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ROUNDTABLE ON COMPETITION, CONCENTRATION 
AND STABILITY IN THE BANKING SECTOR 

-- Note by the European Union -- 

1. This contribution will (i) recall the objectives of EU control of state support to the financial 
sector (ii) discuss some insights that have been gained in the course of its implementation in the recent past 
and (iii) discuss the need for adjustments in the regulatory framework.   

The framework of EU control of state support to the financial sector 

2. The purpose of EU state aid control is to limit the distortions of competition that financial support 
by governments to certain companies may induce, in particular across Member States, and to balance these 
distortions against the potential positive contribution of government support towards objectives of common 
(EU) interest.  

3. A positive contribution towards achieving objectives of common interest can be understood in 
terms of the market failures that government support aims to alleviate.  The financial crisis is characterised 
by a number of significant market failures.  First, there are important negative externalities associated with 
the distress of a financial institution, which might trigger the distress of other institutions (because of 
reputation, links through the interbank markets or through the assets markets if a distressed institution is 
forced to liquidate assets leading to a sharp fall in prices).  Such systemic effects are at the root of financial 
institutions being too big or too interconnected to fail, in the current regulatory environment.  The crisis 
has also exposed important information asymmetries between buyers and sellers of asset backed securities, 
which led to a complete breakdown of the securitisation markets, at least for the more complicated and 
intransparent markets.1  The liquidity gridlocks due to a hoarding of liquid funds by banks reflected a co-
ordination problem which brought even the most liquid worldwide interbank markets to a halt.   

4. Addressing these market failures and, thereby preserving financial stability, has involved a wide 
range of measures including asset relief (purchase and insurance of impaired assets), debt guarantees, and 
recapitalisations, in addition to the extraordinary liquidity support by central banks.  

                                                      
1  This securitisation market breakdown is analogous to the second-hand car market breakdown example of 

Akerlof (1970), in which potential buyers are assumed to possess less information than the car dealer and 
are only willing to bid at most the average price between a good car and a bad car ("a lemon"). In case the 
dealer cannot credibly signal the car's quality ex ante (through an independent quality control), this 
prospective bidding behaviour of the buyer may lead the dealer to merely offer the lemons, which insight 
in turn may lead the potential bidder to lower its initial bidding price further from the outset and in the 
extreme may even lead him to refrain from buying a second hand car altogether. A similar mechanism may 
have played a role in the drying up of the market for all but the most simple types of securitisation. (Note 
that the bulk of new securitisation issuances following Lehman's collapse was not reflecting and addressing 
a real financing need of the economy, but rather reflected banks' desire to access the central bank liquidity 
facilities with the securitisation as collateral.)  
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5. However, such measures may induce distortions of competition that EU state aid control seeks to 
minimise.2  The first concern relates to  the ex post provision of (partial) insurance which leads to moral 
hazard for the recipient and possibly for the competitors (because of its signalling effect).  As losses are 
socialised whereas gains remain private, banks' incentives towards risk taking may worsen in the future.  
The impact of moral hazard in the future can be minimised by an upfront restructuring of bank liabilities.  
By imposing losses on shareholders, hybrid capital holders, and possibly in some cases subordinated debt 
holders and unsecured debt holders as well as management, market discipline on banks going forward is 
strengthened3.  A reduction in bank assets (through divestments for instance) might also help addressing 
moral hazard to the extent that size is valued as such by managers.  

6. The second concern about state support is that competitors, in particular those that do not require 
support, may end up being penalised and will, as a result, have reduced incentives to compete in the future.  
This concern can be addressed by compensatory measures so that competitors are not significantly worse 
off relative to what would have happened in the absence of support.  However, given the linkages between 
financial institutions in the context of a crisis of systemic dimensions, the extent to which competitors 
would have been better off in the absence of support is far from clear.    

7. EU state aid control is particularly relevant when state support leads to significant distortions of 
competition across Member States.  In contrast to the United States of America where the essential 
regulatory and supervision functions and fiscal powers lie at the federal level, they lie primarily at the 
Member State level in the European Union.  In the absence of an overarching EU regulatory framework for 
crisis management4, actions taken by authorities to prevent, manage, and resolve crises (supervision, asset 
relief, debt guarantees, recapitalisations, resolution regimes, etc.) are mainly decided, implemented and 
funded at the Member State level.  EU control is then meant to ensure that Member States internalise the 
effect of their policies on others and in particular that Member States do not use support of their own 
financial institutions at the expense of financial institutions in other Member States, so that a level playing 
field is preserved.  

8. Starting from the early stages of the crisis, the Commission issued four Communications5, based 
on an exceptional legal base (Article 107(3)(b)), in which it provided guidance and legal certainty as to 
                                                      
2  See Commission Communication "The return to viability and the assessment of restructuring measures in 

the financial sector in the current crisis under the State aid rules" (Official Journal C195, 19/08/2009, 
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:C:2009:195:0009:0020:EN:PDF).  

3  Importantly, dealing with moral hazard is not driven by a desire to "punish" banks for past behaviour, but 
by the need to provide the right incentives for the future (for the bank that received the aid as well as its 
competitors).  

4  The Commission has set out its plans to put in place a new framework for crisis management in the 
Commission Communication "An EU Framework for Cross-Border Crisis Management in the Banking 
Sector" (20/10/2009, http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=COM:2009:0561:FIN:EN:PDF). 

5  Commission Communication "The application of State aid rules to measures taken in relation to financial 
institutions in the context of the current global financial crisis" (Official Journal C 270, 25/10/2008, 
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:C:2008:270:0008:0014:EN:PDF),Commission 
Communication "The recapitalisation of financial institutions in the current financial crisis: limitation of 
aid to the minimum necessary and safeguards against undue distortions of competition" (Official Journal C 
10, 15/01/2009, http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:C:2009:010:0002:0010:EN:PDF), 
Commission Communication "On the Treatment of Impaired Assets in the Community Banking Sector" 
(Official Journal C 72, 26/03/2009, http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri= 
OJ:C:2009:072:0001:0022:EN:PDF), Commission Communication "The return to viability and the 
assessment of restructuring measures in the financial sector in the current crisis under the State aid rules" 
(Official Journal C195, 19/08/2009, http://eur-lex.europa.eu/LexUriServ/LexUriServ.do 
?uri=OJ:C:2009:195:0009:0020:EN:PDF).  
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how it intended to assess the state aid measures granted by Member States to their financial sector.  These 
guidelines reflect the objectives of ensuring financial stability while minimising competition distortions 
and preserving a level playing field in the Single Market. 
9. In addition, the Commission reviewed a large number of individual cases of financial institutions 
receiving rescue and restructuring aid and ensured that adequate restructuring measures are implemented 
for some financial institutions, namely on those that could not be qualified as "fundamentally sound"6 and 
which have received large amount of aid.  Restructuring aid must be based on a credible and coherent plan 
to restore a financial institution's long-term viability without further State support.  The plan must be 
submitted to the Commission within six months from the rescue, otherwise the rescue aid needs to be paid 
back.  These restructuring plans focus first and foremost on the long-term viability of the financial 
institution, but also on the private contribution by the owners to the coverage of the restructuring costs 
(state aid limited to the minimum necessary), as well as measures to limit the distortion of competition.  
The first requirement seeks to ensure that state intervention has a lasting positive effect on the aided 
financial institution and the sector in which it operates.  This may comprise a business model reality check 
given the "new normal" market conditions, a stress test that needs to be applied without being able to rely 
on explicit state support, the withdrawal from loss-making activities, the diversification and rebalancing of 
the funding mix, and a de-risking of the balance sheet.  The second requirement aims to ensure that the 
restructuring costs are borne by the owners, managers, and creditors of the entity receiving support, to the 
extent possible in a systemic crisis, in order to address moral hazard and to limit the state aid to the 
minimum necessary.  Bans on the payment of dividends and coupons to shareholders and hybrid capital 
holders would be illustrations of measures that would fall under this heading.  The third requirement is 
aimed at reducing the distortions towards competitors and at addressing moral hazard and may consist of 
measures such as divestments, capacity reductions, the lowering of entry barriers to allow the introduction 
of credible new competitors in concentrated home market, and behavioural restrictions. 
Financial stability and distortions of competition  

10. Throughout the crisis, the Commission has sought to reconcile short term financial stability 
concerns with medium-term competition policy concerns, by engaging in a constructive dialogue with the 
ECB and other relevant stakeholders (notably the EFC and CEBS).  This pragmatic reconciliation of 
competition and stability concerns can be illustrated by means of a number of examples.  

11. A first example concerns the price to be paid to Member States for bank recapitalisations. 
Obviously, a low price is beneficial for short term financial stability, but endangers the competitive level 
playing field across banks. In its Communication that deals with bank recapitalisations7, the Commission 

                                                      
6  The qualification of financial institutions as "fundamentally sound" is established on the basis of an overall 

assessment of a range of criteria describing the situation of the financial institutions and the amount of state 
aid that has been injected in these financial institutions during the crisis. See in particular the Annex of the 
Commission Communication "The recapitalisation of financial institutions in the current financial crisis: 
limitation of aid to the minimum necessary and safeguards against undue distortions of competition" 
(Official Journal C 10, 15/01/2009, http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:C:2009: 
010:0002:0010:EN:PDF) and the Commission Communication "The return to viability and the assessment 
of restructuring measures in the financial sector in the current crisis under the State aid rules" (Official 
Journal C195, 19/08/2009, http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:C:2009:195:0 
009:0020:EN:PDF). 

7  Commission Communication "The recapitalisation of financial institutions in the current financial crisis: 
limitation of aid to the minimum necessary and safeguards against undue distortions of competition" 
(Official Journal C 10, 15/01/2009, http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:C:2009 
:010:0002:0010:EN:PDF). 
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incorporated the ECB pricing recommendations8 on the pricing of hybrid tier 1 recapitalisations, but 
accompanied them by the requirements of step–up clauses (adding a fee element to the total remuneration 
of Tier 1 capital notes that would become increasingly expensive over time, and/or requiring a repayment 
of the Tier 1 capital notes above par, again increasing over time).  Such a step up feature effectively 
strengthens the bank's incentives to redeem the instrument once they are in a position to do so, leading to a 
levelling of the playing field in terms of state involvement as soon as possible with respect to non-aided 
banks.  

12. A second example concerns the treatment of historical hybrid capital holders.  Again, short term 
financial stability might arguably be reinforced by a generous stance towards historical hybrid capital note 
holders, as this would entail a lower financing cost for banks and possibly more secure access to new 
private capital.  However, such a stance also would encourage moral hazard (and hence the need for future 
state aid), would weaken market discipline, would weaken the capital buffer, and would shift the burden 
disproportionally on taxpayers.  In order to minimise moral hazard looking forward and to strengthen 
capital buffers, the Commission adopted the policy stance that hybrid capital holders of banks that are 
under formal restructuring obligations should support part of the restructuring burden (through coupon 
deferral, loss absorption, preventing banks to make use of their option to call these instruments at 100% of 
nominal value, etc.), according to the level of seniority of the hybrid financial instrument, and to the extent 
that financial stability is not endangered and legal certainty not breached (i.e. where banks legally have a 
discretion to impose these burdens on the hybrid capital holders).  Although this issue has been contentious 
when announced and implemented, several observers and academics now concur that this approach was 
appropriate in the current unprecedented financial crisis (Scharfstein and Stein (2008) and Acharya, Gujral, 
and Shin (2009)).  

13. A third illustration of how the Commission has tried to reconcile the short term financial stability 
with the longer term competition concerns is through the provision in the restructuring plans that allows 
banks to divest subsidiaries over a relatively long five year time span, so as not to strengthen the 
downward pressure on prices and to avoid imposing losses on state aided banks, which would go against 
the basic rationale.   

14. The design of compensatory measures has also been adjusted to the specificities of the financial 
industry.  As mentioned above, the rescue of a financial institution might actually benefit competitors 
because of systemic linkages.  That is also to say that in the absence of support a collapse of the financial 
system might have arisen, involving potentially all financial institutions, whether they had sound business 
model or not.  In those circumstances, is it difficult to calibrate the counterfactual that would have arisen in 
the absence of support and hardly advisable to attempt to approximate this counterfactual through 
measures to limit the distortion of competition.  

15. In this context, the Commission’s pragmatic objectives in designing and enforcing measures to 
limit competition distortions have been (i) to alleviate identified competition problems in selected markets, 
(ii) to protect the internal market, and (iii) to ensure consistency across cases.  Notably, the Commission 
has focused on seeking structural and behavioural remedies depending on the relative state aid amount 
received (in particular, no mandatory restructuring plan for fundamentally sound financial institutions 
having received relatively limited amounts of state aid), the conditions in which they were granted (in 
particular, the expected remuneration to be paid by the bank in exchange for the public measures), the 
characteristics of the markets in which the recipient bank is active, and the market positioning of the bank.  
The Commission favoured structural divestment of stand-alone entities that allow for new entry of credible 

                                                      
8  See http://www.ecb.int/pub/pdf/other/recommendations_on_pricing_for_recapitalisationsen.pdf (20/11/2008). 

Notice that the direct pricing of the long end of the yield curve is not part of the typical toolbox of the 
central banks, signalling that the financial crisis has truly been an unprecedented event.  
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competitors in concentrated submarkets, whilst taking care that financial institutions would not unduly 
retrench from other EU markets.  The Commission also sought some behavioural competition remedies 
and remedies on corporate governance, where appropriate. 

Regulatory and supervisory reform proposals 

16. Bank supervision and regulation has fallen short of expectations, paving the way for a substantial 
EU-wide and global reform of bank regulation.  Amongst others, regulation and supervision did not 
prevent the surge and subsequent collapse of the shadow banking sector.  There was no EU-wide macro-
prudential supervisor that presumably would have been able to address the build up of unsustainable 
systemic risk of the banking sector as a whole and in a timely way.  Capital adequacy requirements 
exacerbated rather than dampened the natural procyclicality of the banking sector during the crisis and did 
not sufficiently reflect the funding liquidity risk of excessively short term wholesale market funded banks.  
Deposit guarantee schemes exhibited important design flaws (inappropriate coverage level, lack of 
harmonisation of eligibility criteria, insufficient funding, restrictive pre-emptive mandates, etc.) which may 
have contributed to market stress and competitive distortions.  Finally, the absence of robust crisis 
management arrangements including a pre-crisis special resolution regime (SRR) for banks in most 
Member States is perhaps the single most unfortunate regulatory failure prior to the crisis.9  This issue, 
which is closely related to the application of state aid rules, is discussed in more detail in the next section. 

17. The Basel II capital framework (and the Capital Requirements Directive that implements the 
Basel II framework in the EU) is undergoing a number of important revisions aimed at strengthening the 
risk management of banks and enhancing financial stability.  Since the crisis erupted, the Commission has 
adopted two sets of amendments to the Capital Requirements Directive (CRD).  In October 2008, the 
Commission adopted a proposal (CRD II) to amend the CRD in the area of the management of large 
exposures, supervision of cross-border banking groups, the quality of banks' capital, liquidity risk 
management, and risk management for securitised products.  In July 2009, the Commission adopted a 
proposal (CRD III) to amend the CRD addressing capital requirements for the trading book and re-
securitisation, disclosure of securitisation exposures, and remuneration policies.  In terms of possible 
further amendments to the Capital Requirements Directive (IV), the Commission launched in July a public 
consultation focusing on through-the-cycle expected loss provisioning, specific incremental capital 
requirements for residential mortgages denominated in a foreign currency, and the removal of national 
options and discretions. 

18. Recently financial regulation reform proposals have been put into consultation by the Basel 
Banking Committee of Banking Supervision (BCBS).10  The proposals aim to strengthen the resilience of 
the banking sector.  Specifically, the proposals cover (i) a revision of the bank "capital" concept in order to 
raise its quality, consistency and transparency, (ii) the introduction of a simple, non-risk-based leverage 
ratio that should act as a backstop measure on gross exposure in order to reinforce the existing risk-based 
leverage requirements, (iii) a dampening of the procyclicality of minimum capital requirements by 

                                                      
9  Note that most regulatory reform initiatives that are currently on the table can basically be slotted in two 

categories: one category of reforms trying to improve on existing bank regulation so as to avoid that banks 
will fail in the future (but accepting the continued existence of TBTF banks), and one of not accepting that 
banks are TBTF, by introducing effective resolution regimes that allow for an orderly winding down of 
banks and a corresponding revived market discipline.  See below for a further discussion.  

10  December 2009 BCBS consultative document "Strengthening the resilience of the banking sector" 
(http://www.bis.org/publ/bcbs164.htm). The Commission is going to launch its own consultation on these 
issues (definition of capital, liquidity standards, counterparty credit risk, leverage ratio, dynamic 
provisioning) in February 2010. The legislative proposal is to be adopted by the Commission by end 2010.  
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requiring for example countercyclical provisioning, (iv) an extension and re-weighting of the risk coverage 
of the capital requirements, and (v) a strengthening of the liquidity risk monitoring and supervision.  

19. The latter proposal is elaborated in a separate companion BCBS document11 and aims to 
introduce global minimum liquidity standards (alongside existing minimum capital standards), that will 
affect both the short term and more structural longer term funding structure of financial institutions.  The 
so-called liquidity coverage ratio will require banks to hold sufficiently liquid asset buffers to survive a 
one month liquidity stress event, whereas the so-called net stable funding ratio aims to ensure that banks 
have sufficient long-term and stable funding against their assets by reducing their (particularly interbank) 
wholesale dependence. 

20. Importantly, the Commission has also issued a Communication12 in October 2009 in which its 
sets out the need and desirability of putting in place a broad framework at EU level for cross-border crisis 
management.  Such a framework should enhance the ability of supervisors and resolution authorities to act 
quickly, effectively, and in a co-ordinated manner in order to address problems in an ailing bank, either by 
ensuring the necessary remedial measures are taken by the bank, or else to effect a resolution if bank 
actions prove insufficient to bring the institution back to going concern.  Resolution tools will need to be 
designed so as to allow authorities to carry out an efficient and effective bank restructuring before 
technical insolvency limits are being breached.  If such orderly resolution and restructuring techniques 
were to be in place, market discipline would be substantially reinforced, and the cost of unsecured 
wholesale financing would increase as a result of the increased likelihood of creditors being asked to foot 
part of the bill. 

21. In fact, a common feature of all of the above regulatory reform proposals13 is that they will give 
rise to a higher cost of funding for wholesale financed banks that have relatively few liquid assets on their 
balance sheets.  Indeed, strengthened monitoring and stress testing of funding liquidity risk, imposition of 
simpler non-risk-based leverage ratios, the strengthening of the risk coverage of the capital adequacy 
framework, the increased comparability of the effective loss-absorbing capital base, and the increased 
likelihood of orderly resolution would all contribute to increasing the financing cost for wholesale financed 
banks.  Reflecting the true social cost of their funding risk, margins on wholesale financing (covered bond 
financing, interbank financing, etc.) are unlikely to return to their relatively low pre-crisis levels if 
regulatory reforms are adopted and implemented.  The "new normal" conditions in wholesale markets and 
crystallising regulatory reform proposals will likely weaken the sustainability and competitiveness of 
excessively wholesale financed bank business models going forward.    

The need for a crisis management framework for financial institutions in the EU 

22. The unfolding of events in particular since the bankruptcy of Lehman Brothers has highlighted 
the desirability of introducing specially adapted rules for dealing with failing banks.  The amplifying 
dynamics associated with bank failures can give rise to financial crises of systemic dimensions.  The latter 
refers to a situation whereby sound financial institutions become distressed as a result of the disorderly 
failure of weaker participants.  A new framework of common rules designed to allow an orderly failure of 

                                                      
11  December 2009 BCBS consultative document "International framework for liquidity risk measurement, 

standards and monitoring" (http://www.bis.org/publ/bcbs165.htm). 
12  EC Communication on "An EU Framework for Cross-border Crisis Management" (20/10/2009, 

http://ec.europa.eu/internal_market/bank/docs/crisis-management/091020_communication_en.pdf).  
13  Note that the regulatory reforms can be divided in those that accept the existence of banks being too big to 

fail but aim to reduce the probability of a bank failure and those that do not allow a bank to be too big to 
fail. In practice, both avenues are being pursued actively. 
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financial institutions could become a central pillar of efforts to avoid future financial crises of systemic 
dimensions. 

23. Many financial institutions are too big or too interconnected to fail and therefore require public 
support in the current crisis.  Some banks are also simply too big to save.  The existence of systemic effects 
associated with the failure of large financial institutions results in the social costs of failure greatly 
exceeding the private costs to shareholders and creditors. 

24. In a nutshell, putting in place new crisis management arrangements at EU level should ultimately 
seek to avoid the stark choice between disorderly bankruptcy leading to disturbances of systemic 
dimensions and a costly bail-out generating moral hazard.  The bottom line is that large financial 
institutions should be allowed to fail without causing havoc to the rest of the economic fabric. 

25. There are a number of reasons why "normal" bankruptcy procedures are not adapted to deal with 
the failure of a large systemically important institution.14  From the perspective of public finances, a new 
crisis management framework is also the best (low cost) option. 

a) Corporate insolvency law focuses on individual companies in isolation.  This practically means 
that bankruptcy proceedings do not explicitly recognise the fact that banks, unlike industrial and 
commercial companies, are vulnerable to runs and contagion. 

b) Neither bankruptcy courts nor the insolvency practitioners appointed to conduct a proceeding 
under the corporate insolvency law are required to take into account public policy objectives 
linked to the maintenance of financial stability.  The actions they mandate or carry out in pursuit 
of their objectives (maximise recovery) could potentially make things worse. 

c) Bankruptcy proceedings can only be started once an institution has become insolvent.  It 
therefore prevents timely intervention - while the bank is still technically solvent and retains 
some net worth - designed to prevent deeper problems from materialising and spilling over.  In 
banking, the magnitude of these problems can escalate rapidly and can also affect other banks 
which are or are thought to be in similar positions. 

d) Standard bankruptcy is not well suited to ensure the continuity of essential banking functions, 
such as payments to and from customer accounts and access to overdraft and other credit 
facilities (once in bankruptcy, these activities are normally frozen). 

e) Bankruptcy proceedings are not well adapted to allow for quick (and often real time) decisions. 

f) Bankruptcy does not explicitly recognise the atomistic nature and limited information of bank 
depositors, leading to co-ordination problems.  

26. An enhanced resolution framework should grant special powers to the actors responsible for 
financial stability and supervision and to the fiscal authority, for the reasons set out above.  In practice, this 
typically means the financial supervisory authority, the central bank, and ministry of finance.   

27. So far, few EU countries have adopted legislation (or adapted existing laws) to create new 
resolution frameworks.  Although it has been applied only once, the new UK regime contains the key 

                                                      
14   For an in-depth discussion, see http://www.bankofengland.co.uk/publications/fsr/fs_paper05.pdf 
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ingredients.15  On 21 February 2009, the Banking Act 2009 that creates a Special Resolution Regime 
became law.16 It gives the Tripartite authorities (Bank of England, Financial Service Authority, Treasury) a 
permanent framework providing tools for dealing with distressed banks and building societies.  It also 
gives the Bank of England a new role in selecting from the statutory resolution tools.  This new framework 
replaces the temporary special resolution regime set up in the wake of the Northern Rock rescue. 

28. The 2009 Banking Act sets out five key objectives in choosing which resolution tools to use:17 

a) To protect and enhance the stability of the financial systems of the UK  

b) To protect and enhance public confidence in the stability of the banking systems of the UK  

c) To protect depositors  

d) To protect public funds  

e) To avoid interfering with property rights in contravention with the Human Rights Act 1998. 

29. The SRR provides for three pre-insolvency “stabilisation options” (i.e. PCA) to be applied to 
such a bank.  The new powers enshrined in the Banking Act allow the authorities to: 

a) transfer all or part of a bank to a private sector purchaser 

b) transfer all or part of a bank to a bridge bank - a subsidiary of the Bank of England – pending a 
future sale 

c) place a bank into temporary public ownership (the Treasury's decision)  

30. Some other EU jurisdictions favour a gradual approach while others are geared towards rapid 
emergency intervention.18  The first tends to apply from an earlier stage and is designed to encourage 
shareholders' consent to restructuring measures: the first step is often to replace the management with an 
"administrator" or "special manager" and submit a restructuring plan to shareholders for approval, and 
only, as a second step, are measures imposed that override shareholders rights.  The second, by contrast, 
imposes measures without the prior consent of shareholders. 

31. The magnitude of the problems that emerge when applying common bankruptcy proceedings to 
large and complex financial institutions is illustrated by the unfolding of events following Lehman 
Brothers' demise. 

32. Lehman’s European business was one of the biggest and most complex parts of the bank with 
thousands of intricate investments as well as client and trading relationships that are still being unravelled.  
                                                      
15  So far, the UK SRR regime has been applied only once.  On March 30 2009, the Bank of England 

announced that core parts of Dunfermline Building Society had been transferred to Nationwide Building 
Society. Dunfermline’s retail and wholesale deposits, branches, head office and originated residential 
mortgages (other than social housing loans and related deposits) had all been transferred to Nationwide. 
This followed a sale process conducted by the Bank of England over the weekend of 28-29 March. 

16  http://www.opsi.gov.uk/acts/acts2009/pdf/ukpga_20090001_en.pdf. 
17  For a detailed exposition, see http://www.bankofengland.co.uk/publications/other/financialstability 

/financialstabilitydepositorprotection080722.pdf. 
18   See http://www.bankofengland.co.uk/publications/fsr/fs_paper05.pdf. 
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This means that Lehman Brothers’ European clients and creditors may have to wait another two years 
before they get back billions of dollars of assets tied up in the bank when it collapsed a year ago.19 In 
addition, legal battles have followed Lehman's collapse.20  

33. The Lehman experience also illustrates that large investment banks excel in regulatory and tax 
arbitrage, and all that cross-border complexity and opacity enables them to exploit such loopholes with 
ease.  Apart from (legally) avoiding tax, this results in complex, costly and lengthy bankruptcy 
proceedings. 

34. Another episode illustrates how complexity has the potential to generate huge costs.  Indeed, 
when AIG imploded in September 2008, the potential losses on its credit derivatives contracts were so 
devastating for the system, because they were so concentrated, that the US government used tens of 
billions of dollars to honour the deals (which in turn benefited groups such as Goldman Sachs, Société 
Générale and Barclays).  A Fitch survey before the collapse of the credit bubble suggested that AIG was 
just the 20th largest credit default swap player in the sector, based on gross notional outstanding volumes.  
Thus, it appears that while bailing-out AIG has come at a huge cost to taxpayers, the alternative of letting it 
go bankrupt could have led to financial instability and panic of a few orders of magnitude larger than what 
was observed. 

35. As observed by Charles Goodhart, "(cross-border) banks are international in life but national in 
death”.  This illustrates the fact that, ideally, the reach of regulation should match the extent of the market 
in which large financial institutions operate.  This requires cross-border regulators and fiscal resources or 
credible burden sharing rules for effective supervision of banks, and in particular, for managing orderly 
exit or downsizing.  In other words, the jurisdiction of the financial regulator/supervisor and of the fiscal 
authority underwriting the solvency of the banks should ideally be the same as the domain over which 
these banks operate. 

36. Recent experience has shown that in the absence of a framework for resolution, cross-border 
crisis management has been carried out in an ad hoc and disorganised manner, with national authorities 
resorting in practice to one or both of two responses: the use of public money to bail out banks, or the ring-
fencing of the bank's assets within their territory and the application of national resolution tools at the level 
of each entity.21 The first carries the clear risk of competitive distortion, engages the rules on State aids, 

                                                      
19   In a Financial Times interview of September 13 2009, Tony Lomas, partner at PwC and administrator for 

the bank’s European operations stated that “I had hoped to break the back of this within 24 months, but 
with the setback around the scheme and other issues, a more realistic estimate is now 24 -36 months”.   

20  Representatives of the defunct Lehman Brothers estate have asked a US judge to reopen the contract that 
transferred the bank’s North American assets to Barclays Capital a year ago, claiming that up to 8bn USD 
in cash and securities was transferred to Barclays Capital without the court’s knowledge. It has also been 
reported that leading hedge funds have been buying up Lehman Brothers’ debt in the hope that the 
bankrupt investment bank’s estate will be able to win court battles to recover billions of dollars in collateral 
held by competitors with whom it did business. 

21  The case of Fortis illustrates that relying on national supervisors (which is currently the case, with 
consolidated oversight by the home country supervisor supplemented by domestic oversight by the host 
country supervisor), requires co-ordination and co-operation that is going to be tested in times of crisis. 
The Fortis crisis happened just after the introduction of the European Memorandum of Understanding, 
which was meant to promote co-operation in financial stability and crisis management.  While this 
Memorandum of Understanding embodies the right principles (on information exchanges, involvement of 
all interested parties, the pursuit of the interests of the banking group as a whole, "equity", etc.), its 
problem is that it is “a flexible tool that is, however, not enforceable” as stressed by Praet and Nguyen 
(2008, page 371; this is a view also shared by the CEPS Task Force Report, 2008). 
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and is politically unpopular, while the second response most probably increases the overall cost of the 
resolution and may not deliver the best result for depositors and other creditors, clients, and employees. 

37. Indeed, it appears that interventions might have imposed a cost on the taxpayer in excess of what 
was really needed.  This often depends on the legal system and on the possibilities it gives the shareholders 
to steer Government into the solution that benefits them, as illustrated by the Fortis shareholders' attempts 
to reject the BNP Paribas deal. 

38. An EU resolution framework for cross-border banks could be a vital complement to the new 
supervisory architecture that the Commission is proposing.  A simple backward induction exercise 
suggests that the effectiveness of regulation/supervision will crucially depend on the nature of the "end 
game".  Indeed, the incentive to by-pass, ignore, arbitrage regulation is shaped by the cost of doing so.  The 
latter is in turn determined by the existence of a realistic prospect for orderly bankruptcy whereby 
shareholders, junior creditors and management would absorb the cost of past actions.  The purpose of a 
new resolution framework should precisely be to create the conditions for such orderly winding-up of a 
bank without endangering financial stability.  The US experience with banks falling under the Federal 
Deposit Insurance Corporation's (FDIC) remit suggests that this can be achieved, even if it involves very 
large entities.22  

39. As the de Larosière (2009) report concluded: “The lack of consistent crisis management and 
resolution tools across the Single Market places Europe at a disadvantage vis-à-vis the US and these issues 
should be addressed by the adoption at EU level of adequate measures.” 

Concluding remarks 

40. Competition policy and enforcement has played an important role in the response to the crisis.  
The public policy challenge in response to the development of a financial crisis is to maintain financial 
stability while preserving incentives for appropriate risk taking and competition in the future. 

41. Despite their imperfections, supranational state aid control rules have proven to be the best 
available strategy in the EU to deal with the multiple challenges raised by the crisis.  Given that they have 
addressed to a certain extent and ex post what ex ante adequate regulation should have accomplished, the 
Commission fully supports the push for regulatory and supervisory reforms that are currently on the table 
and encourages their swift adoption.  The need for a pan-European special resolution regime for banks will 
be a crucial reform in order to limit and contain moral hazard in the banking sector.  

42. The absence of a special resolution regime for banks is perhaps the single most unfortunate 
regulatory failure prior to the crisis.  The reason is that these kinds of regimes in principle could have 
injected market discipline in the banking sector, could have avoided banks from becoming TBTF in the 
first place and could have allowed for orderly winding down of banks that were not viable. In the absence 
of such a (ideally pan-European) regime, EU State aid policy has provided and should continue to provide 
a robust and flexible framework enabling the EU and its Member States to take effective measures to 
combat the crisis in the financial markets and in the real economy, while at the same time minimising the 
distortive effects on competition and on the level playing field.  

                                                      
22  In 2009, the number of bank failures during some weeks has approached the yearly historical average.  In 

addition, some of the failures have been large in terms of assets and/or deposits involved. For instance, 
Washington Mutual (WaMu) that failed in September 2008 shortly after Lehman, held more than 300 
billion USD in assets. WaMu's winding down by the FDIC did not lead to panic or contagion. 
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43. The question also arises whether a specific antitrust regime is required for banking, given the 
possible trade-off between competition and incentives to take excessive risks.  However, whether such a 
trade off prevails is not clear in terms of empirical evidence and such a trade-off is not supported by 
compelling underlying principles (see annex 1 for more details).  In any event, if competition would lead to 
excessive risk taking, a strengthening of prudential regulation would be a more adequate response, rather 
than a relaxation of competition policy23, as it would directly address the source of the problem.     

44. Finally, it is worth noting that the crisis may have triggered some developments in banking 
markets which might increase competition concerns.  Traditional activities of investment banking arms24 of 
banks are often dominated by a small number of high-profile banks and are characterised by relatively high 
fees compared to other banking activities.  Amongst others, debt underwriting, equity underwriting, M&A 
advisory, loan syndication, and the functioning of the wholesale markets appear to be rather concentrated 
and may have become more so following the exit of some players.  Competition concerns may include the 
following.  Banks may co-ordinate on prices or share markets, possibly in the segments related to very 
large transactions where a small number of banks dominate.  Banks could form syndicates to bid together 
for an investment banking mandate and reduce significantly the alternatives for the client.  Banks could 
refrain from bidding too aggressively for a book runner mandate in the syndicate on the promise of being 
later selected as a member of the syndicate.  Closer scrutiny of such markets may be warranted. 

 

                                                      
23  Similarly, it is sometimes argued that excessive competition has pushed banks towards an excessive 

reliance on short term wholesale market funding. Some banks appear to have been developing 
unsustainable business models to retain or gain market share relative to peers that have a more retail based 
and/or more balanced funding base.  However, the most direct and hence appropriate remedy to this 
problem involves a change in the regulation and supervision of the funding liquidity risk of banks, rather 
than a relaxation of competition policy.   

24  Next to equity and debt underwriting and M&A that represent the corporate finance activities, investment 
banks activities also cover research on equity, bond and derivatives, sales, structuring and trading in bonds, 
equity, commodities and currency (and their derivatives), proprietary trading and principal investment in 
funds and assets, prime brokerage activities (stock lending and financing, clearing and settling for hedge 
funds) and real estate financing. 
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ANNEX 1: DOES MORE COMPETITION LEAD TO HIGHER  
OR LOWER FINANCIAL SYSTEM RESILIENCE? 

1. The vast theoretical and empirical literature on the likely impact of bank competition on financial 
stability unfortunately does not yield unambiguous policy conclusions.  Even when making abstraction of 
the intricacies of measuring banking competition (see box 1), different models yield different predictions 
as to whether (measured) bank competition reduces or increases stability.  Some models only model the 
deposit side and assume the asset side is being determined by the bank, whereas other models also model 
the borrower behaviour as a function of the interest rate setting of the bank. 

2. The arguments behind competition being harmful for financial stability are roughly as follows. 
First and foremost, competition incentivises shareholders and management to take excessive risks, because 
competition reduces the bank franchise value (Marcus 1984, Keeley 1990) such that owners and managers 
have less to lose from taking additional risks.25 Competition also reduces the incentives to screen 
borrowers, as there are fewer prospects for reaping informational rents, which in turn increases bank 
fragility through a lower borrower pool quality (Allen and Gale 2000, 2004).  Also, competition reduces 
portfolio and funding diversification (small banks will be less diversified) and hence result in more 
fragility (Diamond 1984, Allen 1990).  Finally, competition may increase the supervisory burden because 
of the overly large set of small banks to be supervised. 

3. The counterarguments behind competition being desirable for financial stability are as follows. 
First, competition’s tendency towards excessive risk taking (franchise view) need not be a problem and can 
be addressed by appropriate regulation and supervision.  Moreover, absence of competition leads to higher 
interest rates and results in more severe adverse selection and moral hazard problems and hence greater 
fragility (Boyd and De Nicolo 2005).  Turned around, competition may very well decrease the adverse 
selection and moral hazard problem and the corresponding bank fragility.  The moral hazard problem in 
lending refers to the fact that ex post the borrower is incentivised to invest in a riskier project than initially 
announced, as the upward potential is to his benefit, while the losses from a worst case outcome are being 
borne by the lender.  The adverse selection problem in lending is the problem that higher loan rates ex ante 
will scare off the most creditworthy borrowers, retaining merely the risky borrowers. Competition may 
also reduce TBTF, moral hazard and contagion problems of large and complex financial institutions.  
Finally, competition reduces regulatory and supervisory complexity and reduces the risk of being captured 
by large and complex financial institutions. 

4. The empirical literature is not able to shed light on which of the above theoretical predictions are 
supported by the data, as findings tend to go in opposite directions depending on sample period and 
geographic scope (see box 1 for a discussion of the difficulty of measure competition in banking).  
Moreover, providing policy advice on the basis of the empirical literature will not necessarily be reliable, 
as results based on inference from "normal times" (correcting for a "great moderation"?) may not be 
relevant and even misleading for crisis times.  However, Claessens (2009) observes a growing consensus 
on the fact that bank competition does not hurt stability, and that there is an important interaction between 
the regulatory framework and competition. 

                                                      
25  The value of the bank franchise can be seen as the present value of the rents that can accrue from pursuing 

banking activities and is partly determined by competition. Intensive rivalry might reduce the bank 
franchise and increase the likelihood that, faced with a shock, banks will choose to gamble for resurrection. 
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Box 1: Measuring competition in the banking Sector 

 Empirical measures such as interest rate spreads or margins are not necessarily good indicators of the 
competitiveness of a banking system, as they are mainly driven by the level of riskiness of the business model of the 
bank as well as other bank- and country-specific factors, such as bank size and business, contractual framework, 
taxation, and macro-performance.  In general, all practical measures of bank competition can be grouped in three main 
categories (see Claessens 2009): (i) market structure measures, (ii) measures that assess the reaction of output prices 
to input prices, and (iii) measures that give indications about the general contestability of the banking sector.    
 So far none of the measures is able to give a definite answer on the competitiveness of a banking sector, as 
all of them focus on particular aspects only and can be criticised on theoretical and empirical grounds.  
 Simple market structure measures such as concentration ratios and Herfindahl-Hirschman indices aim to 
measure banking sector competitiveness indirectly.  They are criticised for relying on the structure-conduct-
performance (SCP) hypothesis, by implicitly or explicitly making inferences from market structure to bank 
competitiveness (or lack thereof).  In addition, the relation between concentration and competitive intensity is most 
probably non-linear.  The SCP hypothesis has been challenged theoretically and empirically.  First, the general 
contestability theory suggests that actual entry and exit are not necessarily the most important indicators of market 
contestability, rather it is the degree of entry and exit barriers that matters (Baumol, Panzar, and Willig 1982).  Second, 
the SCP hypothesis relies on the market structure being exogenous, whereas the alternative "efficiency hypothesis" 
would argue that efficiency may drive both the structure of the market and its pricing efficiency, rendering market 
structure endogenous. Third, to the extent that the banking sector is characterised by innovation26and creative 
destruction, higher levels of (temporary) concentration and market power would be a prerequisite for continuing 
innovation (and increases in social welfare).  Fourth, next to entry and exit barriers, market failures such as information 
asymmetries, network externalities, prudential regulation, and other factors can matter as well for determining the 
effective degree of competition (Claessens 2009).  Finally, delineating a relevant market in banking, a precondition for 
measuring concentration and market structure, may be more challenging than in some other industries, due to the 
intrinsically complex nature and characteristics of the banking sector alluded to above. 
 The second set of measures to measure competition aims to measure bank competitiveness more directly 
by observing pass-on rates à la Panzar and Rosse (1987) or degree of profit reduction following marginal cost 
increases à la Boone (2004) (see van Leuvensteijn et al. 2007).  Panzar and Rosse (1987) formulate and regress a 
gross interest revenue (proxy for loan price) function per bank as a function of input prices (i.e. proxies for deposit 
funding cost, personnel cost, and equipment cost) and control variables.  The Panzar and Rosse (1987) H-statistic is 
defined as the sum of revenue elasticities with respect to the input prices.  When the pass on from costs to prices is 
approximately complete, this is a signal of competitiveness, whereas a partial pass-on would signal market power.  
This measure has also been criticised theoretically and empirically.  First, one needs to impose restrictive assumptions 
on a bank's cost function and production function. Second, the inference is based on the market being in general 
equilibrium.  Third, estimates vary widely across studies and time (Claessens and Laeven 2004, Bikker and Spierdijk 
2008) 
 The third set of measures aims to give an indication about the contestability of the banking sector, by 
observing the presence or absence of entry requirements, formal and informal barriers to entry or exit for domestic and 
foreign banks, activity restrictions, switching costs, etc. Institutions like the IMF and OECD then map these indicators 
into a single overall contestability indicator that can be compared across countries. 
 All in all, it is obvious from the theoretical and empirical literature that measuring competition in the banking 
sector is particularly challenging and complicated, possibly even compared to most other markets in the economy, due 
to the paucity and volatility of data in the banking area, the difficulty of applying sophisticated analysis to the banking 
sector (unclear production function), and bank-specific complexities such as the presence of network externalities and 
the frequent sale of bundled services. 

                                                      
26  Former Federal Reserve Chairman Paul Volcker recently contested this view by referring to ATMs as one 

of the few innovations that matter in the banking sector innovation over the last decades.  
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