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Open Review of Management, Banking
and Finance
«They say things are happening at the border, but nobody knows which border» (Mark Strand)

Thoughts on Brexit and first evaluations on the results.
by Mirella Pellegrini
Abstract: This Article mainly analyses the impact of the “leave” success on the economic stability and,
more in particular, on the European Financial System.
Starting from a brief overview of the results of the British referendum and of the reasons that may have
induced the UK population to vote “leave”, this paper focuses on the economic and financial
relationships within the European Union deriving from the exit of the UK, examining, among others,
the scope of Art. 50 of the TEU and the negative implications on the overall balances of any Member
State, and observing that we are in presence of an empirical representation of the horizontal Euroscepticism – characterized by conflicts and diatribes among the populations of the Member States of the
Union – that is different from the old vertical Euro-scepticism (i.e. “against Brussels”).
Then, this Article explores the specific consequences of Brexit on the European Financial System,
analysing its impact on the European regulation applicable to the United Kingdom until the official
“exit” as well as the impact of such “exit” on the European legal framework in this field.
The last part of this paper takes into account certain effects that Brexit could produce in the Italian
financial market – such as those concerning the stability of the Italian stock exchange, potentially
affected by this situation – and, more in general, on the negotiations among the Members States and
the UK, concluding that in the overall evaluation of the problem hereby examined it is always possible
to find positive aspects, referable, for example, to the absence of a disaggregating presence in the
Europeanization process, in which many citizens of the “old continent” still believe in.
Summary: 1. June 23rd, 2016: an historical date for the EU. – 2. The “leave” success: implications for
economic stability. – 3. Continued: specific consequences on the European Financial System.

1. Just a few weeks away from the British referendum, the analysis of the reasons that may have induced
the UK population to vote “leave” allows us to draw up further considerations on the consequences that
this choice can entail globally.
It has been widely highlighted that the UK population (especially those living in the outskirts) has
abandoned the traditional pragmatic orientation that would have led us to presume a different result in
the elections[1]. This change, compared to the expected behaviour, should be placed within the
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transformed cultural and historic context in which the decision of that population was taken, imposing
the research for motivations within the growing (and increasing) discontent towards a political class far
from reality and from the needs of the “sovereign” population[2].
Only after this acknowledgement – the results of which are valid for the entire European population and
must inevitably be reconnected to fear, caused by episodes that could affect anyone[3] – it is possible to
draw up more specific evaluations concerning the peculiarities that have always marked the behaviour
of the British population; I am referring to the little understanding (due to political and economic
reasons, but certainly also social and cultural) for the Countries of the Old Continent, which – in
addition to the negative impact on the integration process with the other EU states – resulted into an
open and incontrovertible aversion to the preservation of tight contacts with the EU.
The United Kingdom, in fact seems to be oriented to maintain only exchange contacts and economicfinancial connections with the Union, deriving from the adhesion to the common market[4]. In this
logic, from several parties it has been highlighted the possibility/will to execute agreements similar to
those existing between Norway and the other states which are not part of the European Union, but
which have agreed to the “Europen Economic Area”[5]; these agreements, that guarantee equal rights
and duties in relation to different subjects (such as, for example, the free circulation of goods, capitals,
services and people, education, social affairs, consumer protection, competition etc.), and that,
furthermore, do not “affect” other aspects extremely relevant and strongly important nowadays (such
as: economic policy, foreign policy and that for common security).
Actually, an agreement between the European Union and Great Britain cannot avoid certain reflections
on the matter. Firstly, from a factual point of view, certainly, there are several implications – for the
European Institutions and the other member States – to the “exit” from the EU (albeit decided by a
State which was part of the union as not fully consistent to the standards) than those caused by a “non
entry” in the Union itself (also for popular will and for reasons apparently different than the UK
ones)[6]; secondly, without diminishing the participation of the states adhering in the EEA (European
Economic Agreement), we shall consider the economic, political and social weight of Great Britain,
juncture of interests and that brings to Europe some of the biggest overseas economic powers, especially
in the financial sector.
From another point of view, before the analysis of the peculiar effects of the leave, we may not overlook
a brief reference to the political-juridical aspects of the referendum in question and, in particular, to its
expressive function of the popular sovereignty.
We are referring, in particular, to the possibility – represented by the specialist press[7] – to exclude a
binding value of the result of the vote, expressed by the majority of the electors. This scenario, clearly,
shall not be referred to the verification of the democratic legitimacy at the basis of the vote, which must
be considered fully valid under this perspective, hence the necessity to accept the results[8]. What
comes to mind here is that, instead, the possibility of interventions of the UK politics, that somehow may
nullify these results that set a fundamental change in Great Britain’s history. Therefore, possible paths
aiming at finding, in the implications of the British parliamentarism, adequate mechanisms to defuse
this decision taken by the population, have been pointed out[9]. This with the consequence of changing
substantially the democratic ratio, albeit not distorting, on a formal level, the picture of an intervention
consistent with the popular will[10].
There is no doubt that an equivocal interpretation of the provision of art. 50 TEU[11] could favour such
an orientation, possibly by postposing the notification terms of the referendum result, or by transferring
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to the parliament a necessary preliminary validation power of the popular vote[12]. The absence in the
United Kingdom of a law that, from a general point of view, provides the modalities in which a
referendum vote should be carried out could be interpreted – in this eventuality – as an easy escape
from the result of the referendum[13].
Economic reasons could support the abovementioned intervention: from the intent to preserve the
London’s City as the most important financial centre in Europe, up to maintain the
privileged status obtained by Cameron with the recent agreements of February 2016 in which Great
Britain was granted with broad concessions that include the symbolic “declaration” that that Country
will no longer be part of a Union “increasingly tighter” and several facilitations (among which, the
possibility to limit the subsidies for the Community immigrants has a specific importance)[14];
agreements immediately suspended by the European Commission following Brexit[
As a counterweight of eventual attempts of the politics (still not identified) aiming at stalling the status
quo, it is considered that these orientations are absurd and, therefore, should be excluded from a
juridical ratio and from fair cooperation rules on which modern States should base their action. This
does not exclude that, on a concrete level, it appears to be likely that in the future UK might outline
interventions aiming at preserving, also in the occasion of a formal exit from the Union, the
prerogatives and the benefits that, over time, Great Britain has obtained from the latter, without,
therefore, facing the burdens.

2. Given this picture, which shall be acknowledged, we should try to deepen the analysis on the possible
negative implications deriving from Brexit on the overall balances of the single Member States and,
more in general, on the continuity of the European Union itself jeopardized by the prevalence of
populist tendencies activated by the “plague” of the Britannic case[16].
In this premise, it is considered appropriate to focus the attention on the relationship between the event
under examination and the previous crisis situation that – as it known – in the past 10 years has slowed
down the economic growth process in many European Countries. In other words, a first question to
which we must answer involves the connection of the causes of Brexit with the dysfunctions today
existing, at global level, in the financial and economic sector.
The significant negative consequences that in the days following the “leave” have characterized the
performance of the stock exchange index of the main Cities of the world (from Tokyo to Milan passing
by Berlin, Paris and London itself) could lead us to hypothesize the existence of a tight relation
between Brexit and the economic stability perspectives of the countries that relate with the UK[17]. In
other words, it appears to be that the “leave” choice has marked a setback (in the start of the fragile
economic recovery spotted in many EU countries) connected to the loss of a significant partner, who’s
presence appears to be suddenly particularly important in the general systemic frame of the Union[18].
Although, an affirmative response to these questions appears to be little convincing when it comes to
some specificities of the relationship between Great Britain and The European Union. This because the
real cause of the aforementioned criticalities that affected financial markets (and, among these, mainly
those of some EU Countries) must be found essentially in the elements of a speculation (sad reality of
the capitalist world) always waiting to strike.
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Continuing, then, with the analysis of the relationship between the UK and the European Union, as
mentioned above, we must take into consideration that Great Britain has never had an intense
participative role within the European Union. Proof of this fact, on one hand, it is UK’s reluctance on
accepting the integration process started with ECSC (European Coal and Steel Community) first, and then
with Euratom and EEC[19]; on the other hand, the failure to join the Maastricht Treaty, and, recently,
the European Banking Union. This regardless of the further consideration that its political interventions
have always aimed at containing (rather than facilitating) the development of the European economic
integration process. In this perspective, it has been significant its orientation aiming at easing the
adherence of extra communitarian Countries within the European Community; with the result of
preventing (or at least deferring) the realization of a federal construction[20], as intended by the
founding fathers of Europe and as, it could have been implemented with a different and more intense
application of the functional method wanted by Jean Monnet[21].
Since, it is not correct to consider the results of the British referendum as a cause of a sudden crisis for
the possibilities of the EU growing. Truthfully, if on this concern new problems are identified, these are
caused by the incapability of reaction of the Union’s Governments, which – due to the known political
dis-functions within Europe[22] – is not capable to promptly elaborate ideal solutions to overcome
traditional difficulties, accentuate, in the short term, by the results of the referendum.
It’s also important to point out that, from the analysis of the vote expressed on June 23rd[23], it appears
the lack of a necessary social cohesion between the British population and that of the other Member
States, considering that the supporters of the “leave” have been those that tried to stop the migration
process of the citizens of the Union[24]. Here, we are also in presence of an empirical representation of
the horizontal Euro-scepticism that is different from the old vertical Euro-scepticism (i.e. “against
Brussels”), being – the first – characterized by conflicts and diatribes among the populations of the
Member States of the Union (for example: the populations from north, that attack the “lazy southern
Europeans”, the people from the south that attack “the selfish northern Europeans”, etc.), and from the
classical nationalism that arise conflicts only because it is linked to the common belonging to the
European Union[25].
This might be one of the aspects that should be taken into account more than other: over and above the
British situation, clearly on the margins of communitarian integration, the same lack at political and
social level is also found in many other European countries. The walls that Austria and Hungary have
recently built to slow down immigrations of people escaping from war, from poverty, from death, are a
clear expression of this reality; they show that the lack of incisive cohesion policies, together with the
enforcement of inflexible austerity policies, not only caused serious repercussion on competitiveness
and on the growth of the productive systems, but have also marked the limits of a convergence that
(unfortunately) remained only in the indications of the European legislation, without being translated
into a concrete form of solidarity and sharing[26].

3. In the end, our study should focus on the specific consequences of Brexit on the European Financial
System. For that concerning the applicability of the European regulation, it should be taken into
consideration that the latter will continue to apply to the United Kingdom until the official “exit”; where
it is difficult to foresee the impact that this “exit” could have on European reality[27]. On this subjects it
could be appropriate to consider that from a country so “dependent” by the financial markets and from
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the banking business, it should be normal to expect – in a “continuity” perspective – an “homogeneous”
application of the contents of the European regulation also following its exit from the EU, or – in a
“breaking” perspective – the introduction of specific provision that increase its appeal for the investors
(e.g. aggressive fiscal policy) not to lose significant market shares. In this perspective it appears to be
necessary to specify that, in the past Great Britain, in the application of the banking regulation, has not
always been fully compliant with the European provisions, proving that its interest was in keeping
unaltered the characteristics of its internal market, in a primary perspective of competitive equality with
the US market (that more than the ones of the other European countries threatens the British financial
power).
In this regard, the expectation of a priority interest for those part of the EU financial sector to proceed
without further delay to the completion of the Banking Union[28]; even if paradoxically it could appear
that the post-Brexit consequences could be more “significant” in the context of continental Europe than
in the UK[29] (as it has been highlighted by the recent studies of the Monetary Fund and of the
ECB)[30]. According to us, this assumption does not signify the essentiality that could be given to it;
without prejudice for the opportunity to apply within the ESFS (European System of Financial
Supervisors)[31] the necessary changes to conform its configuration to the new reality created by Brexit.
We are referring, in particular, to the move of the headquarters of the EBA to another Member State,
with obvious implications for organizational and structural choices (for which our country is also
interested[32]).
The necessity to not ascribe to the leave an importance that should have peculiar repercussions within
the banking-financial sector derives, also, from the aforementioned consideration regarding the
marginal role always played by the United Kingdom (which “called itself out” from interventions aiming
at empowering its economic integration with the EU), maybe pushed by the will to not lose that
“revenue” coming from the position held thanks to the know-how in the sector and of the capitalization
of its enterprises, notably higher than European average. On the other side, the empowerment of the
European financial industry to be carried out through future implementations (MiFID 2, Capital
Markets, Union, etc.)[33] could now be considered launched on an independent path not apparently
significantly affected by the new reality determined following the June 23rd vote.
That said, it should not be omitted the significant consequence that Brexit could have over the
management of the stock markets (and, for that concerning out Country, the market of Milan).
Therefore it comes into consideration the merger between the London and the Frankfurt stock
exchanges (voted by the partners of London Stock Exchange on July 4th 2016 with a 99,92% result),
nonetheless the relationships between the Italian Stock Exchange and the LSE; we are in front of a
complex situation in which the exit strategies of the LSE shall be agreed with the competent national
supervisory authorities[34]. Therefore, the communication sent by the President of the Consob (National
Commission for Companies and the Stock Exchange) to the head offices of the LSE does not come as a
surprise; this letter requests specifically that every strategic initiative of the London Stock Exchange
Group, that concerns the activities and the efficiency of the markets and the post trading structures of
the Italian Stock Exchange, should be previously decided in cooperation with Consob, to first evaluate
the possible consequences upon the activities (of systemic relevance) of the Italian Stock Exchange
itself[35].
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Following Brexit it could be foreseen an intensification of the negotiations between the Members States
and the UK (negotiations attributable to the legislative indications of the mentioned art. 50 TEU). These
negotiations may favour the German Stock Exchange that, as it is known, holds the majority quote
(54,4%)[36] in the stock consistencies of the market entities in question. It is obvious that, in this
context, a recovery of the standing may be carried out even by our Country, as to upgrade the co-starring
role with France and Germany in the decision making processes within the EU; reason why in the
overall evaluation of the problem hereby examined, it is always possible to individuate positive aspects
(referable, therefore, to the absence of a disaggregating presence in the Europeanization process, in
which many citizens of the “old continent” still believe in).
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procedures of the EU. Successively it is subject to the provisions of the withdrawing agreement; in
absence, the general principles of law apply. Concerning the future relationships with the Union, and
the commercial ones, if not agreed, fall under the ordinary regime of the WTO.; Impullitti, Dalla Brexit
un conto salato per il commercio britannico, in Lavoce.info, 28th June 2016.
[13] On this matter, see – among all other public documents – the Library Note published before the
referendum by the House of Lords, focusing on the role of the British Parliament within the withdrawing
procedure (Leaving the EU: Parliament’s Role in the Process) and the Briefing Paper of the House of
Commons entitled Brexit: What Happens Next?. These documents demonstrate how the British
government is not legally bound to respect the results of the referendum, considering its advisory
nature. On the problem (not widely studied) of the relationship report on the debate Referendum e
democrazia parlamentare, LUISS CESP, Rome, 21st July 2016.
[14] These agreements consist in the “proof of the difficulties encountered by the EU in facing the logics
of the economic convenience placed by the UK at the base of its adhesion (and of the participative
modalities) to the project of the founding fathers of the Community”, clearly not characterized on
valuable motivations (cohesion and solidarity). See. CAPRIGLIONE, Brexit: un divorzio antistorico che
può cambiare l’UE, on apertacontrada.it of the 5th July 2016, p.2.
[15] See, CAPRIGLIONE, Brexit: un divorzio antistorico che può cambiare l’UE, in which he recalls the
Conclusions of the European Council from which it is understood that the 28 member States have
unanimously convened that, in case of a result in favour of the exit, the Agreement in question would
have terminated to exist; same thoughts by TOSATO, Brexit, Dal referendum al recesso, cit., who in
reference to the UK-EU Agreement of the 19th February 2016, considers that the termination of the
effects deriving from this agreement would be an “automatic consequence”, not connected to particular
formalities; this is a justified conclusion, according to the Author, since this Agreement was carried out
to favour a positive result of the referendum (where a (further) “concession” to Cameron’s Government
“to overcome the obstacle of popular consultation” was envisaged). Since the exceptions provided in this
agreement had been exceptionally agreed in view of a very special occasion, and have definitely been
overcome by the result of the referendum.
[16] See NAPOLITANO GIULIO, Brexit e la spinta al cambiamento, from IlSole24Ore, 7th July 2016,
according to which, even though it appears doubtful that “in the English referendary campaign and in
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the favourable orientation towards Britain’s exit from the European Union, (…) rejection reactions (…)
influenced the choice due to an indiscriminate opening to the growing migratory flow and the persistent
Eurozone Crisis”, it is important to stress that “the pro-Brexit electors wanted to express their protest
towards the national government policies responsible of the worsening of the essential component of
populism. Protest that, according to Napolitano, appears passed, considered that “the leaders of the Exit
from Europe were certainly themselves exponents of the establishment in a society historically
characterized by strong classist divisions. See also De Fraja, Post-Brexit: regna l’incertezza, in Lavoce.info,
05th July 2016.
[17] Among the analysis on the reasons of a possible new shock, mainly connected to BRRD and DGSD,
see

MICOSSI, Eurozone

Stability

Still

Under

The

Threat

of

a

“Bad

Shock”,

consultable

on http://www.assonime.it//AssonimeWeb2/servletDocAllegati?idSelectedDocument=267146&idSelectedDocum
entType=2266&idSelectedAttach=267147&reserved=false; ZINGALES, The Real Lesson From Brexit, on Pro
Market, University of Chicago, Booth School of business, 29th June 2016.
[18] As it is well known, among the most significant events of the period immediately following the
result of the referendum, we should recall the following: 3000 bln dollars were “burnt” in stock
capitalization. Measures were taken with store of values (gold and USA government bonds); the British
pound lost more than 11% at $1.3229 against the US Dollar, the lowest rate since 1985; Dow Jones
burned over 600 points, the worst result since last August; the Yen skyrocketed against the US Dollar,
reaching 99.02 yens per dollar, the first time below 100 since 2013; FTSE 100 lost up to 8,7%, the worse
loss since 2008; European stock exchanges lost an average of 7% in a downfall second only the great
financial crisis; the price of gold rose 8.1% to $1,358.54 per ounce and doubled its average volume; the
performance of the 10 year US treasuries collapsed at a 1.40% pace; the price of petrol loses 6.8% to
$46.70 per gallon. On this subjects see: PROVENZANI, È Brexit: borse bruciano $2.000 miliardi, sterlina
crolla. È una giornata storica, on www.forexinfo.it, of the 25th June 2016. That without counting the
consequences on a strictly national level like the loss of liquidity, already scarce, of the Italian bonds.
See, on this matter, MONTI MARA, Il post Brexit peggiora la liquidità per i bond, on IlSole24Ore from the
8th July 2016. It should also be remembered that the day following Britain’s decision to exit the Union
(24th June 2016) all the main European Stock Exchanges collapsed rapidly: Athens (-13.42%), Milan (12.35%), Paris (-8.04%), Frankfurt (-6.82%); “ironically” London had the best market with a loss of only
-3.15%. Remarkable that the financial markets on the day of the vote were positive; this data is proof
that the markets were confident on the results being “Remain” then translated into Leave. The
unexpected decision generated panic among the investors, producing such significant losses. On this
matter see. DI CRISTOFORO – MAURINO, Venerdi nero in Borsa, in fumo 411 miliardi dopo Brexit. Per
Milano la peggiore seduta di sempre, on IlSole24Ore from the 24th June 2016.
[19] The United Kingdom not only did not accept to be part of the original group of the founding
countries (even though with the Brussels Treaty in 1948 it had relationships with France and the
Benelux Countries) but also promoted the creation of the European Free Trade Agreement, that in an
important way appears as an International organization cleared from any desire for a federal integration
and that presented itself as an alternative and in competition with the European Community itself. See.
OLIVI, L’Europa difficile: storia politica dell’integrazione europea, 1948-1998. Bologna, 1998.
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[20] See. CAPRIGLIONE – SACCO GINEVRI, Politics and Finance in the European Union, Wolters Kluver,
2016, p. 209 ff; accordingly FABBRINI, La visione integrale contro il rischio di disintegrazione,
on IlSole24Ore from the 13th July 2016.
[21] On the study of the functionalist method and also in its neo-functionalist implementation both in
the international organization and then in the European Union, see in particular HAAS, The Uniting of
Europe – Political, Social and economic Forces, 1950-1957, London, 1958; ID., Beyond the Nation State,
London, 1964; LINDBERG, The Political Dynamics of European Economic Integration, London 1963. For a
close examination on the different interpretative theories of the European integration process see
ROSAMOND, Theories of European integration. New York: St. Martin’s Press, 2000.
The question of a lack of real and true Union government has been investigated by numerous authors
and research centres. In Italy there is the “Governing Europe” research project carried out together by
the International Affairs Institute and the Study Center on Federalism in order to study the institutional
architecture of the European Union (EU) and the different decisional procedures that characterize its
policies pose different questions on the existence of a Union government and its nature. The project has
analysed the current structure of the governance system of the EU in its different political environments
and in linked subjects: (1) sovranationalism and intergovernamentalism; (2) representation and
democracy; (3) the challenge of the differentiated integration; (4) the economic governance; (5) Europe
in the World. – See http://www.iai.it/it/ricerche/governing-europe.
[22] See. CAPRIGLIONE – SACCO GINEVRI, Politics and Finance in the European Union, cit. passim.
[23] See among others BORDIGNON, L’Unione Europea dopo la Brexit, on lavoce.info.it from the 19th July
2016.
[24] See. CAPRIGLIONE, Brexit: un divorzio antistorico che può cambiare l’UE
[25] See. BARDI, Political parties, responsiveness, and responsibility in multi-level democracy: the challenge of
horizontal Euroscepticism, in European political science 13, 2014, p. 352 ff.
[26] See DASTOLI, President of the European Movement – Italian Council, Dopo il Referendum britannico
l’Europa riparta dal sogno di Altiero Spinelli invece di maledire il buio è meglio accendere una candela. La
nostra candela è il Manifesto di Ventotene, report from the meeting of the “Gruppo dei 20” of the 7th July
2016. It should be stressed that the European Union is perceived from wide and growing sectors of the
European population as a moloch that only produces constraints and imposes duties (i.e. the critics on
the refugee and migration question, on the already mentioned austerity policies). The problem is part of
a general tension – that from at least 15 years characterizes all the liberal democracies – between what
the citizens wish and what the governments can actually do because of the limitations and the
commitments

taken

on

earlier

(See.

MAIR, Representative

versus

responsible

government,

on http://www.mpifg.de/pu/workpap/wp09-8.pdf, 2009; MAIR, Bini Smaghi vs. the parties: representative
government and institutional constraints, EUI Working Papers, RSCAS 2011-22; BARDI – BARTOLINI –
TRECHSEL, The role of parties in twenty-first century politics: responsive and responsible. 2015). With
specific reference to the European Union, this general situation is further worsen because of the
stickiness of the European decisional mechanism and because of the absence of the original “permissive
consensus”, according to which all was accepted in the name of European integration, that was
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considered a wealth itself to protect (CARRUBBA, The electoral connection in European Union politics,
in The Journal of Politics, 63(01), 2001, p.141 ff.). This situation has created a strong crisis on the
legitimacy of the European institutions and consequently of the decisions taken. To face this crisis,
mainly political, many suggestions have been handed out to better the elective mechanisms and those to
structure the political representation; in this sense see BARDI – BRESSANELLI – CALOSSI –
GAGATEK – MAIR – PIZZIMENTI, How to Create a Transnational Party System, Brussels, European
Parliament, 2010; CALOSSI, Towards European Electoral and Party Systems, IAI Working Papers, 15|47,
2015).
[27] For example, the United Kingdom could no longer take advantage of the “passport” regime for the
distribution of the EU fund quotas. It is highlighted however that as of today the major English financial
groups use mainly asset management companies registered in the Republic of Ireland and in
Luxemburg for the UCITS quota distribution within the EU, Greenbaum, Colomba e Zeppieri, Brexit:
prospettive e possibilità per il settore dei servizi finanziari, consultable fon dirittobancario.it. In this regard see
also Annunziata, Mercati finanziari, un futuro meno londinese e più europeo, in Lavoce.info, 28th June 2016;
Armour, Brexit to the European Economic Area: What Would It Mean?, in Oxford Business Law Blog, 19th June
2016, consultable onhttps://www.law.ox.ac.uk/business-law-blog/blog/2016/07/brexit-european-economic-areawhat-would-it-mean.
[28] See Council of the European Union – ECOFIN (2016), Council Conclusions on a roadmap to complete
the Banking Union, Brussels, 16th June 2016.
[29] For the data and the evaluations of the monetary policy, see MINENNA, Brexit: la Bank of England si
muove. Le prospettive future della politica monetaria britannica e gli impatti sull’Europa, consultable
on dirittobancario.it.
[30] See IMF world economic outlook, in which the cut concerning the growth of the GDP was higher in
the UK than for other European Countries and for the Union as a whole. On this subject see
RICCIARDI, Da Brexit tre freni alla crescita: i previsori della BCE tagliano le stime, su La Repubblica 22nd
July 2016, consultable on http://www.repubblic a.it/economia/2016/07/22/ news/bce_brexit_economisti_
stime_pil-14461829. See also the economic pre-referendum draft on http://www.corriere.it/economia/
16_giugno_16/bce-brexit-rischi-la-crescita-dell-eurozona-1ba88bec-3399-11e6-b8e9-6b78a4af30ec.shtml.
See Mantero, La Bce su Brexit: rischi in aumento per l’economia, l’incertezza resta alta, on IlSole24Ore of 18 h
August 2016, consultable on http://www.ilsole24ore.com/art/mondo/2016-08-18/la-bce-brexit-rischi-aume ntol-economia-l-incertezza-resta-alta–161032.shtml?uuid=ADCYfD7.
[31] For a first comment on the architecture of the European financial system please refer to
PELLEGRINI, L’architettura di vertice dell’ordinamento finanziario europeo: funzioni e limiti della
supervisione, in Riv. trim. dir. econ. 2012, p.52 ff.; more recently TROIANO, L’architettura di vertice
dell’ordinamento finanziario europeo, in PELLEGRINI (edited by), Corso di diritto pubblico dell’economia,
Padua, 2016, p. 505 ff.
[32] Milan and Barcelona at this time seem to be the favourite candidates for being the next
headquarters of the EBA (see. Olivieri A., Borsa e sede dell’Eba: da Brexit doppia opportunità per Milano,
published by Il Sole 24 Ore on 3rd July 2016).
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[33] See, among others, VV.AA., La MiFID II. Rapporti con la clientela – regole di governance –
mercati, edited by TROIANO, Padua, 2016. On the Capital Markets Union, see. ESMA RESPONSE to the
Commission Green Paper on Building a Capital Markets Union, 13th May 2015 (2015/ESMA/85,
on http://www.esma.europa.eu EUROPEAN COMMISSION, Commission Staff Working Document,
European Financial Stability and Integration Review (EFSIR): A focus on Capital Markets Union, Brussels,
25.4.2016
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Document, Capital Markets Union: First Status Report, Brussels, 25.4.2016 SWD(2016) 147 final.
[34] The Deutsche Boerse president, Faber, specified that, in view of a possible Brexit, the two partners
had already provided for a “referendum committee”, presided by Faber himself, with the task to act as a
consultant in order to respect the requests of the authorities to obtain the approval for the merge.
Briefly, see PIANESE, Lse, sì alla fusione con Deutsche, from MilanoFinanza of the 4th July 2016.
[35] On this subject briefly see. Marvelli, Brexit e Borse, authority Ue in pressing sulla fusione tra Londra e
Francoforte, from Corriere della Sera 3rd July 2016.
[36] For further studies on financial volatility, See DEN HAAN – ELLISON – ILZETZKI – MCMAHON
– REIS, The Brexit question will increase financial market volatility, su VOX EU, 26th february 2016;
SPRINGFORD – WHYTE, The consequences of Brexit for the City of London, Centre for European Reform,
2014.
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Governance, in Oxford Business Law Blog, 10th August 2016, consultable on https://www.law.ox.ac.uk/
business-law-blog/blog/2016/08/uk-financial-services-regulation-and-brexit-fracturing-financial; Götz – Tröger,
(Don’t) Blame It All on Brexit…, in Oxford Business Law Blog, 02 agosto 2016, consultabile
su https://www.law.ox.ac.uk/business-law-blog/blog/2016/08/don%E2%80%99t-blame-it-allbrexit%E2%80%A6; Enriques, Why the UK Has Currently Little Chance to Become a Successful Tax or
Regulatory Haven, in Oxford Business Law Blog, 07 luglio 2016, consultabile su https://www.law.
ox.ac.uk/business-law-blog/blog/2016/07/why-uk-has-currently-little-chance-become-successful-tax-or.
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The governance of the energy market: universal access to energy
and energy poverty
by Laura Ammannati (*)
Abstract: Energy, and access to energy, are essential for human life and development. A number of
energy issues – including energy security, energy prices, and the polluting emissions – now have high
prominence on regulatory strategies for energy markets and on global policies. Furthermore regulating
markets and designing governance for the markets are essential points in the research landscape for a
good part of legal scholars and experts in economics law as well. This contribution deals with regulation
and governance of energy markets and in particular with the issue of energy access and energy poverty.
Energy poverty is not only a phenomenon affecting many people in developing countries but there are
also sizeable pockets of energy poverty in developed countries and in liberalized markets. Focusing on
innovative standards energy poverty is defined as a multidimensional notion and in developing areas a
“service-oriented issue”. However also in advanced countries the energy poor and vulnerable consumers
have increased. Energy affordability problems have been exacerbated by the financial crisis. A key
question is how to fight it. Hence the reciprocal influence between sustainable development and energy
policies and the effective contribution that decentralized and renewable energy technologies and energy
efficiency policies can give will be highlighted. The concluding remarks will underline that the attempt
to enhance energy access within national and international energy policies requests a new design for the
governance focusing on polycentrism and the involvement and thorough cooperation of multiple actors
and stakeholders.
Summary: 1.Introduction: setting the scene. – 2. Defining energy access and energy poverty. – 3. Energy
poverty and climate change: the power of technology. – 4. Protecting vulnerable consumers across EU.
– 5. Conclusion: a new paradigm for governance of energy markets

1. The article Power to powerless published in The Economist on 27 February 2016 was focused on the
daunting amount of the population without access to energy or at least to modern energy services.
Moreover it emphasizes the new electricity systems that are emerging to bring light to the world’s
poorest. The biggest numbers are in rural southern Asia and in sub-Saharan Africa. Although, according
to the UN, 220m people gained electricity between 2010 and 2012, most of them were in urban areas,
particularly in India.
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So the key question is about what it would take to bring all people in rural areas into the modern world.
All in all the answer could be to go “beyond the pylons” or, in other words, to supply “off-grid” power to
poorer households in rural areas, individually or via neighbourhood “mini-grids”. Experiences and
experiments using new technologies in the hope to vault the electricity grid can be best-suited to private
customers in rural areas whose energy needs are low and who cannot afford the costs to connect to
grids. Moreover, when electrification replaces fires and wood stoves, it improves air quality. “Green
projects” contribute to the battle against climate change as even the poorest countries are increasingly
aware of the risks of pollution.
Public debates over energy policy are more and more dominated by the spectre of climate change. In
this perspective the potential conflict between universal access to energy and the environmental
conditions of sustainable development, as underlined for too long, could be tackled thanks to the new
technologies and the renewable energy systems.
When the United Nations designated 2012 as the “International Year for Sustainable Energy for all”
they called for “a major UN initiative” to achieve three goals by 2030: “universal access to modern
energy services, reducing global energy intensity by 40 percent, and increasing renewable energy use
globally to 30 percent of total primary energy supply” (UNF, 2012). Governments, policy-makers,
regulators, and global development institutions are nowadays debating on targets such as universal
access and widespread promotion of renewable energy systems and on eradicating energy poverty,
mitigating climate change and promoting the transition to sustainable energy (Sovacool, 2012).
In the introduction of a recent book the editors have pointed out that the world has finally come to
recognize the central role of energy in human and economic development and “this goal has now moved
to the front burner”( Halff et al., 2014 ). In fact until very recently, there has been little mention of
energy access even in the vast economic development literature[i]. Remarkably, energy access did not
have any place and role in the UN Millenium Goals (UN, 2010). Currently, although the idea of a linkage
between energy access and development is accepted, “understanding and measuring how the linkage
exactly works is still in its infancy”, so that energy poverty is still not one of the parameters to measure
human poverty (Halff et al. : 2014, 3). Nonetheless, given that energy access is a necessary condition for
economic development, providing modern energy services would not be sufficient to guarantee
development (IEA, 2011 and 2012)[ii].
When in 2002 the IEA’s World Energy Outlook made a first assessment of energy and poverty, the
result was that at that time 1.6 billion people had no access to electricity. Since then, economic
development and increasing urbanization in several developing countries and ongoing programmes
promoting energy access have led to appreciable progress. Despite these improvements, today nearly 1.3
billion people still do not have access to electricity and around 2.6 billion rely on the traditional use of
biomass and coal for cooking and heating which causes air pollution and potential health implications
(Sovacool: 2014, 28).
Even though energy access is not a panacea, undoubtedly energy can facilitate all forms of development.
Access to modern energy services produces many positive effects and enhances the life of the poor in
countless ways affecting not only everyday life but rather education, productivity, health services, and
mobility.
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An alarming widespread assertion was the potential conflict between the key goal of universal access to
energy and the environmental conditions of sustainable development. Adding billions of people to the
grid suddenly and providing them with modern energy services would have destructive impacts on both
global energy consumption and the climate with increasing greenhouse gas emissions. Instead, as stated
by IEA and other experts, modern energy services and new technologies are more efficient and less
polluting than traditional practices and achieving universal access would increase world energy demand
only by 1.1% by 2030 (Sovacool: 2014, 42).
The first part of this contribution will compare definitions of energy access and energy poverty
considering that energy poverty is not only a phenomenon affecting large amount of people in
developing countries but there are also sizeable pockets of energy poverty in developed countries and in
liberalized markets. Estimating the extent of energy poverty depends on the definition given. As
affirmed above, there is no single definition agreed even at the European Union level. A variety of
factors (briefly a combination of high energy bills, low income and poor energy efficiency of buildings)
contribute to the phenomenon of energy poverty resulting in households in energy poverty or
vulnerable consumers.
The second part will deal with the reciprocal influence between sustainable development and energy
policies and the effective contribution that can be given by governments and policy makers if they
recognize the economic and social benefits of adopting decentralized and renewable energy
technologies.
The third part will highlight that also across the EU there is a significant part of the population that is
unable to access adequate energy services and that EU institutions and member states are seeking to
put in place measures to protect vulnerable consumers and consumers at-risk-for-poverty.
The concluding paragraph will underline that the attempt to enhance energy access within national and
international energy policies requests a new design for the governance focusing on polycentrism and the
involvement and thorough cooperation of multiple actors and stakeholders.

2. Regarding the meaning of energy access, in the IEA’s analysis energy access refers to a situation in
which households benefit from “reliable and affordable access to clean cooking facilities, a first
connection to electricity and then an increasing level of electricity consumption over time”. Such a
definition of energy access includes the provision of cooking facilities which can be used without harm
to health and are more sustainable for the environment than traditional biomass used in many
developing countries. However it is noteworthy that defining access to modern energy services at the
household level doesn’t take into consideration other relevant elements such as electricity access to
business, schools and hospitals that are essential for social and economic development.
This point of view is also shared in other analyses where the idea that only lighting and cooking matter
is criticised. They focus on at least two instrumental energy services: mechanical or productive energy
and mobility which improve education, health services and markets (Birol: 2014, 12).
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Extending modern energy access for rural and increasingly poor communities is a key challenge.
However, as stated in a recent analysis, understanding the energy needs of the underprivileged calls for
the concept of energy poverty to be explored (Sovacool: 2014, 22). Even if poverty has been traditionally
based on income, in recent documents a “multidimensional notion of poverty” has emerged focusing
on non-income metrics and, among them, on two energy indicators: electricity (having no electricity is a
condition of poverty) and cooking fuels (relying on wood, charcoal and/or dung) [iii].
What these elements reveal is that the analyses on such issues need new standards of evaluation
considering energy poverty as a multidimensional phenomenon. In this perspective energy services
such as lighting, heating and cooking, mechanical power, and mobility should be integrated into
development and energy strategies challenging conventional definitions of energy poverty. A new way
to tackle energy poverty is to consider it as a “service-oriented issue” or “a fundamental human rights
concern” rather than a technological issue (Sovacool, 2014: 42, 47).
The awareness that “there is a right to energy” and that it is grounded in human rights has increased
over time, even if there is no recognition in international law and “no human rights tribunal has yet
concluded that failure to provide access to energy constitutes a human rights violation” (Gonzales: 2016,
120; Bradbrook et al., 2008; Lodovici: 2012, 29)[iv].
In fact, the literature highlights that the poor are “too politically distant and it is economically too costly
to provide them with energy services, even under many international programmes” and “have income
levels, purchasing power, and consumption levels far below what private companies and electric utilities
typically deem profitable” (Sovacool: 2014, 41, 21).
Nonetheless, as afore mentioned, the emergence of a new form of energy poverty is a “hallmark” in the
energy liberalized markets in advanced countries. Escalating household electricity prices has led to
growing affordability problems exacerbated by the recent financial crisis (Chester and Morris: 2011,
436).
The EU Survey on Income and Living Conditions estimates that 54 million European citizens (10.8% of
the EU population) were unable to keep their home adequately warm in 2012. Similar numbers are
reported with regard to the late payment of utility bills or presence of poor housing conditions.
EU member states define the issue of energy poverty and vulnerable consumers on the base of strong
subsidiarity approach and they address energy affordability concerns in quite distinctive ways. As for
energy poverty, it is a critical issue and in many countries an widespread phenomenon. An
investigation about how energy poverty is described in Europe referred to various indicators and
defined it as “the impossibility (or the difficulty) for a household to gain access to the energy it needs to
ensure dignified living conditions at an affordable price from the point of view of its income”. In
principle this definition should be based on a common understanding of such indicators, but, if this is
not the case, the outcomes of energy poverty are undoubtedly the same (forgoing energy use and
consumptions in other areas, having arrears in energy accounts, etc.) (Grevisse and Brynart, 2011).
However energy poverty is a linked yet distinctive issue from vulnerable consumers, and requires
different parameters to define and to measure it. Even in the case of vulnerable consumers the
definition varies in member states, but it typically counts households and individuals at risk of energy
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poverty, and also “those consumers who are significantly less able than a typical consumer to protect or
represent their interests in the energy market; who are significantly more likely than a typical consumer
to suffer detriment, or for whom detriment is likely to be more substantial” (OFGEM, 2013)[v].
Energy poverty and the concept of vulnerable consumers have recently been recognized in European
legislation. The “third energy package” (adopted in 2009) deals with such issues and offers some
proposals to the member states to tackle them in the internal market : “Member States […] should
therefore develop national action plans […] aiming at decreasing the number of people suffering such
situation. In any event, Member States should ensure the necessary energy supply for vulnerable
customers. In doing so, an integrated approach, such as in the framework of social policy, could be used
and measures could include social policies or energy efficiency improvements for housing”[vi]. In the
perspective pointed out by the Directive measures and action plans established by Member States must
not hinder the effective opening of the market or its functioning. In short this means that such
interventions do not hamper the principal objective of a well-functioning internal market and the
implementation of competitive, energy-efficient and fair retail markets for consumers.
The Energy Union Package launched by the European Commission in 2015 envisages “a new deal for
consumers” who should be able to act more easily and consciously in the energy market in their own
interest. However this evolution in the energy market includes the phasing-out of regulated prices often
retained especially to protect households from increases in energy costs. Hence the protection of
vulnerable consumers is seen as the main way to fight energy poverty: “When phasing out regulated
prices, Member States need to propose a mechanism to protect vulnerable consumers, which could
preferably be provided through the general welfare system. If provided through the energy market, it
could be implemented through schemes such as a solidarity tariff or as a discount on energy
bills”(Energy Union Package: 2015, 11-12).

3. There is a lack of international consensus over the concept of sustainable development and the term
sustainability is used in different contexts without referring to a precise set of parameters and
conditions. Nonetheless sustainable development as a concept has influenced the evolution of energy
policy. A general but meaningful description can be found in the report of the “Brundtland
Commission” where sustainable development was defined by explaining that “humanity has the ability
to make development sustainable to ensure that it meets the needs of the present without
compromising the ability of future generations to meet their own needs”( World Commission on
Environment and Development: 1987, sec. 3 para. 27; Nanda, 2016).
Though sustainable development was originally framed in relation to environmental issues, energy
policies are crucial to achieve its goals. Going back to the late 1990s, it must be recalled that since then
the understanding of the adverse environmental impacts of lack of access to modern energy services has
increased, leading to enhanced international efforts to address the situation ( Matinga et al.: 2016, 146).
As mentioned in the introduction, in 2012 the UN launched the Sustainable Energy for All (SE4ALL)
initiative.
The efforts to achieve the SE4ALL objectives (providing universal access to modern energy services;
doubling the global rate of improvement in energy efficiency; and doubling the share of renewable
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energy in the global energy mix) by 2030 focus also on promoting Appropriate Sustainable Energy
Technologies (ASETs), aimed at replacing traditional sources to reduce environmental damage and
including decentralized energy technologies.
Promoting the use of sources of fairly clean and reliable energy may contribute to change behaviours
also among policy makers who do not support ASETs and make technological innovations and
regulatory interventions unlikely. Behavioural changes are needed because in the past governments
and policy makers in developing countries had opted for central grid electricity that was believed to be
the best way to progress to full electrification. Unlike the poor reputation gained by ASETs at the time
of the first projects, recently the awareness of the benefits of adopting decentralised and clean
technologies has increased.
Several experts believe that awareness campaigns to educate poor people about the social and economic
benefits, especially to pay for small but life-changing amounts of power, are necessary to implement
strategies relying on “off-grid” systems. Decentralized electricity generation[vii] is particularly
appropriate either where extension of the existing electric grid would be cost-prohibitive or providing
intermediate energy pending the arrival of electricity (Guruswamy, 2011 and 2016: 318).
As observed in some analyses, the lack of attention to energy poverty in the climate change negotiations
is surprising for many reasons, in particular as energy poverty contributes to global deforestation and
climate change through both traditional greenhouse gas emissions and those from black and brown
carbon (Sovacool: 2012, 9157 – 62). Therefore international agencies and multilateral financial
institutions (such as the World Bank, the Asian Development Bank or the IEA) should be encouraged to
prioritize renewable energy projects and/or specific programmes to reach poor people, even if it is not
likely to reach the goals of SE4ALL[viii].
Since the 1990s, intergovernmental organizations have approved recommendations to change energy
production systems through renewable energy technologies, calling for a global energy ‘transformation’
(Bruce, 2013). Undoubtedly, the international collaboration to support renewable energy programmes
and to facilitate the achievement of SE4ALL has increased, but the road to global cooperation for
protecting the environment and even more for enhancing global energy policies risks being too long.

4. In the aftermath of the recent economic crisis across the EU, with a negative impact on income and
employment, and the increases in energy prices, risks of energy poverty are growing (European
Economic and Social Committee, 2010 and 2013). As affirmed in other parts of this paper, the extent of
energy poverty depends on the definition given, and there is no agreed definition even at EU level.
Therefore general indicators are used to share some understanding of this status. Population “at-riskfor-poverty” is defined by Eurostat as households with an income of 60% of the median national
income. However vulnerability results from a combination of factors, and income is not the only one[ix].
In fact, not all low-income households are fuel-poor although some are more vulnerable, such as older
people, people with health or disability issues, very large families, those in isolated rural communities,
those with a low literacy level, and those without access to the internet or with old, insufficient energy
appliances ( Chester and Morris: 2011, 442). According to the assumption that the concepts of energy
poverty and vulnerable consumers do not overlap and different metrics are required to tackle both, it is
noteworthy that less than a third of member states recognise energy poverty at an official level, while
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only four countries have legislated definitions (UK, Ireland, France, Cyprus). Most countries base
interventions and protection measures on an unofficial definition basically considering the share of
income spent on energy (INSIGHT-E: 2015, table 6, 34-36).
Recalling the “Third Energy Package”, the Directives foresee a series of consumer rights and specific
protections as energy is an essential service for consumers’ life. In this perspective, the right to
universal service (supplying electricity at an affordable, easily and clearly comparable, transparent and
non-discriminatory price) is of particular relevance. Consequently an appropriate level of protection,
including specific measures for vulnerable customers, must be provided in well-functioning retail
energy markets (CEER, 2015; EU Commission, 2015).
Considering that member states differentiate the measures they put in place to protect vulnerable
consumers, in its recent “position paper on well-functioning retail energy market” the Council of
European Energy Regulators (CEER) focuses on protection against disconnection due to non-payment
and on information (understandable billing and readily comparable information) (CEER: 2015, 25).
As for the former, the INSIGHT_E analysis reports that measures concerning protection against
disconnection are implemented, though in different forms, approximately by 80% of member states.
Moreover energy companies, working alongside the regulators, play an important role in protecting
consumers, also issuing a code of conduct, registering vulnerable consumers and providing additional
assistance to customers (INSIGHT_E: 2015, 48).
Among the measures envisaged to face the risks of energy poverty the EU legislation recommends
especially improvements in energy efficiency for housing. Such interventions, even if not always
specifically targeted on vulnerable consumers or low income households at risk of fuel/energy poverty,
have significant effects in reducing energy costs in the long term.
Energy efficiency measures reflect the different policy approaches in member states and differ in terms
of what they provide to the consumer, how implementation mechanisms work, who implements them,
and how they are targeted. In the case of energy efficiency, as resulting from the Dir. 2012/27/UE,
member states do not have any obligation or binding target set by the European Commission. When
they comply with the general lines drawn up in the directive, they can choose the measures and
mechanisms that are more suitable to improve energy efficiency. More than in the past governments
and local authorities are supposed to promote improvements of public and private building stocks.
On these premises it might be worth considering some experiences and practices targeted at reducing
energy poverty and supporting vulnerable households through measures which make energy
consumption more affordable.
The UK experience is an interesting case as measures to tackle fuel poverty were already put in place at
the end of the last century and the Fuel Poverty Strategy issued by the government in 2001 focused on
improving energy efficiency and reducing the costs of fuel for poor households[x]. A specific
characteristic of the policies in UK is that they have deployed a number of schemes and measures inside
the wider context of policy on sustainable development and climate change[xi].
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First, the programme for energy efficiency was based on the Energy Efficiency Commitment, “an
obligation on licensed gas and electricity suppliers to encourage or assist domestic customers to take up
energy efficiency measures”. Moreover low-income households could be helped to “save energy and
money” by the so called Energy Efficiency Advice Centres in partnership with local and national bodies.
Second, with regard to energy market measures the government’s approach was to make energy more
affordable for consumers on low incomes through the engagement of the industry that was encouraged
to undertake initiatives as part of its commercial strategies. Third, strategies for social inclusion were
aimed at fighting the causes of poverty and enabling people to improve their incomes in the long term.
As often mentioned, measuring fuel/energy poverty does not always give the same results because they
rely to a large extent on which measures and statistical indices are used. The Hills Review[xii] has
shown that fuel poverty is a distinct issue from income poverty and some indicators draw a clear
distinction between fuel poverty and income poverty. Hence the traditional approach to measuring fuel
poverty – where a household was fuel poor if it spent more than 10% of its income to keep warm –
captured many not fuel poor, for example with properties ‘excessively sized’. The idea behind the
indicators proposed in the Hills Review is that households are fuel poor when they are both on a lower
income and have higher than typical energy costs (DECC: 2013, 11).
While reframed through the new indicators, energy efficiency is seen as the most cost effective way of
reducing energy costs. Currently the Green Deal is the key policy to lower energy costs and is designed
to help households pay for energy efficiency improvements thanks to the savings that they make on
their bill. In addition, the Energy Company Obligation (ECO) requires suppliers to support measures in
favour of low income households. The effectiveness of these measures in tackling energy poverty has
been questioned by several commentators, who affirm that the major part of the ECO funds are not
delivered to fuel poor and/or that under the current ECO approach interests of energy companies and
fuel poor consumers do not align (Platt et al., 2013; Preston et al., 2014).
The Italian policy to support vulnerable consumers is based on a completely different scheme that
delivers benefits payable for electricity and gas consumption (see Law 205/2005 implemented through
the Ministerial Decree of 28 December 2007 (‘electricity bonus’) and the Law Decree 185/2008 (‘gas
bonus’)[xiii].
Given that in Italy the eligibility criteria are independent of actual household consumption, a recent
analysis has sought to assess the extent of households eligible for benefits considering different
indicators such as quality of accommodation, arrears in mortgage, rent or utility bill payment in
addition to the equivalent income indicator. The result is that the eligibility criteria are inadequate
particularly in several cases: for example, in the case of households facing difficulties because their bills
amount to more than 5% (or 10%) of their net income, more than 40% of households are not entitled
to the benefits ; or because the ISEE (Indicatore di Situazione Economica Equivalente – that is
Equivalent Economic Conditions Indicator) value is compared to the standard threshold regardless the
region of residence( Miniaci et al.: 2014, 17-19).
The conclusion is that alternative indices may represent the situation in different ways, but the different
measures agree in highlighting that energy consumption has become less affordable since 2007. The
scheme introduced in Italy to support vulnerable households consists of a lump-sum contribution. The
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analysis has shown that the decision to use a discount does not provide any support for consumers who
have been disconnected and cash transfer could be more effective to help households in need.
As in other EU countries, also in Italy civic organisations and/or private institutions are engaged in
tackling energy poverty and supporting vulnerable consumers. An interesting project, promoted by the
two Foundations related to A2A, an energy utility located in Milan and Lombardy, is about to start.
The programme foresees the creation (initially only for a period of 6 years) of a legal entity, called
Comitato Banco dell’Energia Onlus, funded by donors such as the management and the employees, and
different kinds of customers of the A2A utility, in addition to the Banking Foundation Cariplo, aimed at
supporting vulnerable consumers, households in arrears and also people at risk of poverty also
temporarily. These direct subsidies can complement the ‘social bonus’ and recipients, who can be
customers of any energy utility, will only be the inhabitants of the Lombardy region.

5. The arguments advanced in the previous paragraphs refer to different conditions: the need for
universal access to modern energy services and the dissemination of programmes oriented towards
eradicating ‘energy poverty’ in developing countries, on the one hand, and, on the other, the experience
of the energy-impoverished population whose number is increasing in advanced countries including EU
since the start of the financial crisis in 2007.
Nonetheless the attempt to enhance energy access within national and international energy policies and
the measures of many governments to reduce large pockets of energy poor and support vulnerable
consumers have several elements in common: first the need to fight climate change by means of the use
of renewable energy technologies and programmes to improve energy efficiency. Second, the inclusion
of a plurality of stakeholders in programme design and implementation as global cooperation between
state and non-state, public and private, political and financial actors is essential to make projects
effective (for instance, supporting financial commitments, providing transparent and comparable
information, facilitating technology transfer from industrialized to particularly vulnerable countries,
etc.). Third, a common focus on the quality of energy services, the level of income, and energy
affordability.
Drawing lessons from the experiences of the other countries in planning interventions for dealing with
energy poverty can be a good strategy. The exchange of good practices among the countries is a useful
instrument for regulator and policy makers. However the model “one-size-fits-all” is not a solution to
the problem of energy poverty. Dealing with this issue calls for a thorough understanding of the
particular contexts and especially of the cultures of the different populations.
The new paradigm that is emerging at a global level related to the design of energy policies focuses
prevailingly on polycentrism and the involvement of multiple actors from multiple spheres. Regarding
developing countries, the cooperation of local governments, donors, governmental and nongovernmental bodies, financial institutions, and members of civil society can put in place programmes
not based on technological diffusion but aimed at achieving environmental sustainability, reduction of
greenhouse gas emissions, and improving energy services and household income.
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With regard to advanced EU countries, cooperation between public and private institutions,
administrations at different levels, regulators, industry, and in addition consumers should be able to
reduce greenhouse gas emissions and support vulnerable consumers and households at risk for energy
poverty implementing long term projects in energy efficiency. On both sides the definition of energy
affordability varies according to the market segments, the technologies, the household incomes, the
geography, and social and political factors. But measuring affordability is essential because energy is an
essential condition for a decent life.
[i] When F. Birol economist at the International Energy Agency called on his colleagues, as recently as
2007, to make “a place for energy poverty” in the agenda, he put a question mark at the end of the title
(Energy Economics: A Place for Energy Poverty in the Agenda?, The Energy Journal, 2007).
[ii] As stated in several cases of foreign aid or subsidies, if not well designed, these tools can fail to
deliver on their promise or can result in wasteful consumers’ habits (IEA, World Energy Outlook, 2011 e
2012) .
[iii] In this perspective many documents: United Nations Development Programme, Human Development
Report 2010, UNDP, New York, 2010; International Energy Agency, United Nations Development
Programme, United Nations Industrial Development Organization, Energy Poverty: How to Make Modern
Energy Access Universal? OECD, Paris, 2010; IIASA, Global Energy Assessment, 2013 (available
at: http://www.iiasa.ac.at/research/ENE/GEA/).
[iv] Access to energy is implicit in a variety of existing human rights obligations, including the rights to
life, heath, food, water, and an adequate standard of living. Moreover, the Convention of Elimination of
All Forms of Discrimination Against Women explicitly obligates to ensure that rural women “enjoy
adequate living conditions, particularly in relation to housing, sanitation, electricity, and water supply,
transport and communication” ( CEDAW, 1979, article 142 (2) (h)).
It is noteworthy that in a different context focusing on features and powers of the Italian energy
regulator (recently established) the “right to energy” was seen as a task to be implemented by the
regulator itself on the assumption that it represent a premise of human and individual rights ( Sorace,
2003, 339).
[v] According to OFGEM, vulnerability has developed over the last decade, from ‘disadvantaged’
consumers to ‘social issues’ to vulnerable consumers. In addition, vulnerability is not just about an
individual; the market can cause or exacerbate vulnerability, and different consumers may be
vulnerable in different situations (OFGEM, Consumer Vulnerability Strategy, 4 July 2013 (Ref 102/13)
[vi] Directive 2009/72/EC, recital 53. Moreover this Directive for electricity and the Directive
2009/73/EC for natural gas provide the framework for identifying vulnerable consumers: In this
perspective article 3 (7 and 8) seems to be of most relevance: “Member States shall take appropriate
measures to protect final customers, and shall, in particular, ensure that there are adequate safeguards
to protect vulnerable customers. In this context, each Member State shall define the concept of
vulnerable customers which may refer to energy poverty and, inter alia, to the prohibition of
disconnection of electricity to such customers in critical times. Member States shall ensure that rights
and obligations linked to vulnerable customers are applied. In particular, they shall take measures to
protect final customers in remote areas”. And “Member States shall take appropriate measures, such as
formulating national energy action plans, providing benefits in social security systems to ensure the
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necessary electricity supply to vulnerable customers, or providing for support for energy efficiency
improvements, to address energy poverty where identified, including in the broader context of
poverty”.
[vii] ASETs include, as example, decentralized electricity generating systems based on solar, wind, and
local biodiesel; improved and efficient cook-stoves; solar thermal heating; and simple windmills for
pumping water.
[viii] “[…] the world as a whole is falling short of its ambition to provide affordable, reliable, sustainable
and modern energy for all. Despite the serious efforts already made, today an estimated 1.2 billion
people – 17% of the global population – remain without electricity, and 2.7 billion people – 38% of the
global population – put their health at risk through reliance on the traditional use of solid biomass for
cooking. The newly agreed UN Sustainable Development Goals embrace a goal on energy, a move long
advocated by the IEA, including the target to achieve universal access to energy by 2030. In our
Outlook, the number of people without electricity falls to 800 million by 2030 and the number without
access to clean cooking fuels declines only gradually to 2.3 billion in 2030”, as explained in Executive
Summary of OECD/IEA, World Energy Outlook 2015, 5 (available at: http://www.worldenergyoutlook
.org/weo2015/ ).
[ix] For more detailed information on EU member states using the indicators such as income, energy
consumption, energy prices and housing characteristics, see INSIGHT-E, Energy poverty and
vulnerable consumers, cit, 9 and 11 -13.
[x] To achieve this targets a range of measures have been put in place addressing the main causes of fuel
poverty: “(1) programmes to improve energy efficiency and reduce the costs of fuel for fuel poor
households. These include the separate home energy efficiency schemes within each country as well as
efforts through local authorities and registered social landlords; (2) continuing action to maintain the
downward pressure on fuel bills, ensuring fair treatment for the less well off, and supporting the
development of energy industry initiatives to combat fuel poverty; (3) continuing action to tackle
poverty and social exclusion recognising that these are multi-dimensional problems” (The UK Fuel
Poverty Strategy, 2001).
[xi] “The central thrust of the UK’s policy to reduce emissions from households is through measures to
improve energy efficiency, including the new Energy Efficiency Commitment (EEC), better appliance
standards and labelling, higher standards in the building regulations, and action to encourage the
modernisation of community heating schemes. The Government is also encouraging more use of
renewable forms of energy and Combined Heat and Power (CHP) ” (The UK Fuel Poverty Strategy,
2001) .
[xii] Professor Sir John Hills of the London School of Economics was commissioned to undertake a
review by the Department of Energy and Climate Change in 2011. Specifically, Professor Hills was asked
to look at the problem from first principles, setting out the causes and impacts of fuel poverty and
assessing whether the current definition and indicator of fuel poverty (set out in the Act and the first
fuel poverty strategy of the 2001) were fit for purpose ( Getting the measure of fuel poverty – Final
report of the Fuel Poverty Review, 2013).
[xiii] Such benefits can be provided to: poor housholds or households at-risk-poverty; large households;
and households which include a disabled or an ill person. Considering the income criteria, it is foreseen
to use an indicator called ISEE (Indicatore di Situazione Economica Equivalente) that gives
information about three elements: income; real and financial asset; and the composition of the
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household. A household is eligible when the ISEE not exceeds 7,500 euro; in case it includes more than
3 dependents the threshold is increased to 20,000 euro. The benefits are paid in the form of discount
only to domestic customers in its primary residence. The program is funded through components in
transmission or distribution, paid by all consumers. Domestic customers who meet the eligibility
criteria can apply at the municipality where they reside (see http://www.autorita.energia.it/it/
bonus_sociale.htm; http://www.autorita.energia.it/it/bonus_gas.htm).
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Being a banking director: regulatory difficulties between
sanctions and interlocking directorates
by Valerio Lemma and Susan Clements
Abstract: This paper analyzes the possibilities of an adverse selection perspective in the market of
banking managers due to both the restatement of sanctions and the ban on interlocking directorates.
The result of this research shows the risk that credit institutions will not find managers because them
will not accept the increasing risk in exchange of the current payments.
The analysis of the regulatory framework – and in particular of Directive no. 2013/36/EU and
Regulation EU no. 575/2013 – will focus on the purpose of sanctions in the banking business, having
regards both to the European regulation and to certain examples of national implementations. This is
why we focus on the relevance of professional duties and the current ways of enforcement.
The paper concludes that the supervising authorities shall verify if the externalities of the ban on
interlocking directorates will affect the banking industry, which is already under pressure because of its
market condition, and then suggest specific action in order to improve the convenience of being a
banking director.
Summary: 1. Introduction. – 2. The purpose of sanctions in the banking business. – 3. Professional
duties and ways of enforcement. – 4. Externalities of the ban on interlocking directorates. – 5. Adverse
selection perspectives.

1. The current regulatory framework places strict responsibilities over the top management of credit
institutions. After the implementation of the last Capital requirement directive and regulation
(i.e. Directive no. 2013/36/EU and Regulation EU no. 575/2013), recent studies highlight the weight of
responsibility which rests on subjects who, in various ways, cooperate in the business of a credit
institution.[1] Several scholars outlined the features of a legal system that, after the European
innovations, finds – in dissuasiveness and pervasiveness of sanctioning interventions – new essential
criteria for the protection of capital and financial-services market.[2]
The conclusions reached by the aforementioned scholars suggest that the forthcoming sanctions are
characterized by amounts higher than those resulting from the application of the existing rules. And
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also, it seems possible to consider that the procedure, just because now inspired by the adversarial
principle, is appropriate to calculate higher fines.[3]
Hence, bank directors are called to review the analysis methods that, in the past, have justified the
access to the boards of credit institutions. In the new regulatory framework, in fact, the risk they assume
in supervising, managing and controlling the business of a bank has changed. This risk improved
because of specific changes in the scope of both the law (that provides new types of violations) and the
supervisory practices (that increase the likelihood of finding a violation).[4]
These elements, ceteris paribus, result in a modification of the individual utility curve of the people
interested to take a membership in the boards of a credit institution. Thus, such a modification affects
the expectations for appropriate behavior in these roles and then the individual’s propensity to carry out
them.
But ceteris paribus are not.
In the Italian legal system, for example, Article 36 of the Law Decree 6 December 2011, No. 201,
converted with amendments by Law 22 December 2011, No. 214, introduced the prohibition of
interlocking dictatorates in order to provide a two-way relationship between a bank director and his/her
business functions. This has the obvious effect of creating a sole risk of sanctions by correlating the
individual person and the relevant credit institution. And this effect becomes more evident by taking
into consideration the top management of a banking group, that is the point of convergence of the
business conduct placed in any company of the group itself.
Properly understood, the conditions for being a bank officer have changed also as a result of the duty of
ensuring a specific efforts in carrying out these tasks. Undoubtedly, supervising authorities do not
appreciate boards that are limited to a role of mere approval of decisions already taken (by CEOs).
Therefore, this new regulatory framework outlines the possibility of an adverse selection in the market
for the managers. This can also cause a sort of ‘knock-on effect’ and then can unravel this market. An
additional implication is the exit – from the market for banking managers – of individuals who,
prudently, do not accept unsatisfactory compensations (i.e. a payment inadequate to remunerate the
strengthening efforts required by the regulatory framework and the high risk of incurring in heavy
penalties).

2. Main recipients of the new provisions enacting penalties for the mismanagement of credit
institutions are the individuals placed at the top of their organization, and this seems to be a new reason
for implementing corporate governance models that shall be compliant with the free market
prerogatives.[5]
At the same time, the regulatory framework set a link between the tasks of corporate governance and
the responsibilities for any control concerning the proper functioning of the banking business.[6]
Undoubtedly, the European mainstream – which, as highlight by several scholars, connects the
procedures for carrying out the administrative functions with the structural organization of credit
institutions – leads the supervising authorities to take specific action to ensure the efficient functioning
of the credit institution, bot for corporate governance and internal controls.[7]
There is no doubt that, in recent times, the growing interest (of the European regulator) for the
administrative structuring of banks refers to the need for overcoming certain limits of regulatory
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supervision (sometimes limited to a mere verification of mathematical models required by capital
adequacy controls, i.e. Basel Accords). The same shall be said with regard to the restatement of
governance models provided by the law, and to the prevision of new backstops in case of outsourcing
(involving core functions related to the credit business).[8]
Hence, we shall focus on the mechanisms used to apply these sanctions provided by the Directive
2013/36/EU, which sets the rules concerning the banking license and the related sanctions to ensure
compliance with the standards imposed by this directive, its Regulation (EU) No. 575/2013 and the
Regulation (EU) No. 1024/2013. This clarify whether, in their current configuration, these mechanisms
can promote the appropriateness of the bank’s organization and the professionalism of its human
resources, compared to the need for the efficient provision of any banking service. In this way, we shall
consider that the safeguard of the banking authorization standards will be one of the main goal of any
banking director.
That said, it is useful to point out the choice of defining the bank by both the business that qualifies its
essence (that is, the credit intermediation) and the structure that supports its activities (which should
provide adequate levels of professionalism). Therefore, these specific elements affect the prevision of
sanctions (and their capability of being proportionate and dissuasive).[9] Hence, it seems possible to
identify a link among the need for a safe and sound management (of banking activities) and the
necessity for the involvement of qualified directors (under effective sanctions, able to influence their
choices).
On the other hand, in the European regulations, one or more management bodies are the core of any
credit institution’s corporate governance. And, according with the credit institution’s bylaws, these
bodies shall be entitled to set its strategies and goals (i.e. strategy, objectives and overall direction),
together with the duty of supervising the choices of its (senior) management. Henceforth, this explains
why these bodies shall include the persons who effectively direct the business of the institution, in order
to improve the transparency of the organizational structure, and then the possibility (for these persons)
of taking on their own responsibilities art. 3, para 1, ponts 7 – 8, dir. 2013/36/EU).[10]
We shall focus our interest on the regulator’s choice to sum in one sole category, named ‘senior
management’ those natural persons who exercise executive functions being responsible for the day-today management, and accountable to the aforesaid bodies (art. 3, para 1, point 9, dir. 2013/36/EU). It is
clear also the choice to place in the operators’ autonomy the organization of the human resources that
shall cooperate with that community of persons being subject to the aforesaid sanctions, which
concretely represents the top management. This people shall comply with the EBA’s (regulatory and
implementing) technical standards (adopted by the EU Commission) and any other (national)
applicable regulations.[11]
In order to understand the contents of these overseeing and monitoring tasks, we shall refer to the
business model of the credit institution, because the choice between the ‘originate to hold’ or ‘originated
to distribute’ follows an alternative strategies in the application of the ‘production function’ (or rather
the ‘intermediary function’) of the bank. Those models raise specific question on the possibility to
understand anyone’s personal responsibility in the bank’s management and then the opportunity to
personalize the aforesaid function. Indeed, the implementation – by the management body – of any
tools provided by a third party (concerning the creditworthiness assessment or trading or any other
business) implies specific consequences on the internal regulation of the organizational structure, both
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for the path dependence (between the tool’s provider and the bank) and the outsourcing of business
activity that are the essence of the banker.[12] Moreover, from an operational perspective, the top
management shall oversight the integrity of any system (used by any of its business units), and in
particular shall control its information and communication system, in order to afford the prudential
supervision of the relevant activities. Therefore, there is a web of information and functions wove in the
spaces among the bodies responsible for the corporate governance.
Hence, we reach a first conclusion on the possibility that these models influence the set-up of any
technical standard for the management and the internal control of the bank. [13]And this influence goes
under the control of the supervising authorities in order to catch any data useful to their institutional
objectives. In fact, the EU regulation calls for the control of tools, strategies, processes and mechanisms
implemented by the credit institutions in order to comply with EU Directives (and in particular
2013/36/EU) and Regulations (i.e. no. 575/2013).

3. All the above casts the doubt that the implementation of Directive 2013/36/EU allows national
authorities to restate their regulations on professional duties and any applicable way of enforcement.
Indeed, the new sanctions go beyond the punishment of to both the credit institution and the individual
responsible for the relevant breach, and will cover the need for a system able to support the proper
functioning of the capital markets.[14]
Therefore, the attention will focus on the role of the individuals managing the intermediaries, and the
influence due to the new criteria used to apply higher penalties.[15]
The new structure of the remedies has been designed by national regulators not only as an heavy
deterrent (against certain behaviors), but also as a risk to be managed through an organization (of
banks’ management) where the strategic and operational directions have been clearly defined,
transparent and coherent (with the interests of both shareholders and stakeholders). Hence, we can
understand the preference of these regulators for measures (or rather remedies) able to encourage the
implementation of effective processes (for the identification, management, monitoring and early
warning of the main risks related to banking activities) and suitable structures (able to support the tasks
required by the new banking regulations). Thus, we shall also take into account the new assignments (of
bank’s boards) arising from the aforesaid structure of the remedies, because these assignments refers to
the organization and the management of the risks ‘posed by the macroeconomic environment in which
it operates in relation to the status of the business cycle’, and this refers to the risks that any credit
institution ‘is or might be exposed to’ (art. 76, dir. 2013/36/UE).
Undoubtedly, it is clear in the EU regulation that any competent authorities should be empowered to
impose administrative pecuniary penalties, and that the amount of them has to be sufficiently high both
to offset any benefit that can be expected, and to be dissuasive even to larger institutions and their
managers (Recital no. 36, dir. 2013/36/EU). Obviously, it seems to be easier to understand that this
system shall consider the computation of previous negative behaviors, which will be considered as an
increasing factor in computing the penalties, and so it is linked to the insufficient dissuasive effect of
any former penalty suffered by the recidivist.
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National regulators, then, will take into account any advantage (for the author) and the negative
externalities (for other parties) connected to the breaches, together with their potential systemic
impact.[16] In this case, the regulators are called to the application of economic models able to sustain a
comparative evaluation in order to reach an equilibrium between individual utilities of the banks’
managers and the savers.[17] On the contrary, we expect that authorities will focus on the link between
violations and safe management, focusing on the significally important effects, and then they will incur
in the difficulties in linking any individual breach (and its relevant behavior) and the systemic
consequences arises in the capital market.
It should be clear that national regulations shall consider that the (sanctionable) directors and auditors
must easily understand the elements that will be used to choose among several penalties and measures
and to calculate their amount. This will allow rational choices in considering the risk and the benefits in
accepting these roles in any bank’s board. Hence, there is the specific need for a reliable mechanism of
enforcement, in order to avoid any mistake in the computation of the specific remedies.[18]
From another perspective we shall consider also the general application of outsourcing strategies in the
banking industry, whereby managers are not exempted from the aforesaid system of sanctions.
Directors and auditors will keep their own responsibilities in case of certain breaches made by third
parties to whom the credit institutions have outsourced operational functions or activities. On the
contrary, outsourcing policy can be used for regulatory arbitrages (that are not compliant with the rules
governing the capital market).
In this context, we shall conclude that the supervising authorities have the duty to analyze the costs and
the timing of any set of sanctions, whereby those elements will influence any rational choice of the
individuals. Therefore, it comes into consideration the need for a EU supervision able to verify whether
the administrative penalties (and other administrative measures laid down by Member States) satisfy
the essential requirements related to their effectiveness. This supervision, in fact, will cast any doubt on
any potential breaches in transposing the Directive 2013/36/EU and Regulation (EU) No 575/2013.

4. All the above suggests that people joining the board of a credit institutions shall review their choices,
and in particular the convenience of being a top manager, a director or an auditor (under the burden of
new tasks and responsibilities). As we have observed, the higher size of penalties and the heaviest
content of other administrative measures changes the dynamics of the market for top management
professionalism.[19]
Supply, demand and market equilibrium are shifting to new paths and then to new points that will
require more money to convince someone in accepting the current legal and reputational risks.
That said, we shall focus on the structure of the market for managers (i.e. directors or auditors). In the
internal market, in fact, the offering of these roles is restricted by the ban on interlocking directorates
(that, in Italy for example, has been introduced in a very strict form by law 22 December 2011, no. 214).
All in all, this regulation unifies the risk of sanctions for the bank and the members of its boards,
because the individual cannot have a seat in a board of any other competitor of this bank.
Consequently, this ban amplifies the possibilities of an adverse selection perspective in the market, and
then the risk that credit institutions will not find prudent managers accepting the role of (sanctionable)
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director or auditor (because they will not accept the increasing risk in exchange of the offered
compensation).[20]

5. Haven of the above is the perspective of an adverse selection in the managers willing for the credit
institutions’ management. This conclusion relies on the aforesaid interpretation of the regulations of the
management bodies, which influence the balance of demand (for compensation) and supply (of
professionalism). This balance, in fact, shall provide the optimal structure of the high-level bodies, and
then the presence of qualified human resources in the top management.
According to these premises, we shall consider that the new sanctions provided by the recent EU
regulations modify the aforesaid balance, whereby low demand for compensation implies low supply of
professionalism, and then a period of adverse selection in the top management. This implies the risk of
an exit – from the market for bank’s managers – of the people that are not amenable to accept
compensation unable to compensate the increasing commitment and the forecast of higher amount to
pay in the event of sanctions.[21] And to this risk follows the possibility of moral hazards that are not
suitable with the aforesaid market regulation.[22]
These are the main features that, in our analysis, help understanding the growth of the risk – for the
shareholders of a credit institution – of hiring top managers. The latter should be the first precaution
for the safe and sound management; the bank should rely on their attitude to risk-avoidance in order to
set up the proper mechanisms for providing credit to the real economy within the prudential limits (or
the monetary backstops).
In conclusion, it can be said that the supervising authorities shall verify the weight of the
aforementioned externalities, having regard both to the risk of sanctions and the ban on interlocking
directorates. These authorities shall verify if the current outline of their supervisory practices will affect
the banking industry, which is already under pressure because of its market condition. If we agree on
this, we can easily agree that all the above suggests specific actions in order to improve the convenience
of being a banking director.
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The Corporate Interest of Banking Institutions
by Andrea Sacco Ginevri
Abstract: This article explores the notion of the “corporate interest” of banking entities in light of the
recent evolutions in thelegal framework (such as CRD IV, MIFID II and BRRD).
The analysis focuses on the specific rules and principles governing the structure and management of
both private and public banks in the modern era, for the purpose of comparing their scope with the
general provisions applicable to industrial corporations.
Thus, the identification of the banks’ corporate interest addresses any tentative solution for the conflict
of interests’ issue in the banking field. In other words, once the banking corporate interest has been
identified, all the different interests are likely to converge or collide with it, giving rise to the
phenomenology of the conflict of interests. Therefore, the conflict of interests – being outside the
internal process of selection of the corporate interest which guides the bank management – postulates a
comparison between different positions, so that it requires a solution of the contrast deriving from the
application of external criteria of prevalence defined by third and impartial authorities.
Summary: 1. Introduction. – 2. The corporate interest of the modern corporation: preliminary remarks.
– 3. The corporate interest of the banking entities in light of the recent evolution of the applicable legal
framework. – 4. Specific issues concerning listed banks. – 5. The conflict of interests’ issue.
1. The metamorphosis of the legislation concerning the organisation and management of financial
institutions – emphasized by the last financial crisis [1] – justifies an updated investigation on the
meaning of banks’ corporate interest, in light of both the specific regulatory provisions and the legal
framework applicable to banking entities.
The evolution of the relevant legislative system shows an increasing institutionalization of the corporate
governance of banks [2], aimed at strengthening the financial stability and prudent management of
credit institutions, in response to a systemic crisis which has revealed signs of weakness in the
entrepreneurial autonomy of credit institutions [3].
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Such change of perspective has started, for companies with publicly raised capital, since after the crisis
that has characterized the beginning of the new millennium (Enron, Worldcom, etc.) –with the
enactment of the Sarbanes-Oxley Act of 2002 in the United States – and has continued, in response to
the most recent financial turmoil (Lehman Brothers, etc.), with the Dodd Frank Act of 2010 in the United
States, and the “CRD IV” [4], “MiFID II” [5] and “BRRD” [6] directives and relevant implementing
regulations in the European Union.
By way of introduction, it has to be pointed out that credit institutions – although having specific and
intrinsic features that justify a special regime including in terms of governance and corporate interest
[7] – operate in market scenario, where the needs for financial stability and sound and prudent
management of banks have to be balanced with the goals of the investors, typically interested in profits
and (in case of significant investments) in the exercise of some form of influence on the company.
In such context the identification of the banks’ corporate interest becomes relevant, being such concept
the guideline of any organizational and management decision as well as the benchmark to be taken into
account in case of conflicting interests. In other words, only the definition of the main features of
the banks’ corporate interest allows shareholders, managers and directors to understand if – during the
activity of the bank – a specific interest should be considered as conflicting or convergent with the
corporate interest or if it directly qualifies as corporate interest.
The relevance of such assessment depends on the circumstance that, comparing different elements of
the same corporate interest, the “weighting rule” is the one used for the adoption of decisions of
collective bodies (i.e. the majority principle). On the contrary, in comparing the corporate interest
with other interests, the choice of the interest to be protected results from the application of the hierarchy
established by the applicable laws and regulations.
In a nutshell, the identification of the main features composing the banks’ corporate interest is crucial in
the current period of time, since it has been affected by the significant changes due to the recent
evolution of the applicable legal framework.
2. In order to outline the corporate interest of banks, considering the particular business carried out by
those entities and the financial regulation applicable to them, it should be recalled that, in several legal
systems, the ideological juxtaposition between contractualism and institutionalism is still ongoing.
We have already pointed out the effects of this prospective analysis, highlighting how it becomes a
primary factor At the beginning of the new millennium, the ability of corporations to raise funds on
capital markets – expanding the range of products and solutions offered to potential investors in order
to satisfy their specific needs – was considered a key factor for their development and growth. At that
time, the interest of (large) corporations was generally recognized in the “shareholders’ value” formula.
However, shortly thereafter, the corporate interest of “closed corporations” – where relevance is mainly
given to the interests of a limited number of subjects – has started to be distinguished from the
corporate interest of “public companies”, whose organization and activity involve interests of a broad
range of shareholders and stakeholders, as typically happens in banks. Therefore, law provisions
governing public companies were characterized by a higher degree of strictness «in order to protect saving
holders» [8].
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It is also noted that, other than in close corporations where shareholders actively participate to the
management and financing of the company [9], in public companies the shareholders usually tend to
have a more passive role (so called “rational apathy”) not interested in governance rights with the
consequence to be more exposed to the risk of abuses by the management.
Nevertheless, in both the abovementioned structures (close vs. open corporations), the joint-stock
company emerges as the instrument for the most efficient management of a «permanently organized and
expected to be long-lasting» enterprise [10]. Such endemic feature of the joint-stock company shall prevail
over divergent and conflicting interests which might arise, as highlighted by the U.S. case law, that
prevents the exercise of shareholders’ rights when they may expose the company to the risk of
insolvency [11].
In addition, since joint-stock companies are managed by directors (who typically are not shareholders),
the exercise of their powers shall in any case be required to be made in a way which is not prejudicial to
the interest of the shareholders. In other terms, although it is not possible to define ex ante specific goals
and targets in the management of a business – given that, in general terms, any interest pertaining to
the company’s activity may become relevant – the interest of the shareholders shall limit and define a
perimeter to the powers and action of the managerial body [12].
The shareholders’ interest [13], as a limit for managers’ activity, does not represent a clear border, taking
into consideration the different positions (and therefore, the different interests) within the shareholders
as a class. In this regard, shareholders can be classified as (a) industrial or financial, (b) long-term or
short-term, (c) current or potential, (d) ordinary or belonging to special categories, (e) shareholders or
“quasi-shareholders” (including both holders of equity financial instruments or transient corporate
positions, such as in case of empty voting or encumbered shares) [14].
Shareholders can be, in turn, financial institutions representing further and multiple interests further
up the corporate chain, giving rise to the phenomenon also known as the agency capitalism, which is now
carefully studied in the overseas financial systems [15].
The

balance

between organizational and contractual components

of

the

corporate

phenomenon

underlines that the main role of corporate activity leads to prefer corporate interests over the individual
ones in case of conflict among them. Therefore, the goals of the corporation guiding the management
decisions have not an abstract content but are affected by the evolving set of values imposed to the
business first of all by the shareholders and then by the relevant economic context.
3. The considerations mentioned above shall take into account, in the banking sector, the new rules and
principles on corporate governance defined by the recently enacted regulations (see, for instance, the
guidelines of EBA and the recommendations of the Basel Committee on Banking Supervision) [16].
Such provisions intend to promote a sound and prudent management of banks which is in compliance
with the whole economic system [17].
This perspective explains the progressive institutionalization of banks, whose autonomy has suffered
material limitations in the name of, and to protect, general interests. To achieve this primary goal, the
banking legal system has entrusted the management of credit institutions to high-level, qualified and
independent top managers [18], therefore resulting in the “managerialization” of credit institutions
which are now composed of corporate bodies having an adequate representation apt to reflect «a wide
enough range of experiences» [19].
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Also the procedures for the appointment of the corporate bodies of banks promote a
stronger coordination between directors and shareholders, entrusting the directors with the task to
identify the optimal quali-quantitative composition of the corporate bodies (together with the ideal
profile of the candidates to each office) [20] and requiring the shareholders to submit and vote for
candidates consistent with such optimal composition as defined by the same managing board.
The “institutionalist trend” of the banking corporate interest is underlined by several regulatory
provisions including, by way of example: (i) the change in the balance of powers between directors and
shareholders, (ii) the stronger requirement of fit and proper requisites for directors; (iii) the duty
of abstention for directors and shareholders bearing an interest in conflict with the corporate interest of
the bank; (iv) the possible removal of the directors by order of the supervisory authority; and so on. All
the above elements are indicia of an increasing and progressive professionalization in the management of
credit institutions, strictly connected to and in line with the progressive institutionalization of the banks
which are called to act (first of all) in the name and to ensure general interests.
This framework has been recently integrated by the Directive 2014/59/EU (“BRRD”), and, in particular,
by the provisions requiring credit institutions to periodically prepare and update appropriate recovery
plans (i.e. preparatory instruments aimed at preventing the crisis). Such plans contain measures to
prevent and rebalance the financial situation of credit institutions, in accordance with the principle of
sound and prudent management [21].
The innovation of the bank’s corporate interest deriving from the BRRD can be inferred by the following
elements: although it is clear that the new banking regulation on financial crises aims at reducing
practices of moral hazard, once facilitated by the bail-out perspective, the new provisions on
the preparation function should foster the shareholders’ protection [22].
Indeed, according to a consolidated principle, the “economic cost” of a financial distress has been first
paid by equity investors [23]. However, one of the most significant innovations provided by the BRRD
directive consists in the mandatory and preventive safeguard of financial institutions’ stability, aimed at
excluding – or at least mitigating – the risk for investors to suffer the losses that would have otherwise
been incurred.
To this end, the bank’s administrative body, on the one hand, and the supervisory authority, on the
other hand, are called from the beginning, with different missions, to ensure that the credit institution
disposes of an ex ante large set of tools, all effective and efficient in order to face potential and future
situations of instability.
This means that the preparation function of banking recovery substantially aims at protecting the
shareholders’ and other qualified investors’ positions, justifying the management to propose and adopt
the precautions contained in the applicable recovery plans, and therefore to preserve the financial and
economic stability of the credit institution itself, also taking into account its future evolution.
It is now time to investigate which subjects, among the investors in risk capital, are actually protected
by the BRRD measures.
In this regard, the alignment of the different components of the corporate interest of credit and
financial institutions can be fully appreciated only in a medium-long term perspective; and therefore in
a time frame in which the (long-term) interest of the shareholders to the profitability of their
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investment physiologically tends to converge – or, sometimes, even to coincide – with the interest of the
other stakeholders (such as creditors, employees, depositors, supervisory authorities) to an adequate
economic and financial stability of the bank which protects their respective needs.
The above considerations explain the ratio underlying the recommendation included in the preface to
the corporate governance principles promoted by the Basel Committee, pursuant to which «The primary
objective of corporate governance should be safeguarding stakeholders’ interest in conformity with public interest
on a sustainable basis. Among stakeholders, particularly with respect to retail banks, shareholders’ interest
would be secondary to depositors’ interest» [24].
However, the above does not imply that in the banking sector there is a clear prevalence of “debt
governance” over “equity governance” (prevalence that, where fully implemented, would have led to
stronger governance measures of protection of the creditors’ position) [25], but only that – amongst the
different components of the banks’ corporate interest – the weighting criterion privileges the
perspective of shareholders interested to the sustainable growth of the bank, and thus for the
preservation of the investment’s value in a medium-long term.
In other words, within the category of shareholders (including the holders of risk-bearing instruments)
the banking legal system protects the long-term shareholders – increasingly protected and incentivated
both by the European and domestic legislators – in view of their investment policy which is assumed to
be oriented to the sustainable growth of the company in a medium-long term (in line with their nature
of “loyal shareholders”) [26].
The above considerations suggest that the banks’ corporate interest is moving towards an area in
between the traditional shareholders’ value formula and the neo-institutionalists’ theories. Such a greyarea is known, in the common-law legal systems, as the “enlightened shareholder value”, which appears
as a perfect synthesis of the modern contractualistic vision of the corporate phenomenon [27], and finds
its blessing in Article 172 of the U.K. Companies Act of 2006 [28] whose primary goal is the
remuneration of the investors in a long-ter perspective, taking into consideration and weighting the
needs and interests of all the stakeholders [29], on the assumption that «increasing shareholder value
does not conflict with the long-run interests of other shareholders» [30].
4. The identification of the corporate interest in credit institutions with shares are listed on regulated
markets is characterized by other specific elements, deriving from the provisions applicable to such
companies. Consequently, certain conflicts/relations which are typical of, and relevant in, the
organization and activity of credit institutions are amplified and emerge – and namely: (aa) the
managers-shareholders conflict; (bb) the controlling-minority shareholders conflict; and (cc) the
conflict between the shareholders and the company, on one side, and third parties that enter into
contact

with

the

latter,

including

qualified

stakeholders,

on

the

other

side

(the

shareholders/corporation non-shareholder conflict).
The weight of each of the abovementioned conflicts/relations in the overall analysis of the phenomenon
from time to time under examination depends on both the ownership structure of the issuer and the
nature of the relevant transaction [31].
This is the reason why in listed banks – which, in Italy, are mainly characterized by a dispersed
ownership – the conflict between directors and shareholders is particularly pronounced, especially in a
46

period of time in which the banking legal system has privileged and strengthen the autonomy and
independence of directors, increasing their powers and responsibilities, and, at the same time, has
reduced the power of influence of all shareholders, including majority shareholders.
Any thought on this issue moves from the circumstance that shareholders of Italian banks – despite
they are now requested to “motivate” the appointment of new directors not having the requisites
recommended by the ceasing board of directors [32] – maintain the right to appoint representatives of
their own choice in the board of directors and, therefore, the right not to confirm (or to remove, even
without cause) those directors who no longer have their trust [33].
Directors, therefore, remain fiduciary agents of the shareholders (from a substantial point of view), to
whom they ultimately relate and respond; notwithstanding the above, we cannot forget the innovative
effects represented by the recent introduction, in the Italian Banking Act, of the power to remove of the
supervisory authority the company representatives, which in some way affects the fiduciary relationship
between the shareholders (as principals) and the directors (as agents) [34].
As a consequence of the above, the directors of listed banks, once elected to define the business plan for
the company growth, shall not only be called to appreciate and weight the various interests of
traditional stakeholders (shareholders, bondholders, depositors, employees, third parties, etc.), but first
of all they shall be called to identify, amongst the different interests arising in such a fractioned and
heterogeneous corporate scenario, an interest of the shareholders which is sufficiently defined and
unitary. Such activity shall be carried out, in any case, within the limit (which is external to the bank’s
corporate interest), represented by the sound and prudent management of the bank.
The legal and factual framework above described explains why an even stronger conflict between shortterm interests of certain aggressive funds (short term shareholders) and the long-term interests of loyal
shareholders (patient capital) is currently animating listed banks, guiding their managers in the selection
of the shareholders’ interests [35]. By the way, also the evolution of the special regulation of banks is
consistent with such international trend, which aims at encouraging the long-termism in companies
operating in financial markets, by granting long-term shareholders with certain privileged rights [36].
Indeed, by strengthening the long-term shareholders’ activism, the decision-making processes of
directors are indirectly protected from the potentially-harmful influence of short-term investors,
generally interested in the short-term growth of the share price even against the long-term business
plans of the company [37]. In other words, considering the contrast between the short-term interest in
maximizing the equity investment and the long-term interest for the growth of the company, the foreign
and domestic legislators have started to promote a significant strengthening of the role and powers of
long-term shareholders, in order to ensure the directors of credit and financial institutions look at the
interest of the latter while in the process of weighting and identification of the different elements and
needs which compose and determine in the aggregate the corporate interest of the bank.
In a nutshell, the empowerment of long-term shareholders, aimed at granting them a privileged
relationship with the management, is consistent with the corporate interest of the banking system to the
growth of banking institutions with dispersed ownership, promoting discussion and debate between
directors and shareholders in support of a sound and prudent management. In other terms, the major
banks should raise their capitals within a rather stable shareholding, discouraging excessively
47

aggressive investment policies (specifically those carried out by short-term shareholders) which
potentially compromise the prudent management of the bank [38].
5. The arguments discussed above show a tendency of the recent banking and financial regulations
to apparently define the banks’ corporate interest in neo-institutional terms, where the rights and
prerogatives of the directors and the supervisory authorities in the organization and management of the
bank are strengthen, with a partial reduction of powers and influence of the shareholders, including
controlling shareholders, over the bank [39].
The circumstance that the above-mentioned institutionalist approach is more apparent than real can be
inferred from the circumstance that – even in the banking sector – in the process of assessment and
weight of all the interests raised having an intrinsic “corporate” nature, the shareholders’ interest
continues to prevail over all the other.
In other words, the banks’ directors shall continue to be guided in their decision-making process by
the best interest of the shareholders. The latter is, however, an abstract concept, construed on the basis, and
referred to the idea, of virtuous shareholders that pursue sustainable profitability targets in view of a
sound and prudent growth of the company in the long term.
Such apical goal reduces the possibility for majority shareholders to gain personal benefits from their
control position, with predictable adverse effects on the market of the (transfer of) control over banks
and on the value of the relevant majority shareholding (considering that the control premium will
predictably have a lower value in the banking sector than in other related sectors).
Several indexes in such a way can be inferred from the relevant regulations and, in particular – not only
from the governance provisions (as anticipated in para. 2 above), but also – from the recent provisions
concerning ownership structure, banking crisis, extraordinary transactions and so on.
Therefore the board of directors of credit institutions shall prepare and implement, together with the
management, business plans consistent with such objectives. In turn, shareholders of credit institutions
shall exercise their corporate rights in a way to define the guidelines to which the company shall look at
and comply with, in order not to jeopardize the sound and prudent management.
In principle, modern banks, a fortiori where listed, still remain a deal among shareholders, originated by a
private initiative and instrumental to create the profits expected by its investors (of risk capital).
Nevertheless, these profit targets (and therefore the management propedeutical to the achievement of
the same) must not, and cannot, go beyond the limits and rules of risk-containment and sound and
prudent management of the banks; limits and rules which are aimed at safeguarding all the
stakeholders directly or indirectly interested in the proper functioning and outcome of the business
activity of the bank.
As a consequence of the above, it can be assessed, once the banking corporate interest has been
identified in such terms, all different interests (whether additional or unrelated) are likely to converge or
collide with it, thus giving rise to the phenomenology of the conflict of interest. The conflict of interest –
being outside the internal process of selection of the banking corporate interest which guides the bank
management – postulates a comparison between different positions, and therefore requires a resolution
of the contrast deriving from the application of external criteria of prevalence defined by third and
impartial authorities [40].
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Bank Corporate Governance: A New Paradigm
by Francesco Capriglione and Rainer Masera
Abstract: Failures of the corporate governance of banking firms were one of the major causes of the
2007-09 Great Financial Crisis. Various reforms have been enacted to ameliorate Governance
standards, notably risk management and incentive systems; but the key driver remains the
improvement of shareholders rights, with a view to ensuring sustainable value creation. Instead, in this
paper it is argued that, to strive for a structural advance in the risk appetite framework of the banking
firm, the fundamental assumption behind corporate governance – i.e. that the ultimate authority lies in
shareholders (the “owners”) who detain exclusive voting rights – should be reconsidered. To start with,
it is recalled that, according to the options enterprise model, the effective owners of a corporation can
be identified with its debt holders. More specifically and more recently, in the case of banking firms, the
bail-in/resolution mechanisms enacted create new obligations and responsibilities for holders of
subordinated debt: accordingly, the traditional corporate governance framework should be modified to
allow – in appropriate forms – for their voting rights and presence in the Board of Directors
/Supervisory Board.
Summary: 1. Introduction: a holistic view of new banking rules in Europe – 2. The corporate governance
in enterprises and in banking-firms: similarities and differences. – 3. Bank’s corporate governance:
characteristics of the relevant regulatory framework – 4. … and the new European regulatory
mechanisms (bail-in and state aids legislation). – 5. Corporate governance new parameters in the latest
orientations of legal scholars. – 6. Continued … and case law. – 7. Conclusions.

1. This work examines the issue related to the Corporate Governance (CG) of banks with specific
reference to the implications of the new regulation system and the resolution mechanism introduced by
the EU,and recent experiences in Italy. The considerations-both economic and legal-have general
implications which could be extended on a global scale.
The financial crisis of 2007-2009 had its beginnings in the United States and culminated in the failure
of Lehman and the rescue and bail-out of big banks and insurance companies, but then it spread with
disruptive and long lasting effects also into Europe. Faced with the deep crisis, in November 2008,the
European Commission entrusted a mandate to a High Level group, chaired by Jacques de Larosière, to
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advance a proposal for the revision of the European supervisory and regulatory financial system. The
Report was presented on the 25th of February 2009 (de Larosiere et al., 2009) with a series of significant
reform proposals for a co-ordinated approach to regulation and financial oversight. These
recommendations lie at the heart of the new system of European financial supervision. In particular, the
Report has introduced new macro-prudential regulatory policies in order to prevent systemic crisis and
has underlined the need to put macro-prudential objectives before the micro-prudential ones;
moreover, it has suggested the creation of three separated authorities to micro-manage banks,
insurance companies and markets[1].
Furthermore, the Report has highlighted the need to intervene in the banks’ corporate governance. The
Great Financial Crisis of 2007-2009 has a large number of causes, but at its roots lie the bad practices of
many firms/financial institutions which sought short-termism, non-sustainable gains that could allow
their managers to profit from them and, at the same time, to eventually distribute losses from high-risky
investments among taxpayers. Also the techno-financing developments, especially in the derivatives
market, were implemented with disregard for the rules[2], with the aim of creating short-term profits
which caused severe economic and social problems in the medium term, instead of being able to reduce
the costs of the intermediaries, and therefore improve the efficient levels of economic production. The
need to avoid that the financial crisis would result in an implosion of economic activity induced many
governments to burden the taxpayers with baling out “too big to fail companies”, hence causing a social
distribution of losses caused by the elusive/illegal behaviours[3].
The complexity of the micro and macro links are illustrated in Fig.1

Fig. 1 – A complex system (network) representation of macro prudential and other economic policies.
Source: Masera (2015)
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The priority of macro-prudential issues above the micro ones is analytically clear, even if the real
centres of economic, monetary and political power are actually interested in implementing the specific
policies under their control. This fragmentation is particularly significant in the Eurozone, due to the
absence of a fiscal and political union.
Here it is not possible to deeper analyse the processes of re-regulation in Europe and USA. However, it
should be noted the slowness and problematic aspects of European re-regulation when compared to the
United States’ rapid response introduced with the Dodd-Frank Act in 2010. In this respect, we are
substantially making reference to the USA supports for national banks and economic markets, which –
beyond bailouts – has been obtained through the introduction of Quantitative Easing (starting from
2008) on Federal securities and bonds, and the acquisition by the Fed – in accordance with the
Treasury and public guarantees – of deteriorating bank credits, as well as the securitization of
performing credits and the acquisitions implemented by national agencies[4].
The new supervisory system in the EU focuses on Banking Union (BU), which is broadly defined. As
illustrated in Fig 2 with reference to the Eurozone, the BU hinges on the interaction between: the rules
on capital (CRR/CRDIV-European Commission 2013a); the macro-prudential supervision entrusted to
the European Systemic Risk Board; the micro-prudential oversight carried out by the ECB in the area of
the Single Supervisory Mechanism (2014): the Single Resolution Mechanism, which became operative
in 2016; the new accounting rules for banks IFRS 9-10-11-12-13 (2015-2017). The BU has also
completed the so-called Single Rulebook, i.e. the unification and integration of legislative texts referred
to each above-mentioned regulatory area. The EBA performs a key role in the co-ordination and
updating of the Single Rulebook.

Fig. 2 – CRR/CRD IV, Macroprudential Supervision, Single Supervisory Mechanism, Resolution
Framework, New Accounting Rules: A network representation of the EU Banking Union.
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Source: Masera (2014b)
The BU can be specifically analysed in the Fig.3, which explains the relevance of the new banking
resolution rules that have been introduced in EU in January 2016 (which Italy implemented with a prior
experiment by the Decree of the Council of Ministers of November 25th, 2015 “for the resolution of four
medium-small banks: Banca Marche, Banca dell’Etruria e del Lazio, Carichieti and Cassa di
Ferrara).The analysis of the European resolution mechanism and its implications for Italian banks,
especially for the smaller ones, appears complex. In particular, the rules for “bail-in” (internal rescue)
are correctly aimed at protecting the taxpayers from the loss of the banks and its moral hazard
implications, but they have been criticized for their very complex way of working (differently from what
has taken place in the USA under the Dodd-Frank Act).

Fig. 3 – The new EU Bank Capital Regulatory Framework and the other three interactive building blocks
of the “Banking Union Package”
Source: Masera 2014
The Governor of the Banca d’Italia (Visco, 2016a) indicated that the new rules may be “the source of
serious risks of liquidity and financial instability”. If it were so, a cardinal rule of the macro-prudential
regulation would be violated, i.e. the preservation of financial stability and preventing/ containing the
systemic risks.
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Fig. 4 – Banking Union: the BRRD and SRM pillar
Notes:
* Directive 2014/59/EU and Council Implementing Regulation (EU) 2015/81 of 19 December 2014
specifying uniform conditions of application of Regulation (EU) No 806/2014 of the European
Parliament and of the Council with regard to ex ante contributions to the Single Resolution Fund.
** The SRF forms part of the “resolution” scheme of the Banking Union and is to gradually be
strengthened. It will be replenished by the national contributions of the Member States collected from
the banking industry and it will be progressively mutualised, with a capital supposed to reach some 55
billion euros between 2016 and 2023.
Source: Masera (2015)
Anyway, what matters is the systemic interaction with the new, complex rules about capital, liquidity
and governance laid down in CRR/CRD IV (Figure 5); however, the latter faces changes towards what de
facto appears as the fourth edition of Basel standards (Masera, 2015).
The capital strengthening of banks, under a unitary regulation for all Eurozone countries, was a right
target. Nevertheless, it is legitimate to ask ourselves whether the trade-off between regulation and
growth has been properly treated with regard to its micro- and macro-prudential dimension. In
particular, since rules have been tightened and multiplied in their number, the expansive action of
monetary policy had to be increased: on the one hand, as far as the monetary base is concerned, the
throttle was opened; on the other hand, with regard to the credit and money multiplier[5], the brakes
have been applied. Vice versa, we should prevent the rules about capital, liquidity and banking
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resolution from neutralising the expansionary impulses of QE, whose distortive side effects might be
exacerbated.

Figure 5 – CRR (Single Rule Book) / CRD IV framework
Notes:
(1) The framework is completed by the EBA technical standards.
(2) If a bank breaches the capital conservation buffer requirements, automatic limitations are made to
buybacks, dividends and bonus payments.
Source: Masera (2014b)
These arguments have been supported and explained by several economists and professionals in the
financial field[6], even inside monetary authorities; in spite of this, across Europe, they have been heard
little so far. The International Monetary Fund itself has largely documented, in recent Global Financial
Stability Reviews, that – beyond certain limits – the attempt to pursue the objective of a banking system
apparently safer, through higher and higher capital ratios, might result in smaller growth and negatively
feedback on the stability of intermediaries itself.
As shown in the charts above, the set of rules involving banks in Europe is impressive. To sum up, along
with capital requirements stemming from Basel, the changes related to the creation of the Banking
Union have been enacted, thus implying new constraints on banks in any case. Rules about capital have
been tightened much more than in the United States, following the principle of a wrong, indiscriminate
application, having regard neither to size nor to business models[7]. As indicated, no mechanisms of
securitisation, provided with public guarantees, have been established, neither on problem loans nor on
the ones in bonis; rules on banking resolution have added complexity and constraints to the system, to
the point where, according to the Italian economic authorities, they should be revised.
Moreover, it is necessary to highlight that practically all banks have been directly or indirectly subject to
a set of new provisions regarding the financial system as a whole, having an impact – in terms of
compliance – on the activities of credit institutions, too, as shown in Figure 6. In particular, rules on
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market infrastructure (EMIR, CSDR, MiFID II, Derivatives and CC Houses) had been identified by
then-Commissioner Hill (2016) as excessively burdensome.

Figure 6 – The new regulations of the EU financial system
Source: Masera (2016)
Repeated amendments to primary and secondary rules, along with their tightening and increasing
number, legitimise the basic issue of the need to estimate the costs and benefits of such rules, their
interaction with economic policies and, ultimately, the connection between banking regulation, growth
and financial stability itself. Changes in regulation have directly affected the issue of CG (Figure 5),
trying to control the excessive risk appetite shown by the shareholders, the Board of Directors and the
top management of banks. At the same time, new and tighter rules have been introduced about capital,
liquidity and the maturity transformation aimed at internalising possible losses suffered by the credit
institution, moving from a bail-out system to a bail-in one.
It was necessary to modify a supervisory framework that enabled the moral hazard of bank managers,
ending up with all burdens being borne by the taxpayer (“head, I win; tail, you lose”). However, it has
not been realized that such a problem would have required a different paradigm with regard to CG, that
had played a pivotal role in the excessive risk shown by several credit institutions. In particular, as
argued in this work, in order to tackle the root causes of the issue, one should consider an active voting
role in general meetings and a position in the Board of Directors for subordinated bondholders. As we
are trying to demonstrate, such a reform would be consistent with both the new charges on a relevant
segment of bondholders and – above all – the need for changing from inside the risk profile and the
strategy of the banking-firms, thus helping to pursue the creation of sustainable value in the medium
term.

2. Since the Eighties, characterised by banking de-regulation, the axiom that the bank is a firm has
gained ground. This approach had some good points; however, it ended up with neglecting that the
banking company has nevertheless some features that are special with respect to other corporations.
Credit institutions represent a key element of the implementation of monetary policy, basically – but
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not exclusively – because deposits are an essential component of money. Upon that assumption was
dependent that approach mistakenly bringing to the uncritical application to banks of Modigliani-Miller
“neutrality propositions”, in a way that allowed to argue that raising capital ratios after 2008 will not
have entailed “private” costs.
The relevance of financing decisions in order to determine the value of a bank arises from the specific
characteristics of their assets, liabilities and associated risks. In fact, as highlighted by DeAngelo and
Stulz (2013), credit institutions play a crucial role in the production of liquidity in the economic and
financial system; moreover, as long as there is a risk premium (a reduction in the cost of funding) for
liquid securities, then a high leverage is optimal for banks, becoming a source of value-creation itself. As
highlighted by Adams and Rudolf (2010), credit institutions generate profits both on their assets (loans)
and liabilities (deposits). In particular, their ability to receive deposits at lower rates than the market
creates an extra-profit that grows with leverage. This means that Modigliani-Miller theorem, along with
corporate finance models based upon it, should be properly modified in order to take this peculiarity
into account. In the light of these specificities, too, the issue related to the need of revising the CG of
enterprises – in particular, as far as the relationship between shareholders and bondholders is
concerned – nowadays arises, as we shall see, especially for banking companies. However, we cannot
neglect that traditional CG structures require, anyway, a general critical revisiting. The issue whether
shareholders are actually the only “owners” of the firms, or not, has been faced – in an innovative and
different manner – with reference to option pricing models elaborated by Black-Scholes and Merton
(see Appendix). We should nevertheless underline that even such a model, assuming the validity of the
abovementioned Modigliani-Miller theorem, should be properly amended or adjusted in order to
consider the peculiarities of the banking company as indicated above.
According to ‘conventional wisdom’, the shareholders of a company are identified as its proprietors.
They hold equity capital and receive rights, on the income and the assets of the firm, that are
subordinated with respect to creditors (the latter holding claims on debt capital). Shareholders are in a
riskier position and are compensated through dividends (if the company can afford them) and capital
gains, that do not have any predetermined bounds. Debtholders of a firm, as a priority with respect to
any payment to shareholders, receive the interest due; in the event of the liquidation of the company, all
debts must be satisfied before any distribution to shareholders. As long as the firm does not go
bankrupt, stocks are ‘perpetual’, whereas debt has generally an expiry date. It is important to notice
that, under a fiscal standpoint, both dividends and interest are subject to levies on the income of
recipients; however, for a corporation, interest is fiscally deductible, whereas dividends contribute to
taxable income. Hence, for the company, this gives rise to an evident advantage to finance itself through
debt rather than equity. Ceteris paribus, this is increasing the potential instability of the economic and
financial system. In particular, as far as banks are concerned, a paradoxical condition arises: debt
(including deposits) has a fiscal advantage vis-à-vis equity, whereas regulatory constraints – based upon
Basel standards – push for risk capital. Furthermore, shareholders have an additional incentive to
increase the leverage and the risks faced by the banking firm, to the extent that – as argued before – a
higher leverage brings to the creation of value that ends up with them being the main beneficiaries.
Both shareholders and bondholders have a common interest in preserving and increasing the
value of the company they invested in. However, the different types of claims they have upon the firm’s
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cash flows and capital gains may lead to potential but relevant conflicts. Shareholders are remunerated
only after bondholders are paid off. It is then reasonable to assume that bondholders want to avoid
excessively risky projects, while stockholders prefer a higher risk/reward ratio considering the fact that
there is no cap to their potential return.
Bondholders are the firm’s creditors, while shareholders are those who legally own shares of stock
in the corporation. As a consequence, only shareholders have voting rights at general meetings as well
as the chance to directly or indirectly appoint the top management of the firm[8]. The principles of
corporate governance, recently developed for both industrial (OECD) and financial companies (BCBS),
are mainly designed to protect and facilitate the exercise of the shareholders’ rights.
Shareholders and bondholders are characterized by partially different objective functions.
Shareholders, given their power to appoint board members and managers, have different control tools
which make their objective functions even more complex and exacerbate agency problems.
In sum, according to the traditional approach above mentioned, the enterprise value (V) can be
calculated as the sum of claims from both equity-holders (E) and debt-holders (B):

Figure A.1. in the Appendix synthetises the implications stemming from equation [1] (which adopts
value-based measures instead of accounting ones, with the assumption of a tax rate equal to zero). A
crucial difference between shareholders and bondholders, from the risk/profit point of view, is that the
former can loose their entire investment before the interests of debenture-holders’ are damaged.
Conversely, shareholders can collect potentially unlimited returns while creditors have just the chance
to get their investment back. Moreover, the overall scenario is even more complex for banks given the
fact that their enterprise value increases with leverage. Formally:

The economic and legal innovation at the basis of the capitalist economies, according to which
companies are mainly limited liability, that entails shareholders are responsible only for the invested
capital, is an ideal scenario for an analysis of the company through the options theory, assuming
therefore that in the event of default the shareholders “pass” the company (assets and liabilities) to the
creditors. From an analytic point of view, shareholders therefore have a “call option” on company
assets. Vice versa, creditors sold to the shareholders a “put option” on the invested capital: from this
point of view, they are the real owners of the company.
This approach in itself suggests to reconsider the traditional point of view, according to which,
maximising the value of the shareholders is considered to be the concrete solution to CG problems;
according to this scheme, the administrators and top management, chosen by the BoD/assembly, have
the prime responsibility to maximize the value for the shareholders. This, even though we must
recognize that the interests of the shareholders can impose costs on other stakeholders and, in
particular, on creditors and ultimately on the company itself because of the existence of conflicts of
interests. Literature has highlighted the specifically relevant debt-equity conflicts, in particular those of
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the debt overhang (Myers,1977) and those of risk shifting (Jensen and Meckling,1976). The assumption
of relevant risks can represent a benefit in the short term for the share value, at the expense of the
sustainable value of the debt of the same company. These conflicts are, as matter of principle, exalted by
the deposits insurance mechanisms and by the “too- big-to-fall” model (Miller,1991 and Masera and
Mazzoni,2016).
All this has important implications for the CG: mechanisms and incentives must be created aiming at
making sure that BoD and the company’s management pursue risk/return objectives for the creation of
sustainable value (Masera and Mazzoni,2006). Compliance and risk management represent essential
components to foster a good CG and, namely they have to concur in controlling and avoiding conflicts of
interest, particularly between shareholders and creditors.
In conclusion, the conventional wisdom, according to which bondholders are only creditors instead
shareholders are the sole owners of the company, must be re-discussed. The company’s cash flows are a
primary interest for both: the CG should facilitate the creation of sustainable value and the
reconciliation of the potential conflicts of interest between creditors and shareholders within the
company itself. These considerations become particularly relevant and mandatory in the current
context of bank resolution mechanisms (Figure 4), aiming at favouring the bail-in to overcome the
schemes that resorted to the taxpayer in case of default of a large bank.

3. The aforementioned considerations are significant in order to understand the essential purposes and
the security system behind the interplay operating between risk and debt capital. An analysis of the
regulatory framework – with particular reference to the developments occurring after the 2007/2009
crisis and their inner rationale – provides a clear indication on the reasons why nowadays the traditional
legal conception of banking governance standards has been profoundly reshaped.
Before going into the details of the convoluted structure that the EU legislator adopted in recent years, it
is though necessary to briefly explore one of the main rationale behind the peculiar essence of
the banking governance phenomenon, which is the regulation of financial intermediaries. Financial
intermediaries accomplish a peculiar task within the market, and they deeply influence its development
through their actions (Visco, 2016c): such a circumstance lays the ground for the banking
governance regulation. As a consequence, it is pivotal to investigate the different technical organizations
of these entities: law must, in fact, establish a dedicated regulatory framework able to conjugate the
“management” and “control” aspects of the financial risk, in order to guarantee a proper organizational
framing and to accomplish the stability of financial intermediaries.
Economic literature has widely shown how the interplay between savings and investments, and
incomes, rests on the brokerage activity in order to reallocate resources from those entities focused on
the accumulation of savings; this activity affects the efficiency of the market, and has been the basis of
the constant relationship between productivity and economic growth experienced since the English
industrial revolution (Abel and Bernanke, 2005; Sylos Labini, 2005; Ehnts, 2012). Banks are able to
influence the market even beyond their entrepreneurial interests – and even beyond the interests of
depositors and shareholders – through credit assessment activities and by monitoring firms (Lemma
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2013): hence comes the awareness that banks’ activity can impact on the prospects for economic growth
of a Country, and the negative interactions stemming from an inadequate activity (Visco, 2016b).
The impact of banks – in accordance with instructions coming from European Union institutions – on
markets is the ultimate reason for which public supervisory authorities are appointed to monitor their
risk activity in order to guarantee their solvency. The most relevant regulatory acts in this field are the
Directive 89/299/EEC, the Directive 89/647/EEC (which has absorbed the contents of 1988 Basel
Accord I) and the Directive 89/646/EEC – so called “Second Banking Directive” (that marks the
abandonment of the substantive intervention policy of EU institutions on structural bases). Following
these regulations, the supervision of the credit system refers to an entrepreneurial benchmark
characterized by a prudential corporate governance (Minto, 2012; Ferro-Luzzi, 2004).
Regulating the banking governance shall – in order to properly accomplish an unavoidable supervision
activity – shape the banking activity to sound and prudential rules, so as to guarantee the general
stability, the efficiency and the competitiveness of the financial system (Mottura, 2009). Financial
intermediaries are therefore compelled to comply with those standards that supervisory authorities
appoint through their analysis (Goodhart, 2000). Such standards steadily tended to be evaluated
through cost-benefit analysis and quantitative impact assessments: these tools are essential to fully
evaluate intermediaries’ actual situations and conducts (OECD 2005). These monitoring techniques
have been supported – following the recent financial crisis – by macroprudential regulation
interventions, regarded «as a new approach… for adopting the more transformative remains open» (Andenas
and H-Y Chiu, 2014).
The necessity to implement “optimizing spaces” for the credit system – after being long suggested by
economists (Ciocca, 1982, p. 21) – was addressed by the Italian 1995 Consolidate Banking
Regulation (Testo Unico Bancario, legislative decree No. 385/1995 as subsequently amended). Art. 5 of
the Consolidate Banking Regulation poses the principle of the “sound and prudent management” of
financial entities: this principle marks the strict correlation between the patrimonial consistency of
banks’ operations and the arrangement of internal governance procedures adequate in order to carry
out new financial activities significantly more complex than in the past. The principle of sound and
prudent managements preserves a general (we might say, macroeconomic) objective of banking
regulation, which is nonetheless addressed by regulating individual entities through an individual (we
might say, microeconomic) approach towards a specific market condition. It must be further considered
that a strict connection exists between substantive goals and regulatory powers that must be assigned to
supervisory authorities: in order to properly accomplish their tasks, authorities must consider the
specific characteristics of each entity operating in the banking sector, and evaluate their capacity of
implementing sound and prudent management on the basis of the concrete situation addressed.
Therefore, banking activity encompasses both an entrepreneurial attitude – and its inner neutrality
towards the market – and the pursuit of public interests; as a consequence, the governance approach to
credit institutions should be considered a specific “subsection” within the general enterprise regulation.
The overlaps between banking regulation and general enterprise governance are mostly related to their
conducts, rather than to their substance (Masera, 2006). This major difference explains the disparity
between credit institutions and “traditional” enterprises in terms of applicability of general rules and
statutory autonomy, even if both these entities find a common ground in the relationship between the
two elements of autonomy and business organization: this two aspects, though, significantly differ in
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their concrete development in the market, both in terms of organizational decisions and supervisory
requirements that must be fulfilled in order to safeguard the public interests behind the financial sector.
On the basis of this consideration, it is clear how the corporate governance of banks is a pivotal
requirement to ensure the stability of financial entities, since the criteria that regulate the management
and control of credit institutions are strictly connected with the functioning of the credit organizational
system, and with the equilibrium of the financial sector as a whole. Such an aim is pursued through the
provision of corporate rules aiming at implementing risk-control systems against those conducts that
might compromise the objectivity and the impartiality of strategic decisions operated by banks
(i.e. which transactions should be operated, how resources should be allocated, which funding should be
granted, etc.)[9] as well as endanger the fair evolution of the financial system.
All these aspects lead to one, first, conclusion: the architecture of corporate governance in the credit
sector is instrumental to the proper development of banking activity. Such architecture has a deep
impact on bank’s business plans and goals (shaping the choices regarding their internal organization)
and on the management of current account transactions. The capacity of bank’s administrative and
supervision organisms to execute properly the various assignments that the sector regulation identifies
as mandatory is essential to create profits and realize the core business of banking firms. As a
consequence, the proper management of a bank is the core factor to assess its compliance with the
“sound and prudent management” principle, and the benchmark to be verified in order to evaluate its
very own reliability and its inclination to continue in the business.
The responsibility of corporate bodies should assure a well-balanced exercise of their duties and
powers: their choices must reconcile the profit-seeking purposes with a responsible assumption of the
risks implied, and this equilibrium is programmed by way of given management choices (rectius,
operational structures). If corporate bodies can accomplish these tasks with success, the banking
company will satisfy both private and public interests that constitutes the basis of its real essence.
It is clear that regulating the knowledge of those who are part of banks’ bodies, controlling the
information flows and imposing transparency towards stakeholders represent fundamental aspects of
the banking sector regulation: the independency of representatives as individuals, and of the bank as
institution, is necessary to avoid (sometimes even unaware) conditioning in its operations. Rules must
promote a management structure able to guarantee the adequacy of decision-making processes and to
avoid a laissez fair approaches. Such a mechanism is necessary considering that the market is not always
able to properly use the freedom granted by laws and regulators.
The “sound and prudent management” that characterized the banking sector supervision has been
roughly tested by the arising of the 2007 financial crisis: by undermining the general stability of the
financial system, the crisis forced the introduction of a regulation able overcome its effects and avoid
them to become irreversible (ex multis Venuti, 2009; Montedoro, 2009, and Masera, 2009). As a
consequence, European Union institutions promoted the adoption of “high quality” management
architectures in order to grant the corporate governance system with a central role, to properly enact
the instruments, methods and organizational assets that financial intermediaries must adopt in order to
reach an adequate entrepreneurial performance.

4. The normative framework arranged at EU level moves from the abovementioned bedrock in order
deal with the criticalities in the banking European system caused by the 2007 crisis and by its
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development. The provisions gathered in the CRR/CRD IV corpus (Directive 36/2013/UE and Regulation
575/2013/UE) provide – in a strict connection with the creation of the Banking Union that we already
investigated in the previous paragraphs – an important insight on the peculiarity of the credit system,
while simultaneously strengthening the public control over intermediaries. The CRD/CRD IV highlights
how the aim of the European legislator is improving the management of information within corporate
bodies in order to determine policies that, on one side, combine profitability and “sound and prudent
management” (Capriglione, 2015a) whereas, on the other side, can shape remuneration policies in
accordance with risk management strategy and the bank’s long-term development (Venturi, 2010).
Also, this intervention should be read in accordance with the law regulating the sanctions system and
the administrative procedure regarding their application, which is pivotal in order to overcome the
uncertainties related to the efficacy and the dissuasive attitude of the intervention (Council of the
European Union, 2010).
Despite fostering the transition towards new “high quality” organizational forms, the overall structure of
the new legislation seems to be still tied to the traditional view of corporate governance as a mechanism
to primary safeguard the position (rectius: the interest) of shareholders. The main consequence of this
approach is that EU interventions do not take into account their impact on the shareholding structures
as they currently are in the financial structure of banks.
A significant aspect is also the fact that the introduction of crisis management mechanisms for banks
involves – in terms of corporate liability – subjects other than the shareholders, traditional owners of
the capital risk.
In particular, this happens in those crisis management procedures where the aim of preventing
hazardous conducts by banking authorities (as well as the concern to protect taxpayers from the
economic burdens arising from these operations) led the legislator to increase capital ratios and
implement bail-in rules in order to include bonds and other credits – except for deposits within a
determined amount, that are granted with specific guarantees – in the resolution procedure.
In this context, the State aid regulation also plays a significant role: since economic aids coming from
Member States are held adequate to distort competition in the unique-market (Gebsky, 2009; Tesauro,
2012; Argentati, 2015), in the past the European Commission forbid any kind of aids for banking
institutions «even without excluding, as a matter of principle, a specific derogation…in the case of a systemic
crisis» of the credit sector (Liberati, 2014).
More in particular it has to be underlined that such a choice was consistent with the idea that every
reallocation of resources amongst sectors and enterprises should be considered as a potential alteration
of market equilibrium, therefore conflicting with the rules stated by Treaties of the European Union.
It must be observed, in particular, that the introduction of a general bail in principle for bonds – without
distinguishing on the base of the size of the issuing bank, or by the characteristics of the financing
scheme – has a significant impact on the general criteria of Italian corporate law, that recognises a
significant role of the shareholders in the definition of banking’s strategies as well as in the
identification of those who must be held responsible for the corporate management.
The relation between shareholders’ equity and their role in the banking governance seems to be
ultimately overturned: the new EU regulation for the banks’ crisis resolution affects credit institutions
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in which a part of the members is responsible for the management of the entity besides the board of
directors. These members have a significant interest in assessing the profits arising from a proper
balance between risks and returns: therefore, assigning them the accomplishment of this activity – that
was traditionally conducted by shareholders – seems to guarantee a consistent awareness to company
risk.
The roots on which bank governance is built up need to be re-shaped in order to enhance the aspect of
the congruence between risk and liability, which characterizes the essence of such roots. The recent
Italian experience recognizes to this law & economics background by means of the introduction of
the bail in mechanism, that modified the way to cope with banks’ crisis and enlarged the number of
subjects that should take responsibility in the occurrence of such events. Going more in details, the
implementation of the so-called MREL (Minimum Requirement for Own Funds and Eligible Liabilities)
provided by Art. 45 of the Directive 59/2014/EU and Art. 12 of Regulation 806/2014/EU – which was
adopted in Italy through Art. 50, par. 1, of legislative decree No. 180/2015 – by imposing to the banks to
maintain «on individual and consolidated base, a minimum amount of liabilities that can be susceptible to bail
in», subsequently reduces the application of the bail-in mechanism to credit (included within the 8%
general range of liabilities) whose characteristics are specified by the Bank of Italy, as provided by the
Art. 50, par. 6 of the legislative decree No. 180. Such a choice allows the Bank of Italy to delineate an ex
ante “bail-in zone” from which bank deposits will be excluded, while non-guaranteed bonds will
certainly not.
This stems from the obligation to respect – in the application of the bail-in – the principle of
proportionality as a fundamental parameter in the regulation of the European financial sector. The
principle of proportionality, in fact, operates not only as a guide-rule for the general process of
normative harmonization, but also as a mandatory rule imposing that any law should be applied
«following process that, one hand, minimize the costs related to the compliance to EU law and, on the other hand,
can orientate the financial intermediaries’ activity towards the aims of the related normative» (Troiano, 2015).
As a consequence, this principle must be further specified into the constant pursuit of a behavioural
conformity amongst market operators, that stands as the basis for a fair competition amongst peers in a
market free from disparities (Montedoro, 2015). Therefore, the bail-in’s effect (to convert credits in
liabilities) could be rationalized only moving from the fact that any intervention from the public
administration using its discretional powers should be limited to cases of strict necessity (as it is clearly
stated at point 102 of the European Court judgment of July 19th, 2016, that we will examine hereafter),
that is in proportion to the banks’ losses. In other words, it must be ascertained that – in any hypothesis
of bail-in – the result achieved would be the same that would have been reached through liquidation
procedures: the bail-in must be, though, a neutral intervention.
The very same logic behind the bail-in procedures can be found in the EU law on State aids: within this
regulatory framework, of particular interest is the analysis of the provisions on the so-called burden
sharing, which is a rule of solidarity between shareholders and other subordinated creditors. In fact,
these rules impose that shareholders, “hybrid capital security” holders and bondholders to «contribute in
reducing the lack of capital al much as possible» (European Commission, 2013 b) in order to justify
interventions in support of subjects (i.e. banks) in need for capital. Even if this “sharing obligations”
criterion is definitely compliant to EU law – also considering the fact that it aims at hindering conducts
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based on moral hazard that could have a significant impact on the community – it is clear that such a
provision has the concrete effect of assimilating bank’s creditors with risk capital owners.
The European Commission, in the above mentioned Communication dated August 1st, 2013, identified
the equalization as one of the different financial instruments that concur to the formation of banks’
capital; this consideration supported the choice of associating – in terms of effect of the “sharing” –
shareholders and others subordinated creditors in case of interventions based on banks’ financial
difficulties. On this aspect it must be observed that shares should definitely be considered primary in
terms of exigency of capital replenishment, whereas the same conclusion cannot be applied to
“subordinated loan”, even if the regulation of the banking sector classifies them as those patrimonial
elements that should be required to assess the capital adequacy in compliance with the provisions of
Basel III (and, then, to the technical standards it fosters).
On the other hand, subordinated loans – despite being part of an innovative view of financial
techniques, that refuse their traditional interpretation as values tied to business risk – must be kept
separated from those assets that are qualified as “share capital”. Those who own subordinated loans are
not able, in fact, to exert an influence on the banks’ choices and operations: as a consequence, their
participation should be considered in the calculation of the credit entity’s asset only partially, as it
similarly happens to hybrid financial instruments (which cannot be qualified as share capital) on the
basis of different reimbursement order of funding sources (Capriglione 2007).
Finally, in the above mentioned context, furthers element to be kept into consideration throughout this
analysis come from the innovations brought into the Italian system by the creation of the Banking
Union and, in particular, by the “Single Supervisory Mechanism” implemented at the end of 2013. This
new regulatory framework seems to be less appropriate to the utilization of informal moral
suasion techniques, since its major “distance” from the supervised entities makes the resort to these
instruments more difficult than before (Capriglione, 2015b). Moral suasion approaches are inefficient
because, in the context of the new multilevel architecture of the banking sector, the participation of
many different actors in the regulation – apart from requiring a significant effort in the development of
instrument to coordinate these entities – is a considerable hinder to their provisions’ authority and
persuasiveness.

5.

The possibility, contemplated by the European legal framework, to include the bond-holders

among those who are required to make up for the losses of the businesses, through a so called
mechanism of “internal” share of the losses, sparks off an innovation within the systemic set-up of the
banking undertaking. This novelty, as far as the Italian scenario is concerned, encourages to mull over
some aspects of a regulatory nature concerned with that legal system that may ultimately affect the
consistency of the legislative amendments more recently introduced by the EU legislation. Yet, also the
CG principles enunciated by the Basel Committee on Banking Supervision in as early as July 2015,
highlight the priority of the protection of the debt-holders’ interests, as opposite to that of the equityholders,[10] particularly in respect of the retail banks, as such introducing the principle of proportionality
in several occasions neglected (EBA Banking Stakeholder Group, 2014; Alessandrini et al., 2016;
Montedoro, 2016; Masera, 2016). Ultimately, these principles mark a significant progress in the logic of
the “inter-company relationships”.
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It is clear that, while the above-mentioned legislative trend, by interacting with the traditional role
played by the shareholders, gives rise to a sort of «structural misalignment…between the interest…of the
shareholders…and the interest…of the depositors and of the creditors in general» (Lamandini, 2015). Thus,
there is a decrease in the hiatus existing between the rights pertaining to the holders of the risk-capital
(equity) and the those vested with mere claims vis-a-vis the bank (i.e. creditors); accordingly, there is a
change in the traditional relationship between ownership, management and control which, as per the
demarcation line originally drawn by Berle and Means (1932), has traditionally characterised the topic
of the corporate control. In light of this, a revision of such principles on which the theory of the banking
entity business has lain for a long time is required. This theory has been analysed as regards the aspects
of the «ownership rights» on the capital, as a pre-requisite to have access to the governance; theory in
which the market dynamic, the business organization and the principle of authority end up being
mingled with each other according to multifarious modalities in search for an optimal structure,
characterized by financial balance (Jensen and Meckling, 1976; Stiglitz, 1992) and fair connection
between power and responsibility (Williamson, 2000).
Having said that, while in the past the highlight of the importance of the human capital and its access to
the business reality as origin of a power and, therefore, the start of its exercise in an authoritative way
had marked a notable opportunity to critically reassess the matter under discussion (Rajan e Zingales,
1998), what nowadays is at stake is the need for redefining the internal balance within the corporate
governance of banks, in light of the legal changed made to the relevant regulation. In other words, it is
essential to reassess the impact of the previous legislation which at the present has become inadequate
if the current mechanisms of organisation and functioning of the banking business were kept
unchanged. Upon a further analysis, these mechanisms have become all in a sudden obsolete, for the
reason that, as a result of the new resolution plan, it is, to say the least, anachronistic the legal
framework which vests exclusively the shareholders of banking institutions the exercise of the
authoritative power that identifies the essence of the corporate governance. And yet, as previously
underlined, nowadays among those who are deemed responsible for the negative consequences of
possible crises and/or mismanagement, there are also individuals and/or bodies which are different
from those who have appointed the management and the supervisory bodies of banks which have
become insolvent. Therefore it can be said that there is a substantial identification between the two
categories of both shareholders and debtholders. On their turn, these categories result in partaking in
business activities with modalities which are not different, as promptly emphasised by the financial
media who highlight: «many bank bondholders will find their investment is at substantial risk – of conversion to
equity, or of a “haircut” to its value, or of having its interest coupons eliminated» (Jenkins, 2016).
Therefore, a scenario is emerging where the start of the new kind of banking institution is kicking off.
Within this, the coherent application of criteria of rationality – both economic and legal – prompts the
introduction of opportune changes to the traditional model of “corporate governance” hinged
exclusively upon its linkage with the “capital” (that marks the lines – both legal and economic – of the
business entities under discussion and, therefore, the interrelated system of rights). Hence, the need,
duly put forward by scholars, of a specific legislative intervention aimed at rebalance the riskresponsibility relationship within the regulation of the banking corporate governance; unequivocal signs
of this phenomenon are, on the one hand, the expected introduction in subiecta materia of the «special
prerogatives… provided by Art. 2351, last paragraph of the Italian Civil Code (appointment of a member of the
board of directors and a statutory auditor) in favour of creditors» and, on the other hand, the clear
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recognition of the role of the guarantee funds (fondi di garanzia) in view of granting the latter the right to
«appoint a member of the management body and/or the supervisory one» (Lamandini, 2015).
In such a logic order that, similarly to what just highlighted, is aimed at taking into account the main
role played by the bond-holders within the business organization, emphasis can be placed on recent
studies, carried out in the USA, where a revision of the corporate governance model is put forward in
order to recognize to this category of stakeholders an adequate and relevant position, consistent with
their specific function (Schwarcz, 2016). More in detail, the analysis under discussion is based on a
linkage between bond-holders and corporate governance, as regards the risk-aversion which informs
their operational choices; hence, the originality of the action of such category which translated itself not
only in the cost-reduction but also in the effective reduction of the systemic risk.
It is clear how such a re-cogitation of the corporate governance model is not ascribable to the
motivations that have been represented above, with specific regards to the possible impact of the crisis
on different categories from the shareholders; however, it cannot be denied that, as a result of such an
investigation, the traditional link between ownership and power in the management of the business is
certainly overcome. It is worth briefly recollecting that, as from 2014, the Bank of Italy has taken on
board the market operators’ requests which claimed a stronger autonomy and independence of the
management body by given the possibility to such body «for purposes of both the appointment and cooptation of directors…to previously identify its own optimal composition in connection with the identified
objectives» by proposing the candidates’ professional profile; proposal that shareholders can decline
only with justified reasons (Banca d’Italia, 2014). This has justified the view that there is a new set-up of
the interests which lead the corporate governance of banks (Sacco Ginevri, 2016), since the breakup in
the traditional vision, indeed static, of the relationship between rights and obligations, which so far has
inspired the Preferred Shareholder Model.
Therefore, it can be affirmed that, for multifarious reasons – ascribable either to a more balanced
interaction between risk and responsibility (as can be inferred by the EU legislation) and to the
promotion of the medium-term business performance by reducing the volatility through new balances of
operational forms (as the transalpine studies seems to outline) – times are ripe for the implementation
of a legislative and regulatory change in the matter under discussion, in order to align the legislative
framework to the facts, the law to the evolution of the history.

6. An indirect confirm of the conclusions previously reached is offered by the precise orientations
rendered by the domestic and European Court of Justice’s case law, which includes evaluations that –
joined with the recent special regulations – univocally converge on the idea of a substantial equivalence
between the position of shareholders and subordinated bondholders.
Regarding the orientation of the domestic case law, the reflections expressed by the Court (Tribunale) of
Arezzo in the decision dated February 11th, 2016 – related to a trial that followed the activation of the
resolution procedure towards the «four banks» (CariFerrara, Banca Parma, Popolare dell’Etruria and
CariChieti), submitted to the measures adopted by the Bank of Italy for the distressed financial situation
they were facing –through which BPEL has been declared insolvent (Rossano, 2016, p. 73 et seq.).
The Court, in analyzing the application of the resolution program – that, amongst other measures,
envisaged the integral reduction of the reserves, the share capital and the subordinated bonds contained
in the own funds of the relevant institutes – after having stressed the «complete harmony» between the
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Italian legislation (legislative decree No. 180 and No. 181 of 2015) and the European directive regarding
the banking crisis (Directive 2014/59/UE), examined the positions of the different category of creditors
(shareholders and subordinated bondholders), coming to conclusions extremely relevant for a precise
clarification of the subject matter we are examining. Specific reference is made to the statement
according to which «the position of the shareholders and the subordinated bondholders (…) appears
substantially uniform, as they both participate, even if in different ways, to the risk capital»; this specification
does not raise any doubt on how the legislative and regulatory innovations must be read, innovations
that, in practical terms, allow to consider overcome the distinction of roles (and, thus, the differences in
terms of risks’ consequences) of the participants to the (debt and equity) capital (that address towards
unitary configuration).
We will not analyze herein the effectiveness of the reasons upon which the competent authority,
according to its discretionary power, adopted specific measures in an economic situation clearly not
appropriate to guarantee the respect of the prudential requirements mandatory for the continuity of the
business activity. What has to be underlined is, instead, the recognition, by the Court, of a necessary
assimilation between shareholders and debtholders in the assumption of the management risks and,
therefore, in the loss sharing arising from mala gestio.
As anticipated, also the European case law takes into account the systemic change deriving from the
new banking crisis regulation. Reference is made, in particular, to the decision of the European Court of
Justice dated July 19th, 2016 regarding the lawfulness of the burden sharing measures[11]. In this decision
the Court, dealing with the issue of the burden sharing, accedes to an interpretation of the bail-in
procedure in which, while recognizing the complete legitimacy of such procedure, regarding the issue of
the State aid specifies that it is still possible to allow (even if only in specific cases) deviations from the
ban imposed by the European legislation.
More in particular, is cleared that the «specific exceptional circumstances», provided for by the current
legislation, have to be read in light of the well-known criteria of «equal treatment» and «protection of
legitimate expectations». In this regard, points 41, 43 and 44 of the mentioned EU Commission
Communication dated August 1st, 2013 are recalled, specifying that «the granting of a State aid implies,
primarily, that the losses are absorbed through the share capital and then, in principle, a contribution from the
subordinated creditors»; this criteria can be waived, in accordance with «point 45», if the aforementioned
contribution could «damage the financial stability» of the bank or could lead to «disproportionate results».
It is clear that putting into correlation the system of the aids with the aim of «fixing the financial turmoil
that affects the economy of a Member State», leads to recognize to the Commission the discretional power
to define the criteria according to which evaluate the compatibility, with the internal market, of the
measures adopted by the Member States, limiting – with the communication of its decisions – the
perimeter of the intervention faculty.
The attention dedicated by the Court to the «burden sharing measures» – from which it is possible to
deduce some space for a flexible interpretation of the exceptional circumstances provided for by the
relevant legal framework – takes certainly into account the substantially equal position that the new
banking regulation recognizes to shareholders and to subordinated creditors of the those banking
institutions interested in a waiver. In this regard, it is crucial the excerpt of the decision where it is
specified that, according to the above mentioned Communication of 2013, «the principle according to
which no creditor can be left disadvantaged should be respected»; thus «subordinated creditors should therefore
not receive less, in economic terms, than what their instrument would have been worth if no State aid were to be
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granted» (point 77). This is an unequivocal reference to the well-known «no creditors worse off» principle
(aimed at containing the losses of any creditor within the limits provided for by the cases of the
“administrative compulsory liquidation”) from which derives the conclusion adopted by the Court,
according to which «the burden-sharing measures on which the grant of State aid in favor of a bank showing a
shortfall is dependent cannot cause any detriment to the right to property of subordinated creditors that those
creditors would not have suffered within insolvency proceedings that followed such aid not being granted» (point
78).
There is no doubt that this conclusion, reaffirming the limits of the «burden sharing» in order not to
cause any detriment to the rights of the subordinated creditors, shows an implicit acknowledgment of
the modification of the legal position of such creditors. The preliminary elements of a legal framework
not compliant with the “risk /responsibility” criteria can be identified, criteria that must distinguish the
participation to the corporate structure. Hence, an indirect confirmation of the necessity, arisen in this
work, to reconsider the special legal framework applicable to the examined matter.
Lastly, also the recent decision of the European Court of Justice dated November 8th, 2016[12], in which
the application for annulment of an injunction of capital increase requested by the Irish Ministry of
Finance has been rejected, seems to be oriented in identifying a substantial change in the traditional
position of the banks’ shareholders. This decision was taken because the Court, in light of the systemic
stability, choose the option of a capital increase, thus reducing the right of the shareholders to
autonomously adopt management decisions. It is clear, therefore, that, at a time of emergency, an
authoritative intervention reversing the traditional powers of the banks’ ownership structure can be
justified. This decision is in line with the scholars’ orientation that, in the aftermath of the 2007/2009
crisis, represented the complexity – in the “banking resolution regime” – of a balance between
prudential regulation and shareholders’ rights (Alexander, 2009).

7.

Both creditors and shareholders benefit from the distribution of the company cash flows and from

the company’s well-being. Nevertheless, as consequence of the different results’ partition, risk appetite
and risk tolerance of the two groups of investors are completely different. The contrasts and the
conflicts of interests are intensified during periods of financial stress. The shareholder and the manager
appointed by the latter are insiders that might try to coerce the risks profile, privileging short-term
returns, even if this could threaten the business continuity. On the other hand, the debtholder’s
principal aim is not to undermine the company’s equity structure and not to coerce the expected
returns.
The company’s optional model offers an interpretation of the shareholders and debtholders completely
different from the traditional one. More in particular, it reverses the conventional wisdom that assigns
to the first the role of owners and to the second the one of creditors stakeholders. In case of debt
financing, the shareholders “offer the company” to the debtholders. The shares can be considered as a
call option with an exercise price equal to the debt nominal value, written on the value of the company’s
assets. According to this interpretation, it can be affirmed, if anything, that the debtholders are the
“owners” of the company that have moreover offered to the shareholders a buy-back option. In light of
these reflections, it is still appropriate to reconsider the traditional corporate governance models which
assign a main role to the shareholder. OECD principles states that «the corporate governance framework
should protect and facilitate the exercise of shareholders’ rights» (OECD, 1999 and 2015).
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The above mentioned reflections become even more pertinent for a bank, as a consequence of its special
characteristics and particularly as a result of the legislative changes – extensively analyzed in this work
– designed to regulate banks’ resolutions that assign peculiar obligations and duties to the subordinated
bondholders. The new recommendations on the banks’ corporate governance concerning the role of the
shareholders and the creditors recently elaborated by the BCBS are more articulate and well-balanced
(2015).
It is not easy to draw conclusions on the on-going legal and economical processes previously analyzed.
It is still possible, though, to take the cue from the hypothesis here described, in light of the special
legislation’s evolution and the case-law interpretation.
In the current context of structural and functional developments inspired by the recent crisis, the
change deeply interested not only the organization of financial intermediaries, but also the logic behind
the banking governance model. On the contrary, the new paradigm that distinguishes the latter – in
conferring a peculiar importance to the identification of the criteria suitable to obtain optimal
management’s results – does not take into account the substantial equalization between shareholders
and subordinated debtholders, now responsible for hypotheses of mala gestio of the former without a
distinction of obligations. Reasons of fairness – in addition to a necessary consistency with a proper
interpretation of the power/duty relationship, which is a characteristic of the corporate relationships –
impose a regulatory reinterpretation of the here examined matter, in order to create an effective balance
(currently not present) between the parties of the banking system.
If the evaluations developed in this work are correct, it is necessary to carefully examine how to actually
intervene in order to support a different incentive and check and balance internal system. These
developments require analysis and researches that have not been herein expanded upon, but that are
consistent with the principle that it is clearly establishing, according to which banks’ shareholders
meeting and board of directors must promote a sustainable success that is beneficial to all the
stakeholders.
Obviously, it will be necessary – also through eventual modifications of the bail-in regulation – to
search for the possibility of giving room to the debtholder in managing the company; hence, the
complex set of problems that will be dealt by the regulator in relation to the identification of the
contents of the legislative intervention to adopt and to the choice of the technical forms suitable to
accomplish the predetermined aim. This with the evident risk of creating some confusion in the roles
and responsibilities (in case of a co-management between shareholders and debtholders). In this
regard, it has to be considered that in Italy also the 1942 civil code envisaged an involvement of the
debtholders, granting to the debtholders meeting the authority to resolve upon decisions that could
affect their respective rights.
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Appendix – The option theory approach for stocks’ valuation
The origins of the financial models must be found in the article by Black and Scholes (1973) on the
pricing of options, as well as in two papers by Merton (1973, 1974) on option pricing and on the risk
structure of the interest rates (Duffie, 1997). The novelty of the approach was described as follows by
Black and Scholes:
«It is not generally realized that corporate liabilities other than warrants may be viewed as options. Consider, for
example, a company that has common stock and bonds outstanding and whose only asset is shares of common
stock of a second company. Suppose that the bonds are “pure discount bonds” with no coupon , giving the holder
the right to a fix sum of money, if the corporation can pay it, with a maturity of 10 years. Suppose that the bonds
contain no restrictions on the company except a restriction that the company cannot pay any dividends until after
the bonds are paid off. Finally, suppose that the company plans to sell all the stock it holds at the end of 10 years,
pay off the bond holders if possible, and pay any remaining money to the stockholders as a liquidating dividend.
Under these conditions, it is clear that the stockholders have the equivalent of an option on their company’s
assets. In effect, the bond holders own the company’s assets, but they have given an option to the stockholders to
buy the assets back. The value of the common stock at the end of 10 years will be the value of the company’s
assets minus the face value of the bonds, or zero, whichever is greater».

In other words, the equity of a limited liability corporation is equivalent to an option on the total asset
value of the firm. The enterprise value can be measured by the price at which total liabilities can be
bought in the market. A simple graphic presentation is offered in Fig. a.1 below.
Fig. A.1 –Stocks and Bonds: graphic illustration

The enterprise value (VT) is given by the sum of the values of stocks (ET) and bonds (BT).
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The value of a bond (BT) is equal to the difference between the values of a risk-free bond (BT*) and a put
(PT).

The value of a stock (ET) is equal to the difference between the value of a forward (FT*) and a put (PT).
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