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Abstract

During the global financial crisis integrated markets and financial institu-
tions operating across borders clashed with supervisory and regulatory archi-
tectures that remained largely nation bound. This spurred a debate on the costs
and benefits of more internationally integrated and coordinated prudential pol-
icies. This paper presents theoretical explorations of the policy and governance
challenges associated with forming and running a regulatory and supervisory
union when national prudential authorities have different objective functions.

1. Introduction

The crisis has brought international financial linkages to the centre stage of
the economic policy debate. Internationally integrated markets and financial
institutions operating across borders clashed with supervisory and regulatory
architectures that remained largely nation bound. This regulatory fragmenta-
tion hindered effective policy action both before and during the crisis. Before
the crisis, it limited the monitoring and understanding of cross-border linkages
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and hindered efforts to contain growing imbalances. After the crisis started, it
led to often locally-driven and globally-inefficient policy actions; especially in
the context of bank resolution (IMF, 2010; BIS, 2010).

Against this background, some observers have argued that (akin to the tradi-
tional trilemma of international economics between monetary policy independ-
ence, fixed exchange rates, and free capital flows) a “financial trilemma” exists
between financial stability, free capital flows, and fragmented regulatory and su-
pervisory architecture with nation bound safety nets (Schoenmaker, 2011, Obst-
feld, 2014). In response, there have been renewed efforts to improve cross-bor-
der cooperation and information flows (see for instance, initiatives such as the
Financial Stability Board); but also greater acceptance of capital flow measures
as a tool to preserve macro-financial stability.

Tensions between the prudential architecture and market structure were
particularly evident in the euro area where common markets and the single
currency stood in stark contrast to a fragmented supervision and bank safety
net. The result was strengthened links between a country’s banking system sta-
bility and fiscal health. During the boom, in several countries, banks grew to a
scale that challenged national supervisory capacities. After the bust, the implicit
and explicit liabilities associated with the size of these banking systems over-
whelmed national fiscal resources (Goyal et al. 2013).

The euro area has answered these challenges with the nascent Banking Un-
ion based on a Single Supervisory Mechanism, a Single Resolution Mechanism,
and an agreement for the mutualisation of at least a portion of the safety net.
These reforms will hopefully provide more effective and coherent supervision
and help to weaken sovereign-bank-real-sector spirals.

However, supervisory/regulatory unions also present costs and challenges.
For instance, it may become harder to tailor policies to an individual country’s
needs; and it may be difficult to design effective internal governance for a supra-
national regulator. This begs the question of how far should a Banking Union
extend. Can we achieve enough stability through international cooperation? If
not, what are the main factors one should look at to decide whether countries
should join into supervisory/regulatory unions? And conditionally on a partial
union being formed, how do incentives to join in change for the countries left
out? Finally, what are the governance challenges in a union where the original
independent supervisors/regulators maintain significant power and functions?
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We are very far from a formal theory of what constitutes an optimal regu-
latory area.

What follows are explorations of some of the relevant issues guided by re-
cent theoretical papers on the topic. In particular, we discuss the challenges of
forming and running a regulatory and supervisory union when country regula-
tors/supervisors have heterogeneous objective functions.

2. Challenges in forming a Banking Union

In recent years, technological progress and regulatory changes have led to
the progressive integration of international financial markets. As a result, banks’
cross-border activities have become increasingly important, raising new chal-
lenges for regulators that have remained country bound. In this environment,
prudential regulation and supervision generates cross-border externalities that
neither regulators nor the financial institutions they are supposed to oversee
might take into account. This section explores the implications of these exter-
nalities for the benefits and costs of switching to a centralized supervisory agen-
cy. And, in a multi-country setting, it discusses how the formation of a Banking
Union by a subset of countries affects other countries’ incentives to join in.

2.1 A simple theoretical framework

Here we follow the stylized model proposed in Dell’Ariccia and Marquez
(20006). Consider a setup in which banks compete internationally, but are regu-
lated and supervised by domestic agencies. These domestic regulators/supervi-
sors’ mandate includes domestic financial stability and bank profitability. The
latter may be the reflection of regulatory capture or more generally of the fact
that supervisors care about all domestic stakeholders in the banks. Critically,
this entails a trade-off. Tighter regulation/supervision will make the domestic
banking system safer. But it will represent somewhat of a burden for the banks
and reduce their profitability. Further, since banks compete internationally,
these policy actions will entail externalities. Safer banks at home will improve
stability abroad (for instance, by reducing counterparty risk). But more intru-
sive regulation and supervision may decrease bank competitiveness vis-a-vis
foreign institutions, increasing its impact on bank profits.
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Under these assumptions, domestic agencies acting independently (non-co-
operatively) are likely to reach an inefficient outcome. In this model, both ex-
ternalities tilt regulators’ behaviour in the direction of laxer standards. Indeed,
each domestic agency will not take into account the benefit that tighter stand-
ards bring to the other country (through its banks’ interaction with a safer
banking system). But they will be concerned with the increased negative effect
that tighter standards have on domestic banks’ profits because of the loss of in-
ternational competitiveness. The outcome (in a Nash equilibrium) is one with
excessively lax standards: a race to the bottom; or, more precisely, standards
that are laxer than those that would prevail if the two domestic agencies were
to fully take into account the cross-border effects of their policies.

Now compare this setup (in which national agencies concerned solely with
their respective domestic banking system set policies non-cooperatively) to
one in which an international regulator sets uniform standards for all banks.
The benefit of centralizing regulation is that it internalizes any externalities
that may exist due to the integration of financial systems. From that stand-
point, it is immediate from the discussion above that a centralized agency
will impose tighter standards than independent regulators. The shortcoming
is that centralization reduces flexibility in designing policy; at least to the ex-
tent that political economy considerations limit the regulator’s ability to tailor
standards to individual countries under its jurisdiction. Then, there is a cost,
if regulatory needs (and thus the optimal policy design) differ across markets
because of institutional and structural reasons.

Under these assumptions, a Banking Union is more likely to emerge (to
offer a Pareto improving solution) between countries that exhibit a greater
degree of financial integration and relatively similar regulatory needs. The
degree of inefficiency under the “independent” solution is likely to increase
with financial integration. And the cost of switching to a centralized agency is
likely to be smaller when country needs are not too far apart. In practice, this
means that a Banking Union is more likely to be beneficial (and politically
acceptable) among countries with a greater foreign bank presence, cross-bor-
der flows, etc; and countries with relatively similar financial structures in
terms of bank design (for instance universal banks versus narrow banks) and
market structure. The nascent Eurozone Banking Union is in line with this
prediction.
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2.2 Incentives to join partial unions

The model also speaks to the incentives to form a Banking Union among a
subset of countries when multiple financial linkages exist, and to how the for-
mation of such a union changes the incentives to join for those left out. Relative
to the simpler two-country case discussed above, the analysis of a multi-country
setting offers two additional insights.

First, the formation of a union among any country pairs is affected by the exist-
ence of financial links with other countries. As discussed above, the main benefit
of joining a union is that the centralized agency will take into account regulatory
externalities and, hence, standards will be tighter than under independent domes-
tic supervisors. However, in the presence of financial linkages with “third-party”
countries, this benefit will be tempered by a decrease in bank competitiveness
vis-a-vis financial institutions from countries that did not join the union. This
means that the existence of financial linkages with multiple countries makes the
formation of unions among a subset of partners more challenging.

Second, the formation of a union among a subset of countries reduces the
incentives for those left out to join it. The intuition is immediate from the forces
in this model. The union will reduce the race to the bottom among participating
countries and tighten their standards. This reduces the potential benefits from
joining in for those outside.

In practice this means that countries that have strong financial linkages with
third-party countries will find joining a partial union less attractive. Further,
from the limited point of view of a model based on regulatory externalities, a
partial union does not necessarily represent a pole of attraction that will natu-
rally evolve into a more comprehensive one.

3. Governance challenges in a Banking Union

The nascent Banking Union within the euro zone has inspired a set of
recent studies focusing on the potential governance challenges in a “hub-
and-spokes” supervisory regime: one where bank supervision is centralized
but local supervisors provide the “boots on the ground,” being the parties
more in touch with local financial institutions and thus in the best position to
evaluate local banks’ portfolios.
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In Carletti et al. (2015), we explore, with a theoretical model, the tensions
inherent in a supervisory framework in which a supranational agency has legal
power over all decisions regarding banks; but local supervisors are in charge of
collecting the information necessary for regulatory actions to be implemented.
In particular, the paper focuses on how the governance design of the superviso-
ry regime affects supervisors’ incentives to collect information when the local
supervisor is “softer” than the central one; and, in turn, on how banks respond
to changes in the regulatory regime. Colliard (2015) proposes a related model in
which a centralized agency takes into account all the externalities related with
a local bank failure, while the local supervisor takes less into account losses
accruing to foreigners. In that model, the trade-off stems from the fact that the
local supervisor has a comparative advantage in conducting on-site inspections.

The frameworks in both papers are inspired by the supervisory reform in Eu-
rope. However, no stylized model can do justice to the many checks and balanc-
es and corrective procedures existing in a real-world supervisory mechanism.
Rather, the analysis in these studies should be interpreted as identifying some
of the tensions that the new supervisory regime will have to take into account
in order to operate effectively. What follows summarizes the findings in these
studies and provides a simplified example of the model in Carletti et al. (2015)
to highlight the governance challenges in a hub-and-spoke regime and their
potential effects on bank risk taking.

In Carletti et al. (2015), banks are protected by limited liability and operate
under asymmetric information. Thus, absent effective supervision, they tend to
take on excessive risk. As in several previous models, leverage leads banks not
to take into account the losses they impose on depositors and debt holders (and
taxpayers when deposits are insured) when they fail (e.g., Hellmann et al., 2000,
Matutes and Vives, 2000, Repullo, 2004). Bank risk taking is not directly observ-
able and the associated asymmetric information prevents investors from pricing
risk at the margin. The outcome in equilibrium is that banks engage in riskier
behaviour than what is socially optimal. This market failure provides a justifi-
cation for bank supervision aimed at containing risk taking (for instance, by en-
forcing capital regulation) so as to improve over this laissez-faire equilibrium.

Start from the case with independent supervision. Local supervisors invest
resources to collect information about a bank’s portfolio. This is meant to cap-
ture the process of learning about the assets and liabilities of a bank through on-
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site inspections and of estimating the potential risks associated with that struc-
ture. Upon obtaining such information, the local supervisor can let the bank
continue to operate undisturbed. Or it can intervene it and force it to change its
portfolio toward that deemed optimal by the supervisor (typically a safer port-
folio). Intervention, however, comes at a cost. This can be seen as a reputational
cost for the supervisor, the loss associated with the removal of a national (and
private) champion, and/or it could represent a loss in efficiency associated with
the transfer of the bank to the public sector.

Under centralized supervision, local supervisors retain control of informa-
tion collection, but are mandated to transmit to the central agency what they
learn. The central supervisor can act on the information and has full control over
the decision of whether or not to intervene a bank. Further, she chooses what
portfolio to implement conditional on intervention.

The critical assumption in the paper is that local supervisors have utility
functions that are different from that of the central agency. The interesting case
is one where they are less inclined to intervene in banks. Such reluctance to
intervene may stem from greater costs that are borne at the local level for the
supervisor, such as the aforementioned reputational costs and/or fiscal costs,
or may reflect some degree of regulatory capture to which a central supervisor
would not be subjected (see Agarwal et al.,, 2014, Acharya et al., 2013, and Bolton
and Jeanne, 2011). This conflict results in a principal-agent problem between the
central and local supervisors, in addition to that between supervisors and banks.

When this conflict is severe enough, it may distort the local supervisor’s
incentives to collect actionable information about banks’ balance sheets. The
reason is that local agencies will, in some states of the world, prefer to remain
ignorant rather than having to provide to the centre information that would
lead to decisions that are against their own interests. Then, in equilibrium, less
accurate information might be collected than under fully independent local su-
pervisors or under a centralized agency that collects information directly.

This poorer information collection entails costs. The central agency may be
unable to enforce regulation on non-compliant banks. This, in turn, leads to
poorer ex ante incentives for regulated banks which will tend to take greater
risk than under alternative supervisory frameworks. A lower probability of hav-
ing their actions discovered will make it more attractive for banks to take risk in
excess of that desired by the regulator.
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In contrast, when the agency problem introduced by the split responsibility
between local and central supervisors in not “too large,” the presence of the
tougher central supervisor will reduce risk taking. To the extent that enforce-
ment remains credible (that is to the extent that local supervisors continue to
exert sufficient effort to collect actionable information), a centralized supervisor
that imposes tighter standards (tolerates less risk taking) than local ones will
increase regulatory discipline on banks. Put differently, banks will be induced to
adhere to higher prudential standards if central supervision represents a greater
threat of regulatory intervention.

3.1 A simple example

Consider the following example based on a highly simplified version of
the model in Carletti et al. (2015). Assume banks in a certain country have
access to three investment opportunities, characterized by “high”, “medium”
and “low” risk. Each investment project, i, is characterized by the pair (R, q;),
where R; is the return of the investment when it succeeds and qi the associat-
ed probability of success (with g, < g,, < ;). Let us rank the three investments
so that the expected return is inversely related to risk: R, g, < R, q,, < R q.
From which it follows that “low” is the socially preferred investment.

Banks are protected by limited liability and use their own capital and de-
posits to fund their risky investment. For simplicity, assume that deposits are
fully insured, so that they return an exogenous gross interest rate equal to the
gross risk-free rate, r. Also assume that the relative proportions of capital and
deposits are exogenously determined as k, 1-k. Because of limited liability banks
only repay depositors when their project succeeds. Then, we can write banks’
expected profits as:

(R~ (1K) -k re)

Where re is the opportunity cost of capital.
It is now easy to rig the model to generate a conflict between the individu-

ally optimal choice of banks and the socially optimal allocation of capital. For
instance assume that:

aR-1n<q,R,-7 <q,(R,-7)

78 _EUROPEAN ECONOMY 2015.3



CHALLENGES: A THEORETICAL PERSPECTIVE

So that fully levered banks, banks with zero capital, would prefer to invest in
the riskier asset rather than the intermediate or the safe ones. This is a simple
example of the classic risk shifting associated with limited liability. Essentially,
banks do not take into account the losses associated with their failure. This pro-
vides them with incentives to take excessive risk. It is also immediate that one
can rig the model so that, as bank capital increases (leverage decreases), banks
first switch from the high-risk to the medium-risk project, and then for suffi-
ciently high capitalizations from the medium-risk to the low-risk one.? In this
case, we can partition the line representing bank leverage in three zones: “high”,
“medium” and “low” corresponding to a bank’s equilibrium choice of investment.

It is immediate from this setup that, depending on bank capitalization, the
laissez-faire equilibrium may or may not deliver the socially optimal allocation.
When banks are highly capitalized, their individually optimal choices deliver
the social first best. However, when they are not, the risk shifting stemming
from limited liability and deposit insurance leads them to invest in socially
suboptimal projects.?

Now consider a local supervisor/regulator that can inspect a bank under her
jurisdiction;?” learn about the bank’s investment portfolio with some probability;
and upon obtaining this information, intervene the bank and force it to invest
in the socially optimal, “low” risk, project. Intervention, however, entails a cost,
IL. Think about this as reputation costs or the costs associated with regulatory
capture. In her inspections, the supervisor can choose to be “aggressive”, in
which case there is a “high” probability of discovering actionable information;
or “passive,” in which the probability of discovery is “low”.

We can model the regulatory objective function as social welfare (in this
case equated to the project’s net return) minus the cost of intervention. Then,
upon learning a bank’s investment project, the regulator’s decision of whether
to intervene the bank will be predicated on the increase in social welfare associ-
ated with a switch in projects exceeding the cost of intervention.

25. For instance, consider the set of projects ((R, q,) depicted in the chart: “low” (2, 0.9), “medium” (3.1, 0.5),
and “high” (8.5, 0.15).

26. Note that risk shifting would emerge even in the absence of deposit insurance as long as bank risk
is not priced at the margin (see Dell’Ariccia et al., 2014).

27. For simplicity assume that there are no costs associated with inspection effort; or, more realistically,
that costs are low enough that in equilibrium the independent supervisor exerts sufficient effort to make
the regulatory threat credible.
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Figure - Expected profits as a function of project risk and leverage
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It is immediate that, keeping everything else constant, a lower intervention
cost implies a tougher supervisor/regulator, one that is more likely to intervene
a bank. We can, then, map the intervention cost into the kind of bank/portfolio
that the supervisor will intervene in equilibrium by checking the following in-
equality for each project

qR - qR-IL>0

Assume that there are three types of supervisor/regulator. The tough type
has a low cost of intervention; make it zero, for simplicity. It follows that she
intervenes any bank that does not invest in the socially optimal low-risk pro-
ject. The medium type has a moderate cost of intervention. This is such that it
exceeds the benefits from switching a bank from the medium-risk project to the
low-risk project. But it is sufficiently low to make it worthwhile intervening a
bank that invests in the high-risk project. Finally, the easy type supervisor has
such a high cost of intervention that it never finds it optimal to intervene.

Assume that bank owners/managers attach some idiosyncratic disutility to in-
tervention. Further, assume that when the probability that of discovery is “high”,
(that is when the supervisor is aggressive), for most owners (but not all), the
disutility from being intervened is sufficient to induce banks to invest according
to the supervisors’ preferences. Since, in this simplified example, inspections are
free to the regulator, the credibility of the regulatory threat depends exclusively
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on the supervisor’s decision being time-consistent. It follows that the supervi-
sor will always choose to be aggressive and the behaviour partition according
to regulator types described in the previous paragraph fully characterizes what
credible regulatory actions are. We can, then, summarize the equilibrium of the
game according to regulator/supervisor and bank type in the following table 1.

Now we can ask how this equilibrium changes when the local regulator/su-
pervisor transfers the authority to intervene to a supranational agency. In par-
ticular, consider the case in which inspections remain under the responsibility
and control of the local supervisor, perhaps because of local expertise and logis-
tical constraints. But the decision to intervene upon obtaining actionable infor-
mation is up to the supranational agency.

This governance structure may introduce an agency problem within the su-
pervisory architecture when the objectives of the central and local supervisors
differ. As in Carletti et al. (2015) on which this example is based, assume that
the local supervisor has to transmit to the centre any actionable information she
obtains. However, since, in the model, the quality and intensity of inspections is
not observable, the central agency cannot affect the probability that information
is actually obtained. Put differently, it is up to the local supervisor to choose
whether to be aggressive or passive.

Also assume that, upon intervention, the central supervisor suffers a cost
IC, while the local agency continues to bear its intervention costs, IL. Here the

Table 1 - Equilibrium projects by supervisor and bank types

Equilibrium projects by supervisor and bank types
Regulator
Easy Medium Tough
Bank
High capital Low Low Low
. Low
Taed;:;n Medium Medium
P Medium
Medium Low
Low capital High
High High
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difference between IC and IL fully summarizes the discrepancy between the
two agencies’ utility functions. Obviously, one could consider a more complex
model in which differences go beyond the cost of intervention. For instance,
local and central supervisors may internalize to different degrees the spillo-
ver and contagion costs associated with bank failure (Colliard, 2015; Carletti
et al,, 2015; Calzolari and Loranth, 2011; Holthausen and Ronde, 2004).

Now consider how the equilibrium changes as a result of this new govern-
ance structure. It is immediate that when the two supervisors’ intervention costs
are close enough that they choose to intervene the same types of banks/projects,
the equilibrium remains the same as in the baseline model. Put differently, if the
two agencies’ preferences are “close enough”, the change in structure does not
introduce any agency conflict in the model. However, when the costs are suffi-
ciently apart that the two agencies choose to intervene different types of banks/
projects, things may be different. Since the narrative of the Banking Union has
been about strengthening regulatory action, take the case of a central supervisor
that is tougher than the local one.

In this case, the balance of two opposite forces will determine how the equi-
librium changes relative to the single supervisor case. On the one hand, a tougher
supervisor in charge of intervention decisions will increase the threat of inter-
vention and impose greater discipline on banks. On the other, the agency conflict
introduced by the split governance structure may undermine the credibility of
supervisory action and decrease discipline. Essentially, the local supervisor may
choose to be passive rather than aggressive. These effects are best demonstrated by
an example with a “tough” supranational agency and a “medium” local supervisor.

First, consider what happens in a system entirely consisting of low-capital/
high-risk banks. In the baseline model, the threat represented by the local su-
pervisor induced these banks to switch from their laissez-faire high-risk project
to the medium-risk one (see Table 1). Here there is no conflict between the two
supervisors when it comes to these banks. Since in order to prevent the high-risk
project the local supervisor has to exert sufficient effort to make the threat cred-
ible, the switch to a centralized structure will not alter its behaviour. It follows
that the local supervisor will benefit from the greater discipline imposed by the
central agency and low-capital banks will switch to the low-risk project.

Next, examine what happens with medium-capital banks. For these banks the
two supervisory agencies are in conflict. The local supervisor is “happy” with the
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banks’ laissez-faire choice since her cost of intervention exceeds the welfare ben-
efits from switching to the low-risk projects. In contrast, the central supervisor’s
intervention costs are low enough that upon observing a medium-risk portfolio
she would intervene the banks to impose the low-risk project. Then, from the
local supervisor’s standpoint, since intervention entails costs that she considers
excessive, it would be better not to obtain actionable information from the in-
spection and prevent regulatory action.

Finally, put it all together in a setup with both types of banks. Assume that the
supervisor cannot discriminate across banks before inspection. Then, when decid-
ing her inspection effort (determining the probability of discovering actionable
information), the local supervisor will have to balance the benefits from disci-
plining low-capital banks with the costs of (what she sees as unnecessary) inter-
vention of medium-capital ones. This means that the relative weight of low- and
medium-capital banks in the system determines the result. When the system is
primarily populated by low-capital banks, she will maintain her baseline effort.
And as a result of the greater discipline imposed by the central regulator, average
project risk will diminish. But when medium-capital banks are sufficiently prev-
alent, the local supervisor will find it best not to learn their type (she will choose
zero effort). In response, there will be less discipline (relative to the baseline case)
on low-capital banks, and average risk will increase. Table 2 summarizes how
banks portfolio choices change with the supervisory/regulatory architecture.

Table 2 - equilibrium projects, bank distribution, and supervisory structure

Equilibrium projects, bank distribution, and supervisory structure
System . i .
composition Low-capital banks Medium-capital
prevalent banks prevalent
Bank
Local central local central
High capital Low Low Low Low
Medium capital Medium Medium Medium
Medium
Low capital
High
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In essence, Table 2 shows that when the objective functions of the local and
central supervisors differ sufficiently, the effects of supervisory centralization
on banks risk taking are ambiguous. In this simple example, the result is a
function of the distribution of banks, which in turns determines how the local
supervisor chooses to balance the trade-off between the greater discipline pro-
vided by the tougher centralized agency and the loss of control over banks she
does not want to intervene. In practice, obviously things are more nuanced and
complicated. Yet, several of the insights from the theory remain valid.

3.2 When is the conflict likely to be more severe?

The starting point of the analysis in Carletti et al. (2015) and Colliard (2015)
is that the local and the central supervisors have different utility functions and,
consequently, can take different decisions. Put differently, there are some states
of the world for which the local supervisor would allow certain banks to operate
while the central agency would prefer to intervene and resolve them. A sec-
ond important tenet of these theoretical frameworks is that the agency problem
between supervisors cannot be fully resolved through legal means (rules and
regulations), compensation (side transfers between countries), or by the central
supervisor taking over inspections and information collection directly.?®

In practice, the severity and relevance of the agency problem between super-
visors will likely depend on several factors. First, banks may be systemic at the
national but not the supranational level. If this is the case, the way a local and
a centralized supervisor may decide to deal with lack of regulatory compliance
may be very different. For instance, they will perceive the costs and benefits of
a bail-in very differently; and, consequently, they will have a different approach
to prompt corrective action and resolution strategies. Related, central supervi-
sors internalize the cost of resolution, which may have negative externalities
for other international institutions, more than the local agency. As discussed
extensively in Colliard (2015), this may lead local regulators to be too forbear-
ing (in the setup of our example, they have too high a cost of intervention) as
they do not take into account the spillovers a bank’s failure may have on foreign
creditors.

28. This last point is assumed away in Carletti et al (2015) and it entails a loss of supervisory efficiency
in Colliard (2015).

84 _EUROPEAN ECONOMY 2015.3



CHALLENGES: A THEORETICAL PERSPECTIVE

Finally, the ability of the central supervisor to inspect banks directly and to
condition the action of local agencies will evolve across types of banks and over
time. It might be more severely hindered for nationally specialized banks for
which local information and culture is essential to evaluate risks. But it might
be less of an issue for banks operating internationally. Further, as the central-
ized agency gains experience and develops a deeper infrastructure, it will likely
increase its ability to monitor banks directly and, thus, implicitly to enforce its
preference on local supervisors.

Based on these considerations, we expect the conflict between supervisors
to be greater for: 1) Regional banks that are systemic for individual countries
but not for the broader Banking Union as a whole; 2) Banks with significant
cross-border activities; 3) Local supervisors in fiscally weak countries (these
might be more reluctant to bear the cost of resolution and thus may be more
forbearing); 4) More concentrated banking systems, as they are more likely to
host locally systemic but not globally systemic banks (this might not be true in
large countries); 5) Banks with regionally specialized characteristics.

4. Conclusions

Two caveats before we conclude. First, this paper deals solely on issues of
regulatory externalities and governance of a Banking Union. But Banking Un-
ions may provide a host of other benefits, such as improved crisis management,
avoiding sovereign-bank spirals, limiting inefficient ring fencing, and improv-
ing cross-border resolution (Farhi and Tirole, 2014; Goyal et al. 2013). It follows
that our findings should not be taken as the outcome of a full-fledged analysis
of the costs and benefits of joining a supervisory/regulatory union. Second, as
for any other model, one could question how the building assumptions of our
framework translate into practice. While we find the assumptions reasonable
and the results relatively robust, there are obviously possible exceptions.

That said, the analysis summarized in this paper provides valuable insights
in the policy challenges faced by regulatory and supervisory unions. From that
standpoint, it bears on the current debate on the implementation of the Single
Supervisory Mechanism (SSM) in the Eurozone. In that context, it shows that
centralization is likely to raise supervisory standards and deal with the perceived
laxness and unwillingness to intervene banks that preceded the recent crisis.
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However, our analysis also brings into focus the governance challenges in-
herent in a hub-and-spoke supervisory framework. When the agencies in charge
of information collection and implementation have sufficiently different objec-
tives, absent corrective mechanisms, the switch to a centralized system may
reduce bank discipline and consequently increase the risk of systemic problems.
Further, the agency conflict at the source of the problem will be larger for laxer
local regulators; exactly the cases that could in principle benefit the most from
centralized supervision.

The design of the SSM implicitly recognizes these challenges and pro-
vides countervailing measures. First, the ECB may take any bank in its juris-
diction under direct supervision. This will provide discipline on local regula-
tors. Second, the choice of banks under central direct supervision (all locally
and euro-zone wide systemic banks) is consistent with the degree of potential
conflicts. Indeed, banks that are locally systemic but not systemic for the euro
zone as a whole are among those for which views are most likely to differ. The
fact that all euro-level systemic banks will also be under direct supervision
has a similar effect, since these are the banks for which the externality from
failure is likely to be valued differently by local and central supervisors. Fi-
nally, internal governance practices such as having ECB employees heading
on-site inspection teams and rotating staff of different nationality on these
teams will contribute to limit conflicts.
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