed to undertake investment banking activities and services to investment firms (e.g. lending to hedge funds and derivatives traders), they and all separate investment firms should fall under strict specific investment banking regimes of supervisory, preparatory and preventive measures as well as resolution tools and resolution powers. Investment banking firms or departments/entities that might need separate specific preventive and resolution tools, could be defined as such if they engage : 
- in derivative trading on own account or for clients;

- in (own) hedge fund and private equity fund activities, or service hedge funds and private equity funds;

- in propriety trading in all kind of securities;

- in securitisation and re-securitisation;

- in issuing shares/underwriting of share emissions;

- in operating investment/mutual funds 

As presented in the introduction, the preventive tools should result in totally safeguarding and separating essential services as defined above from any investment and speculative activities. Propriety trading should not be allowed.
The EC needs to consider how to deal with failure of the so-called alternative investment funds (e.g. hedge funds and private equity funds) and other (non) financial firms (e.g. supermarkets) that provide credit, payment and some saving services. For instance, the central bank of Italy lost $250 million after hedge fund Long-Term Capital Management (LTCM) collapsed in 1998 while many Nobel price winners were involved.

RESPONSE TO QUESTIONS 21 – 23 RELATED TO RESOLUTION PLANS

An assumption in the consultation is that enough plans, measures and agreements (some of which are proposed in the consultation document) are possible to allow too big, complex or interconnected banks or financial firms to fail without affecting tax payers and the financial system. First, no measures might be sufficient to deal with massive failure at the same time of many big, complex or interconnected banks and financial firms. Secondly, the resolution plans (or living wills) and the measures to enable to them to be implemented by simplifying the structure, might be a huge operation to disentangle the currently current complex structure by banks based on regulatory and tax arbitrage: There are doubts that any resolution plan and accompanying measures will go far enough.

There is not enough protection for other affected stakeholders such as customers, businesses, employees, the economy etc. Moreover, what role these forgotten stakeholders can play for crisis prevention or during a crisis, is completely missing: For instance, they should be well informed, there should be mechanisms to reveal and remediate their complaints (which might expose at an early stage problems at the bank). 
The proposals are very vague on what the “essential services” or “critical functions” or “critical economic functions to be mapped according to the business lines” are that the proposed measures should safeguard (see section D1 etc.): see response to Question 29 below. 
As the EC’s MEMO/11/6 explains the issues related to questions 21-23: “The powers being considered would allow authorities, following an extensive dialogue with the bank involved, to require it to take appropriate measures to ensure that it can be resolved with the available tools in a way that does not threaten financial stability and does not involve costs to the taxpayer. Such measures might include requiring the bank to draw up service level agreements to cover the provision of critical economic functions, to limit exposures, to cease or limit specific activities or the development of new products or business lines, or to make structural changes to the way the bank organises its business – for example by better mapping systemic functions to legal entities. Because such powers may be intrusive, the Consultation discusses appropriate safeguards, including the requirement that any measure required must be necessary, proportionate and suitable for achieving the exclusive objective of removing the specific impediments to resolution arising from the organisation of the bank's business or its legal structure that have been identified. The Consultation also discusses procedural safeguards for banks, including a right to judicial review.”

The response is that supervisors should always have these powers and not only in times of potential risks of instability or bank crisis. 

Also, supervisors should not be limited by banks’ right to judicial review because. If banks contest the measures imposed by the supervisors, the European Bank Authority (EBA) should be mediator and take a final decision by majority vote (to avoid long court cases and imbalance between judicial capacities, rights of supervisors, and a financial resources of FSI to pay for barristers etc.) 

If banks would have the right to judicial review, then also customers and employees (not higher management) should have safeguards and the right to judicial review against the relevant bank(s) and against the supervisor who did not intervene in time and badly supervised.

The requirement that any measure must be “necessary, proportionate and suitable” to resolve a bank is much too narrow and limited. First, at all times should measures and the mandate of supervisors be to prevent a crisis and protect customers, employees, the financial system and the economy. Secondly, it will be extremely difficult to define what is necessary and proportionate. Therefore, supervisors should have the full power to interpret what this means, without judicial review. Thirdly, the criteria for the measures should be broadened so as to also incorporate a precautionary approach, aimed at protecting customers and essential services, preventing speculative and economically useless financial products etc. 

The European Systemic Risk Board (ESRB) needs to be fully involved in the supervisory and preventive measures by supervisors and any warning signals by the ESRB should be followed up promptly: in other words, what is now included in section D6 (p. 38) needs to be integrated in the many parts of the crisis prevention and management regime, which the consultation document fails to do.
RESPONSE TO QUESTION 29 RELATED TO RESOLUTION OBJECTIVES 

“Essential services” and “critical economic functions” should be clearly defined and be fully safeguarded from risks from other speculative activities of the banks at any time (also before the bank gets into trouble). Essential services are those who are of public interest and could be defined as follows:

· All savings services of retail customers (citizens, SMEs, organisations, authorities) with guarantees of at least Euro 100,000 (the deposit guarantee fund should be European wide and fully funded by taxing banks, taxing managers and their bonuses, taxing all financial transactions); 

· Money transfer services such as payment and transactions services (will they be fully guaranteed for all amounts in times of crisis at a bank?), credit card services;
· Continued credit for daily business activities and trading, especially for SMEs;
· Continued foreign exchange services for customers and SMEs’ trading activities; 
· Access to savings in mutual/investment funds operated by the bank(up to a certain percentage in times of a bank crisis?);
· Continued access to bank information services: internet (providing overview of one’s money at the bank), bank branches and staff remain open, …;
· Old age provisions and services;
· Complaint and remedial services so that clients do not only get their complaints dealt with through the courts; complaint and remedial services could include an independent ombudsman who can refer cases to the court, yearly publication of complaints and remedial action etc.
GENERAL RESPONSE TO INTRA-GROUP FINANCIAL SUPPORT (C1-C9)
The EC needs to pay special attention to ensure that mechanisms for intra-group financial support do not disadvantage subsidiaries in developing countries, where supervision might be weaker and capital flight more easy.

RESPONSE TO QUESTIONS 46 
While the EC consultation deals with protecting counterparties, one category of bank customers are now completely missing in the proposal. The EC needs to ensure that customers who have invested in the mutual/investment funds operated by banks will be protected. 

ANNEX: The relationships between Bailout Banks and Hedge Funds

	 
	 
	 
	 
	Bailed Bank - Fund Relationships

	Bailed Company 
	Bailout Date
	Bailout Country 
	Total
	Prime Broker
	Custodian 
	Investment Advisor 
	Other

	AIG 
	16/09/2008
	US
	124
	13
	22
	48
	36

	Allied Irish Bank 
	11/02/2009
	Ireland
	77
	1
	25
	4
	47

	American Express
	09/06/2009
	US
	26
	-
	5
	16
	5

	Bank of America
	28/10/2008
	US 
	851
	481
	342
	17
	10

	Bank of Ireland
	11/02/2009
	Ireland
	117
	11
	69
	3
	34

	Bank of New York Mellon
	28/10/2008
	US
	624
	44
	232
	74
	268

	BNP Paribas
	20/10/2008
	France
	419
	36
	230
	28
	119

	Boston Private Fin.
	21/11/2008
	US
	4
	-
	4
	-
	-

	Capital One Financial 
	14/11/2008
	US
	2
	-
	2
	-
	-

	Citigroup
	28/10/2008
	US
	982
	226
	225
	18
	507

	City National 
	21/11/2008
	US
	2
	-
	2
	-
	-

	Comerica
	14/11/2008
	US
	99
	7
	92
	-
	-

	Commerce N. Bank
	09/06/2009
	US
	2
	-
	2
	-
	-

	Commerzbank AB
	01/11/2008
	Germany
	37
	10
	22
	1
	3

	Credit Agricole
	20/10/2008
	France
	309
	9
	69
	142
	73

	Dexia
	30/09/2008
	Belgium
	297
	19
	117
	66
	88

	Fortis
	29/09/2009
	Belgium
	1173
	78
	480
	54
	559

	Goldman Sachs 
	28/10/2008
	US
	2025
	1052
	731
	9
	229

	JP Morgan Chase
	28/10/2008
	US
	1691
	680
	747
	61
	197

	Lloyds TSB
	13/10/2008
	UK
	3
	-
	3
	-
	-

	Mercantile Bank
	15/05/2009
	US
	1
	-
	1
	-
	-

	Morgan Stanley
	28/10/2008
	US
	1938
	1130
	764
	6
	37

	Northern Trust
	14/11/2008
	US
	350
	34
	112
	-
	204

	PNC Financial S.G.
	31/12/2008
	US
	458
	8
	119
	6
	321

	Royal Bank of Scotland
	13/10/2008
	UK
	65
	3
	-
	9
	-

	Société Générale
	20/10/2008
	France
	500
	-
	30
	9
	25

	State Street
	28/10/2008
	US
	262
	15
	122
	20
	104

	Sun Trust Banks
	14/11/2008
	US
	8
	-
	8
	-
	-

	Swedbank
	04/11/2008
	Sweden
	15
	1
	8
	4
	2

	U. S. Bancorp
	14/11/2008
	US
	9
	1
	8
	-
	-

	UBS
	16/10/2008
	Switzerland
	1075
	443
	298
	92
	215

	Wells Fargo
	28/10/2008
	US
	35
	3
	24
	4
	-

	WestLB
	01/01/2008
	Germany
	4
	-
	-
	4
	-

	Country Totals
	
	Belgium
	1470
	97
	597
	120
	647

	
	
	France
	809
	9
	99
	151
	98

	
	
	Germany
	41
	10
	22
	5
	3

	
	
	Ireland
	194
	12
	94
	7
	81

	
	
	Sweden
	15
	1
	8
	4
	2

	
	
	Switzerland
	1075
	443
	298
	92
	215

	
	
	UK
	68
	3
	3
	9
	0

	 
	 
	US
	9493
	3694
	3564
	279
	1918

	Grand Total
	 
	 
	13584
	4305
	4915
	695
	3083


Source: Robert W. Faff, Jerry T. Parwada and Kian Tan, “Were Bank Bailouts Effective during the 2007-2009 Financial Crisis? Evidence from Counterparty Risk in the Global Hedge Fund Industry,” February 12, 2010: cited by K. Singh, Fixing Global Finance, Madhyam-SOMO, October 2010, p. 50-51.
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