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LOLR: origin of term
The name ―lender of last resort‖ owes its
origins to Sir Francis Barings, who in 1797
referred to the Bank of England as the
―dernier resort‖ from which all banks could
obtain liquidity in times of crisis (Rosa Lastra,
Lender of Last Resort, an International
Perspective, International & Comparative Law
Quarterly (1999), 48:340-361).
 LOLR = ELA: Emergency Liquidity Assistance


LOLR: meaning







Generic LOLR: provision of liquidity to the
financial system in case of liquidity squeeze
Special LOLR: provision of liquidity to
individual financial institution in liquidity need
Financial stability concerns may be relevant
in both types of LOLR
Special LOLR to be distinguished from
solvency support / guarantees / bail-out
General and special LOLR – limitation by
primary central bank objective: price stability

LOLR = ELA

-




Emergency Liquidity Assistance (ELA):
providing liquidity support
in exceptional circumstances
to a temporarily
illiquid
credit institution (CA)
which cannot obtain liquidity through either the market or
participation in monetary policy operations
ECB Monthly Bulletin, February 2007, pp. 73-84
―The EU arrangements for financial crisis management‖
Plus: provision of liquidity to sector as a whole

ESCB vs. Eurosystem
ESCB: ECB and 27 NCBs (‗ins‘ and ‗outs‘)
 ‗Eurosystem‘: ECB and 15 ‗in‘ NCBs
[as of 1 January 2009: 16]
– central banking system of Euro zone
 NCBs: creatures of national law
 ECB: creature of Community law
 NCBs owners of ECB
 ECB‘s decision-making bodies govern ESCB
(and Eurosystem)


ESCB and Eurosystem

Decision-making bodies of the ECB - 1

Governing Council:
Executive Board + Governors of ‗in‘ NCBs

Executive Board:
President, Vice-President + 4 members

Decision-making bodies of the ECB - 2
Division of responsibilities
Governing Council:




adopts guidelines and
takes decisions
necessary to ensure
performance of tasks
entrusted to ESCB
formulates the monetary
policy

Executive Board:


instructions to NCBs



day–to–day monetary
decisions
current business of ECB




financial matters
ECB/NCBs
[Articles 10-12 ESCB Statute]

Third decision-making body
General Council: President + Vice-President +
Governors of 27 NCBs
Responsibilities:
– EMI tasks still to be performed in Stage 3
– contribution to other tasks
[Articles 45 - 47 ESCB Statute
(Articles 44 - 46 ESCB Statute in version of TFEU [‗Lisbon‘]);
(Articles 44 - 46 ESCB Statute in version of European Constitution)]

ESCB objectives



Primary: to maintain price stability
Secondary: to support the economic policies in the
Community (Union)
[Article 105 (1) EC / Article III-185 (1) Constitution /
Article 127 (1) Treaty on the Functioning of the European Union (TFEU)]



Principle of open market economy with free competition,
favouring an efficient allocation of resources
[Article 105 (1) EC / Article 127 (1) TFEU / Article III-185 (1) Constitution]



EMU principles: stable prices, sound public finances and
monetary conditions and a sustainable balance of
payments
[Article 4 (3) EC / Article 97 TFEU / Article III-177 Constitution]

ESCB basic tasks





to define and implement the Community (Union)‘s
monetary policy
to conduct foreign-exchange operations consistent
with Article 111 EC
[Article 219 TFEU / Article III-326 Constitution]




to hold and manage the official foreign reserves of the
Member States
to promote the smooth operation of payment systems
[Article 105 (2) EC / Article 127(2) TFEU / Article III-185 (2) Constitution]

ESCB „other‟ tasks
• consultation on draft EC and national legislation
[Article 105 (4) EC / Article 127 (4) TFEU / Article III-185 (4) Constitution /
Article 4 ESCB Statute]


issue of bank notes
[Article 106 (1) EC / Article 128 (1) TFEU / Article III-186 (1) Constitution /
Article 16 ESCB Statute]



authorization of issue of coins
[Article 106 (2) EC / Article 128 (2) TFEU / Article III-186 (2) Constitution]



‗contribute to the smooth conduct of policies pursued by the
competent authorities relating to the prudential supervision of credit
institutions and the stability of the financial system‘
[Article 105 (5) EC / Article 127 (5) TFEU / Article III-185 (5) Constitution /
Article 3.3 ESCB Statute]



statistical functions
[Article 5 ESCB Statute]



possible own supervisory task
[Article 105 (6) EC / Article 127 (6) TFEU [procedure amended!] /
Article III-185 (6) Constitution / Article 25.2 ESCB Statute]

ESCB functions - ECB regulatory power
Articles 17-24 ESCB Statute
 ECB and NCBs competent
 Adequate collateral required when lending
(not applicable to ‗out‘ NCBs)
---------------------------------- Article 34 ESCB Statute


(NB Article 105 (4) EC / Article 127 (4) TFEU)

Regulations
 Decisions
 Recommendations
 Opinions


ELA under ESCB responsibilities







―private sector solution is preferable whenever possible‖
―the provision of ELA is within the discretion of the
national central bank, which will consider the relevant
factors that may justify the access to this lending of last
resort‖ (‗constructive ambiguity‘)
―the Eurosystem also has procedures in place
regarding the provision of ELA to individual credit
institutions in the euro area, which are under the
responsibility of the national central banks (NCBs)‖
ECB Monthly Bulletin, February 2007

Competences and procedures - 1






Clear that Treaty and Statute give ECB competence
to grant LOLR / ELA
Self-imposed restriction to NCBs only
Internal procedure for notification and, above a
threshold, authorisation of assistance because of
impact on monetary policy
Link with follow-on action: bail-out with taxpayers‘
money (national Treasuries)

Competences and procedures - 2


Intra-ESCB procedures probably based on erroneous
interpretation of LOLR competence as being outside ESCB
field of activities

Article 14.4 ESCB Statute:
National central banks may perform functions other than those specified
in this Statute unless the Governing Council finds, by a majority of two
thirds of the votes cast, that these interfere with the objectives and tasks
of the ESCB. Such functions shall be performed on the responsibility and
liability of national central banks and shall not be regarded as being
part of the functions of the ESCB






Financial stability and link with monetary policy make
LOLR an ESCB function: ECB and NCBs are competent –
decentralisation principle applies (Article 12.1 ESCB
Statute: recourse to NCBs ―to the extent deemed possible
and appropriate‖)
Thresholds for authorisation probably exceeded in current
crisis in view of size of interventions

ELA not available to non CAs






Restriction as to actors to whom ELA may be granted: ‗credit
institutions‘
Compare Fed action in 2009 to widen circle of recipients:
Term Securities Lending Facility (TSLF),
11 March (announcement) / 27 March (operational) 2008,
Primary Dealer Credit Facility (PDCF),
17 March 2008
But: ECB reportedly will lend to non-CAs: Volkswagen <?>
Fed also lends to non-banks: Commercial Paper Funding Facility
(CPFF) to provide a liquidity backstop to U.S. issuers of
commercial paper (7 October 2008)

Commission‟s competence - 1


Article 87 EC – prohibition of State aid:

(1) Save as otherwise provided in this Treaty, any aid granted by a
Member State or through State resources in any form whatsoever
which distorts or threatens to distort competition by favouring
certain undertakings or the production of certain goods shall, in so
far as it affects trade between Member States, be incompatible with
the common market.
(2) (…)
(3) The following may be considered to be compatible with the
common market:
(b) aid (…) to remedy a serious disturbance in the economy of a
Member State

Commission‟s competence - 2


Northern Rock decision (quoted in recent Commission
Communication): ―dedicated [central bank] support to a
specific financial institution‖ is no state aid ―when a
number of conditions are met, such as:

-

the financial institution is solvent at the moment of the liquidity
provision and the latter is not part of a larger aid package,

-

the facility is fully secured by collateral to which haircuts are applied,
in function of its quality and market value,

-

the central bank charges a penal interest rate to the beneficiary,

-

the measure is taken at the central bank's own initiative, and in
particular is not backed by any counterguarantee of the State‖

From LOLR / ELA to bail-out
Guarantees of (public‘s) deposits
 Guarantees of all banking liabilities
 Shareholdings in banks


ECOFIN, 7 October
 Eurozone States‘ Summit, 12 October
 Commission‘ Communication, 13 October
 European Council, 15-16 October


ECOFIN Conclusions 7 October 2008


―We agree on EU common principles so as to guide our action:
– interventions should be timely and the support should in
principle be temporary;
– we will be watchful regarding the interests of taxpayers;
– existing shareholders should bear the due consequences of
the intervention;
– the government should be in a position to bring about a
change of management;
– the management should not retain undue benefits –
governments may have inter alia the power to intervene in
remuneration;
– legitimate interest of competitors must be protected, in
particular through the state aids rules;
– negative spillover effects should be avoided‖

Eurozone States‟ Summit Conclusions
12 October 2008 - 1




commitment to act together in a decisive and comprehensive way
in order to restore confidence and the proper functioning of the
financial system
―a coordinated approach aiming at:
− ensuring appropriate liquidity conditions for financial institutions;
− facilitating the funding of banks, which is currently constrained;
− providing financial institutions with additional capital resources
so as to continue to ensure the proper financing of the economy;
− allowing for an efficient recapitalisation of distressed banks;
− ensuring sufficient flexibility in the implementation of accounting
rules given current exceptional market circumstances;
− enhancing cooperation procedures among European countries.‖

Eurozone States‟ Summit Conclusions
12 October 2008 - 2
Facilitating the funding of banks - currently constrained
Actions will be designed in order to avoid any distortion in the level
playing field and possible abuse at the expense of non
beneficiaries of the arrangements:
− the price of those instruments will reflect at least their true value
with respect to normal market conditions;
− all the financial institutions incorporated and operating in our
[States] and subsidiaries of foreign institutions with substantial
operations will be eligible, provided they meet the regulatory
capital requirements + other non discriminatory objective criteria;
− Governments may impose conditions on beneficiaries of these
arrangements, including conditions to ensure an adequate
support to real economy;
− the scheme will be limited in amount, temporary and will be
applied under close scrutiny of financial authorities, until
31 December 2009

Commission‟s Communication
13 October 2008 - 1









Exceptional circumstances require solutions for individual financial
institutions and general schemes
Guarding against ―unnecessary distortions of competitions between
financial institutions operating in the market or negative spillover effects
on other Member States‖
Article 87(3)(b) EC ―necessitates a restrictive interpretation of what can
be considered a serious disturbance of a Member State's economy.‖
―In the light of the level of seriousness that the current crisis in the
financial markets has reached and of its possible impact on the overall
economy of Member States, the Commission considers that Article
87(3)(b) is, in the present circumstances, available as a legal basis for
aid measures undertaken to address this systemic crisis.‖
Recourse to Article 87(3)(b) not possible ―on an open-ended basis but
only as long as the crisis situation justifies its application‖
So: regular review (every 6 months) and termination asap

Commission‟s Communication
13 October 2008 - 2




General support measures have to be:
- well-targeted to achieve effectively objective of
remedying a serious disturbance in economy
- proportionate to the challenge faced and
- designed such as to minimize negative spill-over
effects on competitors, other sectors and other
Member States
Specific criteria for guarantees of liabilities (eligibility,
material and temporal scope, maximum, behavourial
constraints, follow-up adjustment measures)
recapitalisations, controlled winding-up, other forms
of liquidity assistance

European Council Conclusions,
15-16 October 2008 - 1






―welcomes the concerted action plan of the euro area [States] of
12 October, of which it endorses the principles‖ and ―welcomes
the measures adopted by the Member States, whether or not
they belong to the euro area, in conformity with the principles of
that plan and in compliance with the Treaty‖
―calls on the Member States to ensure that their future national
measures also respect those principles, and to take account of
the possible effect of their decisions on the other Member
States‖
―reaffirms its commitment that in all circumstances the necessary
measures will be taken to preserve the stability of the financial
system, to support the major financial institutions, to avoid
bankruptcies and to protect savers' deposits‖

European Council Conclusions,
15-16 October 2008 - 2




―measures to support financial institutions in difficulty
should go hand in hand with measures to protect
taxpayers, to secure accountability on the part of
executives and shareholders and to protect the
legitimate interests of other market players‖
―In the current exceptional circumstances, European
rules must continue to be implemented in a way that
meets the need for speedy and flexible action. The
European Council supports the Commission's
implementation, in this spirit, of the rules on
competition policy, particularly State aids, while
continuing to apply the principles of the single market
and the system of State aids.‖

Sylvio Berlusconi, Prime Minister, Italy

―(…) state aid, which until yesterday was
considered a sin, is now absolutely essential‖
Declaration in Italian press, quoted in the
Financial Times, 18 October 2008

ECB Opinions on national measures - 1
-

-

-

Non-discrimination on internal market: CAs with
headquarters + subsidiaries with substantive operations
Individual responses 2 B coordinated: proper
consultation
No uncoordinated decisions to guarantee interbank
deposits > fragmentation of € money market >
substantial distortion of national segments through crossborder debt issuance activity > impairment of monetary
policy, exclusive Eurosystem responsibility
Pricing of guarantees same across € market
NB ECB‘s ‗Recommendations on States Guarantees for Banks‘ –
attached to draft Spanish Order and draft Italian Decree – ECB
recommends to delete specific reference: no legal act, 2 B revised

-

-

Acquisitions of financial assets: at ‗market conditions‘
Expiry date of guarantees (coordinated; specified)

ECB Opinions on national measures - 2
-

1)
2)
3)
4)
5)
-

Influence of measures on State‘s budgetary position
(avoidance of excessive deficits)
In order not to infringe the prohibition of monetary
financing, NCB lending to banks against State
guarantees should respect five conditions:
full discretion regarding decision whether to extend ELA
credit provided by NCB as short-term as possible
there must be systemic stability aspects at stake
State guarantee legally valid and enforceable
economic adequacy of the State guarantee (principal and
interest), fully preserving financial independence of the NCB
Antitrust and banking supervision issues should be clearly
distinguished

Commission and ECB guidance





Different perspective: State aid versus impact on
ESCB competences
Different consequences of non-involvement: illegal
State aid if not notified – national legal measures to
be set aside if no proper consultation of ECB took
place ? (Atilla Arda, Euredia, 2004-1, pp. 111-152)
Both acting ex post in some instances (ECB
complains of lack of time for consultation)

MoU on Cross-border financial stability,
1 June 2008 - 1
Financial Supervisory Authorities, Central Banks & Finance Ministries
of the EU (114 parties; 99 legal entities; overlap between categories)
 ―appropriate instrument for setting out further arrangements,
promoting cooperation between them and preparing for management
and resolution of a cross-border systemic financial crisis‖
 ―The Parties emphasise that this Memorandum is designed to
facilitate the management and resolution of cross-border systemic
financial crises and will seek to facilitate private sector solutions, to
minimise the economic and social costs, while promoting market
discipline and limiting moral hazard. This Memorandum does not
create any legal commitment for any of the Parties to intervene in
favour of anyone affected by a financial crisis‖
 Principles, practical guidelines, arrangements, information exchange
See: http://www.ecb.int/pub/pdf/other/mou-financialstability2008en.pdf


MoU on Cross-border financial stability,
1 June 2008 - 2
Principles:
financial stability, State-specific and EU-wide –
objective is not to prevent bank failures –
private sector solutions should prevail –
public money not guaranteed and use subject to conditions –
fiscal burden sharing – flexibility –
normal supervision and crisis management & resolution consistently
organised (home State control) – involvement of all States
concerned – competition & state aid rules to be upheld –
global dimension taken into account
 Common Practical Guidelines
 Examples of Voluntary Specific Cooperation Agreement
 Indicators of critical nature financial system‘s parts


Constructive ambiguity








Term meant to indicate the ambiguity in which
prospective recipients of LOLR assistance are kept
about actual lending – prevention of ‗moral hazard‘
Ambiguity on assistance in line with LOLR objective
Ambiguity about competences and procedures is
undermining of confidence and not in line with
effective governance in democratic society
It does nothing to instill trust in the effectiveness of
banking supervision or in EU-wide arrangements

Rosa Lastra, Northern Rock, UK bank insolvency and
cross-border bank insolvency, Journal of Banking
Regulation, Number 3, May 2008 , pp. 165-186 (22)






―Ambiguity and uncertainty as to the procedures and
loci of power are not constructive. In the event of a
crisis, the procedures to follow should be crystal clear
ex ante for the institution affected, other market
participants and the public at large.
The only ‗ambiguity‘ that can be constructive in lender
of last resort is the discretionary component in the
provision of such assistance, in the sense that there
is no obligation for the central bank to provide lender
of last resort loans.
It is this discretionary nature — this uncertainty —
that reduces the moral hazard incentives inherent in
any support operation.‖

Main competition challenges










Governments influencing banks‘ market behaviour ?
Governments influencing management remuneration !
Possibly: collusion between undertakings in respect of interest
rates (deposit remuneration in volatile market) or other activities
State guarantee benefiting weaker banks while stronger banks do
not need this: equalisation of conditions for unequal competitors
Commercials / publicity campaigns mentioning State guarantees
Level playing field: dispersed measures (IRL was a notoriously
bad case, but also generally separate measures are evidence of
lack of unity in EU and Euro zone – Commission and ECB
scrambling to guide)
State decisions on commercial merits of banking mergers
(e.g., ABN AMRO/Fortis)
Joint ending of guarantees

Way forward from the crisis


No beggar thy neighbour policies (G20 agreement: no protectionism)



Joint, or jointly agreed, operations (succeeding so far – but: revoking of
guarantees will test resolve to operate jointly)



Single focus of authority for EU-wide prudential and financial stability
oriented supervision (even though systematically important crossborder banks may have been nationalised and ‗repatriated‘) with clear
allocation of competences and EU-wide rulebooks – competition
supervision to remain separate from banking supervision



Need for single representation externally (IMF, G8, G20)



Information exchange between supervisors and central banks should
be restored (Bini Smaghi‘s complaint)














Need for stronger coherence of economic policy
(“gouvernement économique”, respecting ESCB
independence) – joint fiscal stimulus (using VAT?)
Emphasis on becoming world‟s greenest economy
Emphasis on global efforts to boost growth (Millennium
Development Goals)
2.6 billion people live on ≤ $ 2.00
1.4 billion people live on ≤ $ 1.25
(World Bank revised figures, 2008)

per day (=39%)
per day (=21%)

Joining efforts to end crises: investing in sustainable
economic growth and alternative energy use
The change we need: simultaneous solutions for
challenges in areas of environment (climate change),
conflicts, energy, ending of disease, hunger and
poverty, co-habitation of people of different cultures
and religions

