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normative context of soundness. The taxonomy is connected to the theoretical arguments for
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thesis according to The Story of the Bank, which includes the formation, operation and failure
of banks. In each regulatory area, relevant EU legislation as well as Swedish, Danish, British
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The investigations in the thesis are made partly from a law and economics perspective.
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of capital requirements, soundness is fostered by standards for structures and systems related
to banks’ risk management. Banks in trauma are addressed by regulation aiming at restoring
soundness in a financial sense. The thesis also discusses the macro-prudential turn in banking
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1 Introduction 

1.1 Opening remarks 
Let me begin by telling you The Story of the Bank. Once upon a time there 
was a Bank. Like other banks, it was started up at one point and began its 
business. The years went by and the business developed in many ways. But 
there is no “happy ever after” in our Story of the Bank. For one reason or 
another, the Bank will sooner or later end up unable to continue its business. 
As a result of this, the Bank will be either dissolved or taken over by another 
bank. And so the life of the Bank, as we know it, ends. The Story of the Bank 
marks out three phases of banking: formation, operation and failure. The 
phases correspond to the chosen set up for the problem description, the aim 
and objectives and the outline of this dissertation. I will clarify these three 
components in the coming sections. 
 The first chapter of this thesis introduces the topic of banking regulation 
and establishes the frames of the study. The first part starts with a problem 
description of the regulatory challenges related to banks (1.1.1). Following 
this, the general aim and objectives of the study are presented (1.1.2). An 
outline for the dissertation, which is connected to the purpose and problem 
description, is also included (1.1.3). 
 The second part of the chapter establishes some of the restrictions of the 
study by presenting certain central terms (1.2.1), the selection of regulatory 
areas (1.2.2) and the comparative objects in the study (1.2.3). 

1.1.1 Problem description 

Banking is one of the world’s most regulated industries.1 This is a result of 
the specific nature and role of banks in society. Today, a functioning banking 
system is a central part of the modern economy as a whole, as well as for 
most people on a daily basis. Banks play an essential role in many economic 
activities. They are the most crucial actors in the network of financial 
institutions. Moreover, there is a strong interdependence between banking 
and other institutions in the financial sector, due to the constant flow of 

 
1 A. N. Berger, et al., The Oxford Handbook of Banking, p. 95; 
J. A. C. Santos, Bank capital regulation in contemporary banking theory: A review of the 
literature, p. 3; 
H. Zhu, Capital regulation and banks’ financial decisions, p. 166. 
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capital from one financial institution to another. For these reasons, the 
banking industry is a very vulnerable part of the economy. Distress in a bank 
may cause severe damage to the economic system as a whole.2 One such 
dangerous scenario is a bank run. When many depositors simultaneously 
withdraw their deposits from a bank, this may cause liquidity problems since 
the bank does not hold enough funds available to cover such a large amount. 
In the worst cases, the lack of liquidity becomes unmanageable, sometimes 
with insolvency as a corollary, and the bank fails. Damaged confidence for 
one bank may spread to other banks and financial firms, resulting in their 
failure. The central importance of banks for economic welfare and the 
potentially large negative impact of failure in the banking market are the two 
main causes for the high degree of regulatory intervention in this sector by 
governments around the world.3 

It is impossible to introduce a dissertation on banking regulation without 
referring to the financial crisis, which peaked in 2008 with the failure of the 
Lehman Brothers investment bank.4 The crisis resulted in great financial 
difficulties for a large number of banks and has been discussed as the 
greatest crisis in the history of finance capitalism.5 Even though the financial 
crisis of 2008 has had a very large and global impact, it is far from the first 
time a financial crisis has occurred. On the contrary, crises and recessions 
seem to repeatedly strike the economy.6 This is related, among other things, 
to the inherently procyclical nature of finance.7 Changes to regulation are 
often made in response to financial instability. Indeed, financial regulation is 
often described as cyclical – just like finance itself.8 Over the years, the body 
of rules regulating the financial field has grown enormously and covers most 

 
2 A. Busch, Banking Regulation and Globalization, pp. 23-25; 
E. P. Ellinger et al., Modern Banking Law, p. 27. 
3 For legal motives in British and Swedish preparatory works, see: 
Cm 7667, Presented to Parliament by The Chancellor of the Exchequer by Command of Her 
Majesty, Reforming financial markets, July 2009; 
Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, pp. 
172-263. 
4 The financial crisis erupted in 2007 and has had far-reaching effects on the global markets and 
politics. The peak of the crisis is often referred to as the collapse of Lehman Brothers investment 
bank in September 2008. In this thesis, the crisis will be referred to as the financial crisis of 2008. 
5 Financial Services Authority, The Turner Review, A regulatory response to the global banking 
crisis, March 2009, p. 5. 
6 A. N. Berger, et al., The Oxford Handbook of Banking, p. 700-720. 
7 C. A. E. Goodhart, Is a less pro-cyclical financial system an achievable goal?, pp. 81-90. 
8 Financial market regulation is cyclical. This is sometimes referred to as the regulatory business 
cycle, see L. Zingales, The Costs and Benefits of Financial Market Regulation, pp. 32—;  
R. Rajan and L. Zingales, Saving Capitalism from the Capitalists; 
D. Green, Political Capture and the Regulatory Cycle: How should it be addressed (in S. Pagliari, 
ed., Making Good Financial Regulation), pp. 136—. 

The swinging of financial regulatory intensity has also been described by J. C. Coffee as the 
“Regulatory Sine Curve”; see J. C. Coffee, Bail-Ins Versus Bail-Outs: Using Contingent Capital 
to Mitigate Systemic Risk; 
See also: R. Romano, Regulating in the Dark;  
L. E. Ribstein, Bubble Laws, pp. 77-96. 
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aspects of financial operations, not least in the banking sector. As a response 
to the recent financial turbulence, a great many regulatory reforms and 
stricter rules have been adopted. Supervision and control of the financial 
markets are especially attended to. The rules and regulations applicable to 
the various financial activities play a vital role for how the economy at large 
functions. The construction of the legal system is thus a matter of 
fundamental value to the real economy and the society. Banking regulation is 
at the core of these issues. 

The motives for regulating banks are largely economic. The economic 
character impacts any study in the field of banking regulation. Banks operate 
in the context of the financial markets. A well-functioning market is often 
referred to as efficient.9 Aims such as competition, growth, economic 
development and optimal allocation of resources are related to, and included 
in, an efficient market. Regulation should, it is often said, promote these 
aims.10 Other aims of financial market regulation are stability, confidence, 
transparency and investor protection. These aims have been especially 
attended to as a reaction to the latest financial crisis. The aims of financial 
regulation are relevant, to various degrees, for the regulation of banks.  

The purpose of this dissertation, which will be described further in the 
next section, is to study some of the legal aspects of banking. Economic aims 
and arguments are not per se objects of this study. Economic arguments like 
those described above, are used to draw up legal concepts which correspond 
to the desirable result of a regulation. Financial market aims, and banking 
market aims, are transformed into legal rules and concepts. The working 
process of this study started with mapping out a few areas of banking 
regulation, which formed The Story of the Bank, as presented on the first 
page (see also 1.2.2). The areas included legislation, preparatory works and 
also selected cases of supervisory decisions (e.g., sanctions on banks). 
During the examinations and analyses, an expression appeared repeatedly in 
the legal material in the studies. This expression was soundness. It is often 
stated, in statutes and other legal contexts, that banking business must be 
conducted in a sound manner.11 Various legislative measures aim to achieve 
soundness. Banks are sanctioned for conducting business in an unsound 
manner. In Swedish law, which is one of the main objects in this thesis, there 
is a legal provision stipulating that “a credit institution’s business shall /…/ 
be conducted in a sound manner.”12 Soundness is a normative tenet and a 
concept of law.13 Yet it is of the same general and vague character as the 
 
9 The term is explained under 3.2.2. 
10 See e.g., Regeringens proposition 2002/03:139, Reformerade regler för bank- och 
finansieringsrörelse, p. 1. 
11 See Chapter 5. 
12 Lagen (2004:297) om bank- och finansieringsrörelse (The Banking and Financing Business 
Act, SFS 2004:297), Chapter 6, Section 4: Ett kreditinstituts rörelse skall även i andra avseenden 
än som sägs i 1–3 §§ drivas på ett sätt som är sunt. 
13 See 5.3. 
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previously mentioned aims for banking and financial market regulation: 
efficiency, competition, growth, stability, confidence, transparency, and so 
on. Soundness stands out, however, as it appears as a normative prerequisite 
in legal rules. Soundness has economic aspects and legal aspects, and 
possibly moral aspects also. Soundness is a connective concept; it links 
together the status of a bank to regulatory motives and economic aims. 
Evaluation and discretion are needed to construe and apply such a concept. 
Soundness is, moreover, a word used in everyday language, not least in 
political debates on financial markets issues. The concept of soundness has 
recurred time and again in my studies. It seems to permeate banking 
regulation. Arguably, it is an overarching objective of all banking regulation: 
to achieve sound banks. This brings forth scientific implications that are 
worthy of attention. This study examines how the concept of soundness is 
used to regulate and supervise banks. In the next section, I present the 
general aim and objectives of the study. 

1.1.2 General aim and objectives 

The general aim of this study is to examine how the normative concept of 
soundness functions in the regulation and supervision of banks. The 
objectives of this examination are to present insights into how banking 
regulation and supervision functions in general and how the financial crisis 
of 2008 has affected banking regulation and supervision. 

Soundness is a concept used both in legislative measures and in the 
explanatory statements on supervisory interventions in banks. It is a concept 
closely linked to the character of banking business. Many other concepts are 
relevant when banks are regulated. As discussed above, there are arguments 
and reasons for regulation such as efficiency, competition, confidence and 
stability, to mention a few. Such objectives could easily be seen as 
overarching tenets for banking regulation, and indeed they are. Soundness is 
a concept akin to efficiency, competition, confidence and stability. They all 
have to do with regulatory goals. However, neither efficiency, competition, 
confidence nor stability are normative concepts directed at the operations of 
banks.14 Soundness stands out, as it functions as an explicit standard for 
banking activities. I have found no other such concept that has the nature of 
a regulatory goal and also has a distinctive prudential function. For these 
reasons, I believe the focus on the soundness concept will provide a good 
frame of the analyses of banking regulation in this thesis. The focus on a 

 
14 Financial stability is referred to as a necessary parameter for the supervisor to consider when 
making specific decisions related to cross-border corporate groups and foreign companies. See 
e.g., Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 15, Section 15; Chapter 15 b, 
Section 1, 2, 4. Likewise in Danish law, Lov om finansiel virksomhed (LBK nr. 174 af 
31/01/2017), Section 344 sets out stability and confidence as objectives for the financial 
supervision. 
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concept, and the use of a concept as a tool to analyse legal material, may 
appear as a prima facie restriction to a study, which would steer the 
researcher in structuring and examining the material. The establishment of a 
concept may indeed form a very restrictive working method, which raises the 
risk that the researcher could become biased with respect to the findings and 
results of his endeavours. This is not the working method of this dissertation, 
however. The idea of using the normative concept of soundness is not to 
steer or restrict the study from a prima facie determined perspective. As 
already mentioned in section 1.1.1, the working process of my examinations 
in this dissertation took its departure point in The Story of the Bank and in 
the analyses of three areas of banking regulation (both legislation and 
supervisory decisions). In these examinations, soundness appeared as a 
recurring concept in the regulation of banks. Soundness eventually emerged 
as the red thread and leading motive of the examinations. From this 
perspective, the soundness concept can be described as the result, not the 
departure point, of this study. 
 Something must be said about the meaning of concept. The idea of 
focusing on soundness in this study is to shed light on a highly complex area 
of law by using a concept as a tool for the analyses. I will not restrict my 
analyses to using only material (legal rules, preparatory works or supervisory 
decisions) where the exact term or word soundness is detectable, since this 
would narrow my material to a point where it would be inadequate. What is 
relevant is to analyse the material from a functionalistic approach related to 
soundness in a wider sense. A context of soundness needs to be established. 
The emphasis is on the functions, reasoning and arguments related to 
soundness in banking. To further clarify, in some of the banking regulatory 
material used in this thesis, the word soundness may not be explicitly used, 
but the reasoning and arguments in the material correspond to the contextual 
meaning of soundness. The term concept should thus be understood in its 
broadest sense, including the use of soundness related arguments in banking 
regulation. The concept of soundness is placed in a context of soundness by 
the establishment of a taxonomy which relates soundness to confidence and 
stability. The taxonomy of soundness – confidence – stability constitutes the 
normative context of soundness in this study. The taxonomy is employed in 
the evaluation and discussions on banking regulation with a view to 
providing a fruitful discussion on the regulation of sound banking. Chapter 5 
establishes the normative context of soundness by proposing the taxonomy 
soundness – confidence – stability. The methodological ground for my 
conceptual analyses is found in Chapter 2. 
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1.1.3 Outline 

Examining the normative concept of soundness, and its functions in the 
regulation and supervision of banks, requires first the establishment of the 
objects of study, namely, what is included in banking regulation, which parts 
of this regulation the study is confined to and the choice of comparative 
jurisdictions (Chapter 1).  Second, the research methods are presented 
(Chapter 2). Third, a descriptive background to financial markets, banking, 
banking law, banking regulation theory and regulatory structures is 
necessary (Chapters 3-4). Fourth, the concept and context of soundness must 
be elaborated on and established (Chapter 5). Fifth, the selected objects of 
substantial banking regulation is analysed (Chapters 6-8). Last, conclusions 
and reflections are made on the functions of soundness, the functions of 
banking regulation and supervision and the effects of the crisis of 2008 on 
the regulation and supervision of banks (Chapter 9). 

In more detail, the dissertation is structured as follows. This chapter 
includes a presentation of the problem description, the aim and objectives 
and the outline of the dissertation. The term regulation, as it is used in the 
study, is defined, and three areas of banking regulation which will be 
analysed are mapped out. The Story of the Bank forms the storyline for the 
presentation of the chosen areas of substantial banking regulation. There is 
also a section about the comparative objects, the jurisdictions, included in the 
study. 

Chapter 2 deals with methodological issues and provides the theoretical 
underpinning for the conceptual approach to the study. The law and 
economics perspective is discussed and the chapter gives reasons for the 
employment of economic arguments and theories as a method in the 
dissertation. The chapter also includes methodological aspects on the 
comparative analyses, the legal material used in the study and the approach 
to banking regulation and supervision. 

As a substantial introduction to the topic of banking regulation, the 
financial and legal context is presented in Chapter 3. The chapter seeks to 
provide a basic understanding of the financial markets and the capital 
markets – which constitute the context where banks operate. The chapter 
proceeds with a description of how banking and banks function, both in a 
financial sense and by legal definitions. Banking regulation and 
jurisprudence are also presented, including examinations of capital markets 
law and banking law. This chapter forms an explanatory background to the 
continued study. 

Several jurisdictions are included in the study, and Chapter 4 presents the 
regulatory structures of the chosen jurisdictions, as a background to 
understanding the legal environment for banking. The chapter provides an 
overview of the markets, regulation and supervision of each jurisdiction in 
the thesis. Chapter 4 also comprises the economic theory of banking 
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regulation. The theoretical fundaments will be used throughout the 
dissertation in the continued analyses. 

Chapter 5 establishes the normative context of soundness. Here, the 
concept of soundness is analysed in depth in EU law, Swedish law and by a 
comparative outlook into Danish, British and American law. Through these 
analyses, a taxonomy of soundness – confidence – stability is proposed, 
which describes the normative context of soundness and which will be used 
in the coming analyses of the chosen banking regulatory areas. 

The first phase of substantial banking regulation is analysed in Chapter 6, 
on bank formation. The chapter deals with the requirements connected to the 
authorisation of banks. The legislative requirements and regulation of bank 
authorisation in the chosen jurisdictions and three selected supervisory 
decisions are discussed from legal points of view and also with a law and 
economics perspective. The normative context of soundness and the 
taxonomy soundness- confidence – stability are applied. The purpose of the 
chapter is to examine how soundness functions in the authorisation of banks. 

Chapter 7 contains the regulation of banking operation. Capital 
requirements for banks are the objects of the analyses in this chapter. Some 
other closely linked standards, such as leverage and liquidity ratios, will also 
be touched upon. The structure follows that of the previous chapter and it 
includes an investigation of the international regulation on capital adequacy 
(the Basel standards), and of the regulations of the chosen jurisdictions and 
four case analyses of supervisory interventions related to capital adequacy 
and other similar standards for banks’ operations. The analyses are conduced 
based on legal considerations and additionally with the help of law and 
economics arguments. The analyses are presented with the purpose of 
examining how soundness, in its normative context, functions in the area of 
capital requirements.  

In Chapter 8, banks in trauma and bank failures are studied. This chapter 
targets some of the special regulations for dealing with banks that run into 
liquidity problems or even insolvency, or where banks fail because their 
banking authorisation is withdrawn. A similar outline is used in this chapter, 
as in the two previous chapters. Legislation and supervisory decisions (four 
cases) are analysed first from legal points of view and also from law and 
economics considerations. The analyses are related to soundness and its 
functions in the studied regulations and decisions.  

Chapter 9, Concluding reflections, is the final chapter of the thesis and is 
divided into conclusions of the study and reflections on the discussions 
contained in the thesis. The Chapter summarises the analyses in the 
dissertation as a whole and offers some reflections on these. It also includes 
a discussion on future issues of importance in the field of banking regulation 
which would benefit from further research. 
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1.2 Objects of study 

1.2.1 Banks and regulation 

This study is concerned with banking regulation. The following sections 
present the objects of study closer by describing the regulatory areas selected 
for the coming analyses. The regulatory areas in this study mainly include 
prudential regulation of banks, which is the regulation concerned with 
ensuring that banks are solvent and financially well managed.15 Banks are 
also subject to other forms of regulation, not least consumer and investor 
protection requirements. Such requirements are sometimes referred to as 
conduct regulation16, and are not per se objects of this study. Regulation 
based on refined consumer or investor protection reasons is not analysed in 
this study. However, aspects related to investor protection are part of the 
prudential regulation of banks. One central example is deposit insurance, 
which is motivated from protecting depositors and the banking system in 
large.17 The difficulty for a bank’s depositors and other investors to assess 
the solvency and financial status of a bank may have negative implications 
on the banking market, and thus there is a need to include measures with 
investor protective effects in the prudential regulation of banks. Various 
aspects of investor protection, within the prudential regulation of banks, are 
therefore included in the analyses in this thesis. 

The terms banks and regulation require some initial explanation. Banking 
activities, such as credit granting and lending, may be conducted by financial 
institutions other than banks. However, for the sake of conformity, I have 
chosen to only address banks as entities in this study. Closer definitions of 
banks and banking are provided in section 3.3.  

In most contexts, it is common to use the phrase regulation and 
supervision in order to include both the legal frameworks and the financial 
supervision. It also marks a division between the set of rules and the 
application or enforcement of the rules. However, the term regulation 
comprises both rule making and supervisory activities. Supervisors regulate 
banks by issuing rules of different kinds, controlling the compliance of the 
rules and exercising supervision of the regulated activity. In this thesis, the 
term regulation will be used in this broader sense. Supervisory decisions are 
thus a part of the regulation of banks. When explicitly discussing 
supervision, the term supervision will of course be used. Sometimes I will 
refer to regulation and supervision, when there is a need to emphasise the 
inclusion of both the rules and their enforcement by supervision.  

 
15 H. M. Schooner and M. W. Taylor, Global Bank Regulation, principles and policies, p. xii; 

M. Dewatripont and J. Tirole, The Prudential Regulation of Banks, p. 5. 
16 See 5.4.1. 
17 More on deposit insurance is found in 4.3.3. 
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An important restriction to the objects of this study is the time limit; 
regulatory material (legislation, other rules and supervisory decisions) made 
public after August 30, 2016, has only by way of exception been regarded in 
this study. 

In the next section, the restrictions of the objects of study are presented 
and explained. The Story of the Bank, as initially presented in the opening 
remarks, is used to select regulatory areas which will be examined in the 
study. 

1.2.2 The Story of the Bank 

The analyses of substantial law in this dissertation are presented as a story, 
according to the phases in the storyline presented at the very beginning of the 
dissertation. The Story of the Bank includes the start-up of the bank, the 
carrying out of banking business and the closure of the bank because of 
trauma or failure. The three phases are: formation, operation and failure. 
Thus, the study deals with: 1) the formation of banks (authorisation), 2) the 
operations of banks (capital requirements), and 3) the failure of banks (banks 
in trauma).  
 The three phases represent three fundamental areas of banking regulation. 
Naturally, there are several other areas and regulatory aspects of banking that 
are interesting. The study focuses on the three areas presented in order to 
keep to central and fundamental analyses of banking regulation. The vast 
amount of regulation in the banking field requires clear boundaries in a study 
such as this.  
 The first phase, formation, includes the first set of rules faced by a bank. 
Banks need authorisation to commence their business and are closely 
examined even before they enter the market. The initial requirements on the 
start-up of banking need continually to be fulfilled by the bank and are 
controlled by the supervisor. The requirements of authorisation are thus 
connected to the continuing standards for running banking business. The 
second phase, operation, could potentially include many different rules and 
regulations on banks’ operation of their businesses. I have chosen capital 
requirements, as that is one of the most central regulatory tools in the 
banking field. Requiring certain capital standards in a bank, especially if the 
required capital is risk related, is connected to banks’ special position in the 
financial markets and the theories underlying deposit guarantee schemes and 
complex of problems related to moral hazard. It is also a regulation of quite 
long tradition, unlike some of the new rules adopted as a response to the 
financial crisis.18 Moreover, my choice of capital requirements is motivated 

 
18 E.g., the restrictions on the number of directorships for board members and executive officers 
in banks (see Directive 2013/36/EU of the European Parliament and of the Council of 26 June 
2013 on access to the activity of credit institutions and the prudential supervision of credit 
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by the fact that supervisory decisions exist where banks have been 
sanctioned due to breaches of capital requirements. Indeed, all three areas are 
chosen from a regulatory approach to the study, which brings focus on 
supervision and other regulatory structures, motives for the prevalence of 
rules and regulations and overarching features of regulation.19 Many sets of 
rules could be relevant to bank operations. Corporate governance rules, for 
example, are highly topical after the financial crisis of 2008. As sanctions 
from financial authorities for breaches of these rules are scarce, I have opted 
for an area of regulation where sanctions are much more frequent, namely, 
capital requirements. The third phase, failure, forms the final part when risks 
in banks are realised and in need of regulatory attendance. The issue of 
banks in trauma is a highly political one and was pinpointed during the 
financial crisis of 2008. The EU has adopted a whole new approach to 
managing banks in trauma. In the final phase, banks face difficult situations 
of potential failure.  

The reasons for the presented outline are several. First, the three areas in 
the study serve as a presentation model for pedagogical reasons. It is much 
easier to make a sufficiently coherent and defined study if clear boundaries 
for the research are drawn up beforehand. Second, my storyline contributes 
to the understanding of banking regulation. By using this approach, some of 
the main characteristics and features of banking regulation are presented 
connectively and in a context. Authorisation, capital requirements and banks 
in trauma will always require regulation of some sort. Third, the storyline of 
the rise and fall of the Bank will hopefully add a new perspective to banking 
regulation. In times of financial instability, when emphasis on prohibiting 
banks from becoming too big to fail20 is enhanced and a seemingly never-
ending stream of regulatory reforms are enforced in this area, it is of some 
comfort to remember that the formation, operation and failure of individual 
banks will always need regulatory attendance. The Story of the Bank is a 
timeless theme. The next section presents the use of foreign material in the 
study. 

 
institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 
2006/48/EC and 2006/49/EC Text with EEA relevance, Article 91).  
19 See more on the regulatory approach in 2.2.3, which produces some further restrictions to the 
study. 
20 This expression refers to a financial institution becoming so large that a failure would have a 
comprehensive impact on other firms and potentially the real economy in such a way that the 
government must support the institution to prevent a failure. See e.g., T. C. W. Lin, Too Big to 
Fail, Too Blind to See; 
 A. E. Wilmarth, Reforming Financial Regulation to Address the Too-Big-To-Fail Problem. 
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1.2.3 Comparative objects 

Several jurisdictions are covered in the study: Sweden, Denmark, the United 
Kingdom and the United States of America.21 The comparative method for 
my research is developed in the next chapter. The analyses of substantial 
banking law (Chapters 5-8) follow the same structure. First, EU law and, if 
applicable, international regulation, are described. Swedish law follows, 
which will be given more extensive analyses. After this I present 
comparative outlooks including Danish, British and American law. The 
purpose of the comparative outlooks is to bring additional understanding, 
different perspectives and a reflective dimension to the legal discussions on 
the various banking regulation themes in the study. Analyses of independent 
EU considerations will be necessary, such as the ambition to create an 
internal market for financial services and similar regulatory objectives within 
the Union. However, these ambitions will be studied only to the extent they 
are relevant for the purpose of the study. 

All but one of the jurisdictions are part of the European Union.22 The 
reasons for this are many. The connection to the EU is natural for a research 
project with its departure point in a European state. EU law affects national 
law in almost all areas and in a very thorough manner. As regards banking 
regulation, as well as capital markets regulation in general, EU law is the 
primary source of law.23 Although EU law is a legal framework on its own, 
and capital markets regulation is almost entirely created at EU level, all legal 
EU measures have to relate to the different legal frameworks of the member 
states. EU law is implemented, enforced and complied with within the 
national systems. For this reason it is rewarding to compare the regulation of 
several member states. Substantial rules are harmonised to a large extent, but 
regulatory structures within the Union still differ in many respects. Although 
the EU capital markets are highly harmonised, there is still room for different 
national structures and implementations. The comparative outlooks highlight 
some of the similarities and differences as regards legal options made at the 
national level. 

The legal frameworks of Sweden, Denmark and the United Kingdom give 
a sufficiently representative picture of different types of regulatory structures 
 
21 TransLegal Sweden AB:s translation, Swedish Commercial Law, is used for the Swedish legal 
acts (Banking, Finance and Securities Legislation. Swedish Law in Translation). Updated 
versions are available through Zeteo and other databases. According to the Swedish Financial 
Ministry, there are no official translations of the Swedish lagen (2004:297) om bank- och 
finansieringsrörelse. For the translation of the Danish acts, Finanstilsynet refers to 
GlobalDenmark Translations on its website, which are used in this study, even though these 
translations are not official and only the Danish document has legal validity. 
22 The legislation in the United Kingdom will be regarded as a part of EU law in this study, even 
though the British people voted to leave the European Union on June 23, 2016. It is far too early 
to make conclusions about the effects of “Brexit” on UK financial law at the time of writing this 
thesis. 
23 See e.g., H. Schedin, K. Hermansson and P.-O. Jansson in G. Nord and P. Thorell (eds.), 
Regelfrågor på en förändrad kapitalmarknad, pp. 15, 51, 59. 
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in Europe. Swedish law has been chosen since this study is conducted in 
Sweden by a Swedish author. Swedish law is given the most space in the 
elaborations and analyses and constitutes, together with EU law, the major 
substance for the discussions. Danish law is chosen because its legal system 
is similar to the Swedish one, and therefore it is relevant to compare how 
banking regulation functions in these two jurisdictions, which are alike in 
many respects. There are also differences between Sweden and Denmark, 
which are relevant for this study. The banking market is less concentrated in 
Denmark then in Sweden.24 Capital markets law research is, moreover, at 
leading edge in this country.  

British law is chosen partly for linguistic reasons, partly because the 
United Kingdom has very different ways to regulate within the field of 
banking law compared to Scandinavia and other member states in the EU. 
London is the leading financial centre in the world and the United 
Kingdom’s banking sector is of great importance to Europe.25 

Europe is a market in a global economy. The EU is the motor of an 
increasingly integrated Europe. This enhances the interest in and relevance 
of comparisons with other large financial markets, especially the United 
States of America. Including American law in the comparative study renders 
a deepened understanding of banking regulation. It is also convenient to 
include American law from linguistic reasons.  

 
24 I. Iuga, Analysis of the Banking System’s Concentration Degree in EU Countries, pp. 186-187. 
The Danish banking sector has become much more consolidated after the financial crisis of 2008, 
see Finansrådet, Det finansielle Danmark (Publication, December 2, 2013), p. 6 and note 216. 
25 Long Finance, The Global Financial Centres Index 20, September 2016. Available at: 
http://www.longfinance.net/programmes/global-financial-centres-index/publications.html. 
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2 Methods 

2.1 Introduction 
In this chapter, I will give reasons for the choice of methods used in my 
dissertation. All work in the legal field, be it academic or practical, needs to 
employ some method in order to achieve anticipated results. This chapter 
includes my methodological standpoints and elaborates on the chosen 
methods of research.  

The chapter is divided into three parts. First there is a general description 
of the methodological departure points for the dissertation and the central 
components of the study. I will present the motives for the chosen 
perspectives and the methodological aspects of the study in general, and of 
the comparative studies specifically.  

The second part explains how law and economics is used in the study. The 
use of economic research and arguments from economic theories in the 
evaluation of law constitutes a method for conducting legal research.  

Third, the dissertation uses legal material which requires special attention. 
For this reason, issues related to sources of law are given room for 
presentation and analysis. In particular, the case studies of decisions from 
bank supervisors with respect to individual banks play a central part in the 
aggregative analyses of the dissertation.  

2.2 Methodological departure points  

2.2.1 Introductory remarks 

Legal science uses qualitative methods for the most part, although 
quantitative, empirical research also exists. Many types of qualitative 
methods can be employed. A study within the field of legal research 
typically relies on a traditional legal method, though, which usually lays 
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down a number of requirements for the conduct of research.26 The 
management of legal sources is one central part, where evaluation and source 
hierarchy form the basis for the analyses of legal issues.27 Traditional legal 
methods also include a number of tools for construing law. These tools relate 
to the value of legal arguments and how a legal rule should be understood 
and applied in specific cases. One such tool in this study is the regulatory 
approach. The contents and implications of the regulatory approach are 
explained under 2.2.3. Another tool to analyse and construe law is the usage 
of comparative methods, by which foreign legal material is included in a 
study. The employment of comparative material is presented in section 2.2.4. 
 One of the most fundamental issues to deal with related to traditional legal 
methods, is the basic view on the law and legal material, which steers the 
researcher – consciously or unconsciously – in all aspects of legal research. 
My general views on law and legal method are thus presented in the next 
section, 2.2.2. The ambition is to provide methodological departure points, 
which will be used in the later work on banking regulation in the various 
parts of the study. The basic views on the law and legal material contribute 
to the understanding of banking regulation, as this chapter forms the basis for 
how substantial discussions are conducted and the results produced by the 
discussions. 

2.2.2 Basic views on the law and legal concepts 

As described in the introduction of this thesis, the financial crisis of 2008 has 
deeply affected regulation in the financial field. It is not only the content of 
actual regulation that is affected, but also the approach to financial regulation 
as such. This is evident not least from the enormous increase in new 
regulatory measures, legislation and supervisory bodies in this field of law. 
Banks exist in the very midst of this regulatory context. When studying 
banking regulation, it is of great value to first clarify one’s approach to 
regulation in general. Many questions arise when looking at the rapidly 
growing piles of legal documents related to bank legislation. What are the 
effects of all these rules? Will these new regulations prevent the next 
financial crisis? Can the law be used to guarantee a well-functioning 
banking market? Such questions are justified and relevant to debate, but 
quite unanswerable – at least from a legal point of view. The essence of such 
questions is relevant to a legal scholar, however. The questions relate to the 
role and functions of the law. Academic writings on what the law is 

 
26 See e.g., J. Hellner, Metodproblem i rättsvetenskapen. Studier i förmögenhetsrätt; 

H. Zahle, At forske ret; 
F. Korling, M. Zamboni (eds.) Juridisk metodlära; 
P. Asp, K. Nuotio (eds.) Konsten att rättsvetenskapa. 

27 Examples of such methodical implications of my use of legal sources in this study will be 
elaborated under 2.4. 
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perceived to be are thus highly relevant to a researcher of banking regulation. 
I will present some thoughts on this theme. The standpoints in these 
fundamental issues form the basis for the later analyses in this thesis of 
economic arguments in banking regulation, the specific studies of the 
concept of soundness, and the analyses of bank legislation and also the cases 
of bank supervisory intervention.  
 It is obvious that the apprehension of market regulation in general has 
moved far from the theories of laissez-faire and the invisible hand, which 
were brought up to date by the neo-liberal politics of the middle of 1970s.28 
Economists such as Ludwig von Mises (1881-1973), Fredric A. Hayek 
(1899-1992) and Milton Friedman (1912-2006), two of whom were later 
awarded the Nobel Prize, advocated free market selection and a liberal 
market economy.29 During this time period, the markets around the world 
were deregulated.30 The economic, liberal movement of the Chicago school 
emerged during this time period.31 Politically, the climate has changed since 
then. The markets have been increasingly regulated. The corporate scandals 
around the millennium shift, the EU ambition to harmonise the European 
markets, and the recent financial crisis have, among other things, affected the 
regulatory agenda. Newer economic research has elaborated on the role of 
regulation of the markets instead of arguing for or against regulation as such. 
Jean Tirole, awarded with the Nobel Prize in 2014, has among other things 
shown in his research that it is beneficial for society if regulation is adapted 
to suit specific conditions in each industry.32  

Regardless of the current mode of regulation or the political milieu, the 
question of what the law is perceived to be remains to be managed by the 
legal scholar. In my literature studies, I have found interesting theories and 
arguments in the writings of F. A. Hayek, pinpointing the central issue of 
what the law is perceived to be. In times of strong regulatory movements, 
Hayek held on to his views that minimal government was more 
advantageous compared to a socialist state.33 I will not review the political 
standpoints of Hayek any further, only positioning him as a very explicitly 
liberal economist, as this is an important background to the arguments I will 
choose to analyse a little more deep. I find Hayek’s critique of legislation 
relevant to my understanding of law and my methodological views on the 

 
28 F. Quesnay, Tableau économique. See M. Kuczynski and R. L. Meek, Quesnay's Tableau 
économique, Edited, with new material, translations and notes; 
A. Smith, The Wealth of Nations (first published in 1776, see J. Rae, Life of Adam Smith); 
L. Magnusson, Vad är marknaden?, pp. 58-60. 
29 L. Magnusson, Vad är marknaden?, pp. 54-67. 
30 A. I. Ogus, Regulation: Legal Form and Economic Theory, pp. 10-11. 
31 See under 2.3.2. 
32 J. Tirole and J.-J. Laffont, A Theory of Incentives in Regulation and Procurement; 
J. Tirole J.-J. Laffont, Competition in Telecommunications; 
J. Tirole, The Theory of Industrial Organization. 
33 F. A. Hayek, Road to Serfdom; 
F. A. Hayek, The Constitution of Liberty. 
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regulatory material used in this study.34 As there is a strong political 
consensus for increased financial regulation at the time of writing this thesis, 
a classic regulatory-critical theorist’s work also seems suitable for use as a 
departure point for the presentation of my views on law and regulation. 
Much of Hayek’s thought emanates from an ideal of how economic law and 
regulation should function. It stands in sharp contrast to the currently high 
level of regulatory intervention in the financial field. My ambition in 
including Hayek’s arguments is not to take stand or evaluate his liberal 
market ideas, nor to assess whether his views would benefit society today. 
Hayek’s theories and views on society can, however, serve as guidance for 
my own view on the law and the functions of regulation for the sake of this 
study.  

 

Law in this context has a general meaning; it is law as phenomenon, law as 
societal structures that is intended. This can be contrasted to valid law, which 
has a more narrow meaning; namely the law as construed and applied, with a 
certain established content.35 

 
A central issue in Hayek’s work is the role of knowledge.36 He argues 
against Cartesian constructivism, which emphasises the rationality of man’s 
thinking in order to construct society.37 Hayek’s view is that complete 
rationality of action would require complete knowledge of all relevant facts. 
Such full knowledge is impossible, according to Hayek. Society depends on 
“millions of facts” which cannot be known in their entirety by anyone. 
Successful action and construction of society is made possible by constant 
adaptation of human activities. This adaptation is made without full 
knowledge of all concrete facts. Society, and even civilisation, rests upon a 
fragmentation of knowledge, where structures exist because each member of 
society possesses only a small fraction of the total knowledge in society.38 
Moreover, Hayek points out that we benefit, all of us, from knowledge which 
we do not have.39 Hayek’s thesis on the “knowledge problem” is 
unquestioned in secondary literature as to the key meaning of this thesis.40 
Hayek’s work on knowledge, fragmentation and society has direct 
implications for the question of what the law is perceived to be. If we cannot 
 
34 For a thorough analysis of Hayek’s critique of legislation, see:  C. Holm, F.A. Hayek’s Critique 
of Legislation. 
35 The arguments and theories of Hayek are never used as sources of law in this thesis, as they 
cannot produce substantial conclusions from analyses of the legal material. Rather, I use Hayek’s 
work as a model for the elaborations in my studies.  
36 C. Holm, F.A. Hayek’s Critique of Legislation, p. 294. 
37 F. A. Hayek, Law, Legislation and Liberty, vol. 1, Rules and Orders, pp. 9-15. 
38 Ibid., pp. 12-15. 
39 Ibid., p. 15. 
40 See an account on secondary literature in this regard in C. Holm, F.A. Hayek’s Critique of 
Legislation, pp. 240-241 and also an analysis of the Dispersal of Knowledge Thesis: pp. 203-243. 
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know all relevant facts of society, how can we construct suitable regulations? 
And with this background, what can we know of the law? These questions 
find an answer in Hayek’s arguments about factual knowledge and science. 
Hayek argues, in line with what I have just presented, that science is not a 
method with which to ascertain particular facts. Science cannot redeem the 
limitations of knowledge; science cannot consist of the knowledge of 
particular facts.41 “Fruitful social science must be very largely a study of 
what is not: a construction of hypothetical models of possible worlds which 
might exist if some of the alterable conditions were made different.”42 Hayek 
points out the importance of not limiting science only to what exists. To 
exclusively confine research to existing facts when studying, for example, a 
part of society, would not make the research more realistic, but rather 
“largely irrelevant for most decisions about the future.”43  

From these brief notes on Hayek’s arguments, I find a basis to approach 
the questions of what the law is perceived to be and the fundamental 
implications of that question for the method of this research. No one can 
possess all the facts, not about society, not about the financial markets, nor 
about how to regulate activities in society. My view is that the law cannot be 
designed, used or interpreted from the assumption that all facts about a 
regulated activity can be known. The consequences of this are first, that the 
regulator (the legislator, government or regulating body, such as a court of 
law or supervisor) does not possess all facts about the part of society that is 
to be regulated. Thus the internal procedures for establishing legal structures, 
such as legislation, are built on fragments of knowledge. Second, the scholar 
(who evaluates the social systems, for example, the legislation in a certain 
field) does not possess all facts relevant to the study. For this reason, the 
external evaluation of what the law is perceived to be also relies on a 
fragmentation of knowledge.     

The limitations and fragmentations of knowledge are relevant ideas to my 
apprehension of the law and to the method of research I use. When studying 
specific legal concepts it is crucial to be clear on what results can be 
anticipated from conceptual analyses. For this thesis, I believe the view on 
law and regulation finds its more precise application in the way the concept 
of soundness is used. As described above under General aim and objectives, 
the aim of this study is to examine how the normative concept soundness 
functions in the regulation and supervision of banks.44 The conclusion from 
the arguments on limitations and fragmentation of knowledge is as follows. 
The soundness concept cannot be analysed from the assumption that it 
consists of an exhaustible number of facts which can be detected and 
collected in order to correspond to what would be deemed as sound banking 

 
41 F. A. Hayek, Law, Legislation and Liberty, vol. 1, Rules and Orders, p. 15. 
42 Ibid., p. 17. 
43 Idem. 
44 Chapter 5 provides a thorough analysis of this concept in legislation and preparatory works. 
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at all times and in every instance. The government, legislator, judge, bank 
manager or scholar cannot fully know what soundness in banking is. If all 
imaginable scenarios and all imaginable applications of the concept were 
compiled – be it in the incorporation of the concept into legislation or when 
the concept is used in supervision – it would still only be a compilation of 
certain facts, fragments of knowledge. When describing the soundness 
concept in this study, my method is based on this view. The aim is therefore 
not to reach full knowledge of what soundness in banking regulation “really 
means”, since this would be impossible.45 Neither is the aim to gain more 
knowledge about soundness in banking, since this would not be enough; it 
would not solve the problem of not having full knowledge. Furthermore, such 
research would not add relevance to the general and future application of the 
concept. Instead, my view is that my research method must aim at 
“conquering ignorance, not by the acquisition of more knowledge, but by the 
utilization of knowledge which is and remains widely dispersed among 
individuals”.46 In other words, the applied methods from this view amount to 
clarifying the arguments (or principles) for soundness, evaluating the 
discussions in preparatory works and analysing the line of arguments by 
supervisors. By such modi operandi, the borders, or scope, for the use of 
soundness in banking regulation may be discussed in a general, yet concrete, 
way. The fragments of knowledge are not compiled, but linked together in a 
meaningful way. The aim is not to achieve a complete description of the 
concept of soundness in banking regulation, but to show some fruitful 
content of the concept based on the arguments and principles related to its 
use and function in the law. A complete description would be a vain 
ambition, since completeness cannot be obtained. By using a functionalistic 
method, the analyses will target the actual use of the normative concept of 
soundness in selected situations of banking regulation. My analyses will 
target the legal structures enabling the usage of the concept. With this 
method, knowledge – even if fragmented – is rearranged. Thus, the synthesis 
of the various functions of soundness contains more valuable insights 
compared to the functions seen apart, still fragmented. These are the 
methodological implications of the result of the study; my ambition is to 
contribute to the insights on banking regulation by synthesising dispersed 
knowledge about the functions of a specific, normative concept: soundness. 

Another important aspect of the chosen method for this study is that it 
makes it possible to falsify the findings in the study. The final results of the 

 
45 See also J. Bentham, A Fragment on Government, Chapter V, notes to Section VI: § (5) “For 
expounding the words duty, right, title, and those other terms of the same stamp that abound so 
much in ethics and jurisprudence either I am much deceived or the only method by which any 
instruction can be conveyed is that which is here exemplified. An exposition framed after this 
method I would term paraphrase.” § (6) “A word may be said to be expounded by paraphrases 
when not that word alone is translated into other words but some whole sentence of which it 
forms part is translated into another sentence.” 
46 F. A. Hayek, Law, Legislation and Liberty, vol. 1, Rules and Orders, p. 15. 
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analyses in this dissertation will amount to a hypothesis on how soundness is 
used to regulate banks in certain fundamental regulatory areas. Generally, 
the structures and functions shown by the analyses of these areas may 
provide an understanding as to how banks are regulated – which in most 
cases probably reflects perfectly well how banking regulation functions. 
However, should the use of soundness not correspond to my findings at some 
point, it would be possible to falsify the use of my results in those cases.47 
The possibility to falsify the results of a study is thus closely linked to the 
functionalistic approach to the purpose of the study.    

In Swedish legal scientific work, functional analysis of legal concepts is a 
well-established method.48 Legal concepts are generally concepts of function 
and not of substance. Instead of asking what a legal concept corresponds to 
in real life, the question should concern how a legal concept functions – or 
ought to function – in legal thinking and argumentation.49 The functionalistic 
approach to legal analyses is also advocated by H. L. A. Hart, who uses 
corporations as an example. Instead of asking “What is a corporation?” the 
question should be “Under what types of conditions does the law ascribe 
liabilities to corporations?” Such questions are “likely to clarify the actual 
working of a legal system”, according to Hart.50 I believe this is the best way 
to analyse the legal concept of soundness. Soundness is a linking concept. It 
connects different parameters in banking business with various desirable or 
undesirable effects in society. As such, the soundness concept may be used 
in many ways and situations. By analysing a range of situations where 
soundness has been used, something can be said about how soundness as a 
concept functions in banking regulation. Chapter 5 establishes a taxonomy, 
which provides a theoretical basis for the conceptual analyses of banking 
regulation later in the thesis. The next section contains a further 
concretisation of my method and the use of a regulatory approach. 

2.2.3 The regulatory approach 

The study is conducted from a regulatory point of view. The regulatory 
approach is employed to examine the material in the study with a focus on 
regulatory structures, motives for the prevalence of rules and regulations and 
overarching features of regulation. All parts of the study aim at fulfilling the 
objective of examining how the normative concept soundness functions in 
the regulation and supervision of banks. In-depth analyses of soundness 

 
47 N.b.: The idea is not based on actual verification; the research will not target all areas of 
banking law to verify the structures or functions related to the use of the soundness concept.  
K. R. Popper, The logic of scientific discovery, pp. 78-92; 
See also: D. Miller, Popper i urval, pp. 153-161. 
48 T. Spaak, The Concept of Legal Competence – An Essay in Conceptual Analysis, p. 39. 
49 Idem. 
50 H. L. A. Hart, Essays in Jurisprudence and Philosophy, pp. 43-44. 



  
36 

requirements per se form the basis. For the examination of how soundness 
functions in the three chosen areas of banking regulation (authorisation, 
capital requirements and banks in trauma), the regulatory approach is 
applied. In order to fulfil the general aim of analysing soundness in banking 
regulation, quite a vast area of banking regulation needs to be included. 
Three areas of banking regulation are included in the study: authorisation, 
capital requirements and banks in trauma. The areas include a large number 
of rules. As a consequence of this, not all details of the regulation can be 
analysed. I use the regulatory approach to sort out the generalised 
characteristics which are of importance to the understanding of banking 
regulation in each field. The depth of the analyses is not related to the details 
in the legal rules for authorisation, capital requirements or managing banks 
in trauma, but in the examination of how soundness functions in the 
respective regulatory areas. I study the structures of banking regulation 
rather than the interpretation and application of single rules. The approach 
for the analyses in this study is thus structural as opposed to an in casu 
approach. 

 The regulatory approach implicates three restrictions for my research, 
which I will elaborate on in a few sections. 

1) The regulatory approach steers the study to include both legislation and 
supervision, as regulation consists of both sides (see 1.2.1).51 The 
examinations in the three parts, authorisation, capital requirements and banks 
in trauma, include supervisory decisions as a part of the regulatory material 
in this thesis. The reasons for confining the study to these three areas have 
been explained, in 1.2.2. An additional motive for choosing the three areas is 
the fact that supervisory decisions exist in relation to these three regulatory 
areas. There are several other areas of banking regulation that could have 
been chosen, for example, the bank structural reforms or remuneration 
policies in banks. These areas are highly topical, but to my knowledge they 
lack supervisory attendance in the form of decisions addressed in individual 
banks. I have chosen areas of regulation where enforcement by financial 
supervisors has resulted in sanctions or other interventions in individual 
banks. The purpose of this approach is to achieve the overarching aim of the 
study, which is to examine how soundness is used when banks are regulated. 
The examination of individual cases of supervisory intervention is a vital 
complement to the examination of legal statutes and provisions to provide a 
representative Story of the Bank and of how soundness is used to regulate 
banks. The regulatory approach to the study is a tool emanating from the 
functionalistic purpose of the thesis and the view on conceptual analyses 

 
51 This approach does not mean to include studies of how regulation is enforced from legal public 
considerations. The regulatory system as such is not an objective of examination in this study. Some of 
its features are descriptively presented as a background in Chapter 4. 
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presented in the previous section (the functions of soundness as opposed to 
the exact “meaning” of it).  

2) The regulatory approach is needed to prevent the study from becoming 
too wide in its scope. As just explained, the aim of examining how 
soundness is used in banking regulation requires the use of comprehensive 
material. It is my view that for banks, which are active in a financial market 
context, a regulatory approach is more fruitful than detailed analyses of 
substantial rules. A fact that adds to my conviction is the present spurt of 
new regulation and changes to the law related to banks. A too detailed 
perspective may produce discussions that become obsolete quite quickly in 
the world of banking regulation. Keeping to the regulatory approach clarifies 
the study’s purpose and results in a focus on regulatory structures, motives 
for the prevalence of rules and regulations and overarching features of 
regulation, as presented initially in this section. 

3) The regulatory approach restricts the study in one additional respect. 
The use of law and economics, which will be presented in more detail in 2.3, 
is restricted by the regulatory approach. Law and economics may be used to 
evaluate specific legal rules and substantial law, but such a detailed focus 
would inevitably lead to a need to confine the study much more – perhaps to 
one or two specific sets of rules. The purpose of this dissertation is to 
evaluate the use of soundness as a concept in banking regulation, with the 
help of legal analyses and analyses from law and economics points of view. 
A larger perspective, where the economic arguments can be evaluated from a 
systemic point of view, is fruitful for the purpose of the study.  

Next, the comparative studies in the dissertation are explained. 

2.2.4 The comparative studies 

The method for making comparisons of the four jurisdictions in this study 
takes its departure point in the regulatory approach presented above. The 
comparisons will serve the purpose of painting a fuller picture of the use of 
soundness in the regulation of banks’ formation, operation and failure. This 
method is based on a principle of functionality, which has been developed by 
K. Zweigert and H. Kötz.52 Basically, the principle provides a method for 
conducting comparative legal research. It can be summarised as the necessity 
to analyse functions in the compared jurisdictions, and not to look, for 
example, for a rule only in the particular place in the foreign system 
equivalent to the place in one’s own system. Zweigert and Kötz write: 
 

 
52 K. Zweigert and H. Kötz, An introduction to Comparative Law, pp. 34-37. 



  
38 

One must never allow one’s vision to be clouded by the concepts of one’s own 
national system; always in comparative law one must focus on the concrete 
problem.53 

This is the methodological basis for the phrasing of the objectives of this 
thesis, which were described in 1.1.2. As described, the purpose of my study 
is to analyse the regulatory material with a functionalistic approach related to 
soundness in a wider sense. I will not restrict myself only to the rules or 
provisions which contain the exact word soundness, even though soundness 
as a normative concept is often the departure point in my examinations. 
Restricting the study to examining only the exact use of the term soundness 
in banking regulation would, in a comparative methodological perspective, 
result in “a clouded vision”, to use Zweigert and Kötz’s expression. For this 
reason, I will establish a context of soundness, which will be used for all 
analyses in the thesis (including those of my own legal system, that is, 
Swedish regulation), but not least from the necessity to conduct comparative 
research in an accurate manner, as just described. As I stated in 1.1.2: What 
is important are the functions, reasoning and arguments related to 
soundness in banking.   

The analyses in the comparative outlooks show three examples, one from 
each jurisdiction, of how soundness functions within a certain area of 
regulation, in addition to the same functions in EU and Swedish regulations 
(which are most often given more space for analysis). Altogether, the 
analyses bring a deeper understanding to how soundness is used to regulate 
banks. I will include various aspects within each field of regulation, 
differentiating the views and issues for each jurisdiction. Thus the 
comparative objects, the chosen jurisdictions, of this study amount to an 
aggregated understanding of how soundness functions in the regulation of 
banks. The analyses of the jurisdictions are reflected in each other. As much 
of the substantial law in this study is highly harmonised at the EU level, not 
least the capital requirements (Chapter 7), which are now addressed by an 
EU Regulation, it is of even greater importance to not compare similarities 
but differences as regards the features, structures and motives in the chosen 
regulatory areas. The comparative examinations in this study can be 
described as giving a nuanced resonance to banking regulation and 
especially the functions of soundness as a normative concept.  

Another methodological departure point for the comparative outlooks can 
be found in the reasoning of Stig Strömholm, a renowned Swedish scholar, 
who writes in an article (author’s translation): 
 

It is by a series of comparisons on different levels, comparisons which aim at 
“testing” a case, a phenomenon, a legal solution by placing it in a spectrum from 
what is generally accepted as reasonable to what is obviously unreasonable, that 

 
53 Ibid., p. 35. 
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the problem oriented, normative legal science is forged. Foreign material may 
fit into this scheme, not as something else or new, only as additional material 
of knowledge.54 

Strömholm also states that comparative material may be used in descriptions, 
in collections of examples or as comparative points in a discussion de lege 
ferenda.55 Comparative material often has a “subservient function”. 
According to Strömholm, however, care must be taken since foreign legal 
material belongs to another societal milieu.56 On that point, it has been 
necessary in this study to filter the various jurisdiction-specific 
circumstances and the never-ending array of possible national considerations 
through a perspective of regulatory relevance. The regulatory approach 
which was explained in 2.2.3 has provided a relevant tool to use with 
comparative material. I have managed the comparative material by focusing 
on regulatory structures, motives for the prevalence of rules and regulations, 
and overarching features of regulation. Not every aspect of American or EU 
banking law can be pointed out in a study of this size, of course. By keeping 
to the regulatory approach and the methodological frames presented in this 
section, I have selected comparative material which has relevance for the 
general aim and objectives of the thesis. The selection processes are 
described when necessary in relation to the analyses in the coming parts of 
the dissertation. 

2.3 Law and economics 

2.3.1 Introductory remarks 

The motives for regulating banks are to a large extent economic. Economic 
considerations, theories and research play an important role in regulation of 
different areas, but are particularly significant for an area such as banking 
law. Even though many other purposes apart from strictly economic ones can 
be relevant for banking regulation, the economic rationales and aims are 
most central. 

I will use a law and economics approach in this study. Law and 
economics, also called economic analysis of law, is the part of economics 
that analyses the interaction between law and economics. Law and 
economics is used to predict effects of legal standards and to normatively 
make recommendations to lawmakers and legal practitioners. It is based on 
research and theories from economists. In all reasoning from a law and 

 
54 S. Strömholm, Har den komparativa rätten en metod?,p. 458. 
55 Ibid., p. 461. 
56 Ibid., p. 458. 
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economics perspective, it is important to include a comparison of the 
economic and other considerations as well as the selection made by the 
economic arguments for the legal material. There is no general agreement on 
what economic theories should be applied or how they should be used in the 
regulation of capital markets.57 Several economic theories are possible. In the 
next section, law and economics will be presented, first generally and then as 
they are specifically related to this study. 

2.3.2 Law and economics in this study 

Law and economics is an approach to legal theory that applies methods of 
economics to law or the legal system. The effects of laws are explained by 
economic concepts, and the economic efficiency of legal rules can be 
assessed. The methods for using law and economics have a number of 
objectives, namely, to analyse the nature and origin of the existing legal 
system and its distribution of rights, to analyse the effect of the legal 
structure on allocative efficiency, to analyse the necessary conditions for the 
development and emergence of efficient legal structures, and to analyse how 
an efficient legal structure can be implemented.58 

Law and economics was developed during the 1960s and 1970s, mainly in 
the United States.59 At the emergence of legal postmodern thinking, the law 
and economics movement strove to use economics to make law empirically 
verifiable. Law, which is a social science, would find new scientific ground 
and a higher status by applying methods and models of natural sciences.60 
Four important contributions formed a platform for much of the coming 
research within this field: Coase's article on externalities and legal liability,61 
Becker's article on crime and law enforcement,62 Calabresi and Melamed’s 
article on property rules,63 and Posner's textbook on economic analysis of 
law and his establishment of the Journal of Legal Studies.64 Posner was a 
central figure in a scholarly movement called the Chicago school, which had 
its peak in the late 1970s.65 The Chicago school argued for minimal need for 
regulatory interventions and stressed the robustness of markets. Antitrust 
rules were especially debated. The movement largely built on reactions 
 
57 M. Dewatripont and J. Tirole, The Prudential Regulation of Banks, p. 29; 

K. Eklund and D. Stattin, Kapitalmarknadsrätt, pp. 29-31. 
58 H. B. Schäfer and C. Ott, The Economic Analysis of Civil Law, pp. 11–12. 
59 L. Kaplow and S. Shavell, Economic Analysis of Law, p. 1; 
R. Cooter and T. Ulen, Law and Economics, pp. 1-3. 
60 G. Minda, Postmodern legal movements: Law and Jurisprudence at Century’s End, p. 5. 
61 R. H. Coase, The Problem of Social Cost; 
R. H. Coase, The Nature of the Firm.  
62 G. S. Becker, Crime and Punishment: An Economic Approach. 
63 G. Calabresi and A. D. Melamed, Property Rules, Liability Rules and Inalienability: One view 
of the Cathedral. 
64 R. A. Posner, Economic Analysis of Law. 
65 D. A. Crane, Chicago, Post-Chicago, and Neo-Chicago, p. 8. 
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towards the very formal and doctrinal jurisprudence which prevailed at the 
time.66 The critique of regulatory failure contributed to a strong deregulation 
period beginning at the end of the 1970s.67  

The law and economics debate has had a great deal of influence on 
political and legal developments. It has also had an impact on economics in 
general, and conversely – as a part of economics – has been influenced by 
the overarching developments within economics. Many of the central 
contributors to law and economics came from neoclassic economics, which 
considers both supply and demand and a rational market. Institutionalism 
was introduced into neoclassic mainstream economics, mainly by Coase.68 
Institutionalism influences completed the law and economics discussion with 
a coherent theory on the movement of resources from one place to another. 
Such movement is costly (transaction costs) and institutions are the devices 
that humans create in order to effect this movement.69 The development of 
behavioural economics since the 1980s, which combines economics and 
psychology, also has connections to institutionalism.70 The law and 
economics stream within this field, behavioural law and economics, explores 
the legal and policy implications of cognitive biases.71 In economics, the 
standard approach is full rationality. Behavioural economics challenges the 
assumptions of classic law and economics and describes situations where 
people do not act to maximise their own best interest.72 Law and economics 
has had a very influential role for both economic and legal theorists and is 
used in academic as well as in political contexts.  

This study relies to a great extent on the economic theories and findings 
that have been established by economic analysts and experts in the financial 
field. The ambition is not to draw any economic conclusions myself, but to 
build the reasoning on basic knowledge about how the market works. The 
economic approach in this study aims to bring the legal considerations to 
their real environment of financial effects. Economics relies to a large extent 
on empirics and, unlike legal science, aims to bring forth structural results. I 
have therefore used the economic sources selectively and intertwined them 
into the legal discussions as much as needed in order to fulfil the aim and 
objectives of the study.  
 As far as possible, I have tried to use economic theories on banking 
regulation that are basic and familiar. Fundamental findings from economic 
 
66 S. G. Medema, Chicago Law and Economics, pp.  2-3. 
67 A. I. Ogus, Regulation: Legal Form and Economic Theory, pp. 10-11. 
68 For a thorough review on the development of law and economics, see H. J. Hovenkamp, Coase, 
Institutionalism, and the Origins of Law and Economics, pp. 499—. 
69 Idem. 
70 H. J. Hovenkamp, Coase, Institutionalism, and the Origins of Law and Economics, p. 501. 
71 C. R. Sunstein (ed.), Behavioral Law and Economics; 
J. D. Wright and D. H. Ginsburg,  Behavioral Law and Economics: Its Origins, Fatal Flaws, and 
Implications for Liberty. 
72 C. Camerer, et al. Regulation for Conservatives: Behavioral Economics and the Case for 
“Asymmetric Paternalism”, pp. 1 214-1 215. 
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research will form the departure points for my analyses. Most of these 
theories are quite undisputed and uncontroversial, although there might be 
slight variations among economists regarding some aspects. Since I use basic 
theoretical arguments and apply them to the legal issues in the study, I see no 
need to explain every variation in the economic theories per se, unless the 
variations affect my assessments.  

Sometimes there are controversies or ambiguity related to economic 
theories. In these instances I will clarify the different standpoints and explain 
my choice of arguments. In most such cases, there is a mainstream opinion 
among economists which I have apprehended and which also lends itself to 
fulfilling the purpose of the study. For example, even if some economists 
claim that no special banking regulation is needed in addition to what applies 
to other companies, most economists do support the idea of regulating banks 
because of their special role in the markets. To me, it makes sense to apply 
the economic rationales for managing the speciality of banking, even if there 
might be economic studies showing that special regulation does not always 
help mitigate risk taking or failures. As a lawyer, I can conclude that banks 
have been specially regulated for a very long time, and what is interesting to 
me is to evaluate this regulation from economic theoretical points of view. 
My aim is not to question the validity of economic rationales as such – that 
would be the job of an economist. 

Economic arguments are used in this thesis to decode the legal material, 
that is, the regulation of authorisation, capital requirements and banks in 
trauma. As previously mentioned, banking regulation is a distinctly 
economic subject. Banking regulation thus rests upon economic reasons to a 
large extent. My analyses, and use of law and economics, will target 
economic considerations as reasons for regulation. Where economic theories 
imply arguments for a certain type of regulation, these arguments will be 
abstracted and analysed in the context of the chosen legal material. 
Economic arguments and theories form an underlying substance to the legal 
material. By abstracting economic arguments and applying them in the 
analyses of banking regulation, the legal material may be structured – and 
thereby understood – in new ways. Decoding and abstracting are two key 
descriptions of my employment of law and economics as a method in this 
thesis.  

Many sources referred to in this thesis contain advanced economic 
calculations that I have neither felt compelled to understand in detail nor 
found necessary for the purpose of the study. Usually, I can abstract the 
conclusions in scientific articles written by economists without managing to 
do the calculations. I believe it is possible in most cases to understand the 
line of argumentation and the results of studies, even though the models for 
validating the findings are beyond my competence to grasp. The calculations 
and validations are moreover often spelled out in plain language. The fact 
that results of economic research rely on calculations, models and statistics 
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to a large extent points out an important difference between the two sciences 
economics and law. Law as a science does not rely on calculations per se, 
but may employ calculable results in various ways. When using economics 
in a legal study it may be valuable to stress the difference between employing 
economic research and conducting economic research. The ambition of this 
study relates only to the first of these. 

2.4 Issues related to the sources of law 

2.4.1 Introductory remarks 

This study discusses banking regulation (legislation and supervision). Source 
management includes analysing the legal material in the three parts 
described above: authorisation, capital requirements and banks in trauma. 
Central for my studies are the use of official documents, legislation, 
preparatory works and to some extent also the legal and supervisory 
structures as such. In addition, I have included case studies where authorities 
have addressed decisions towards individual banks. These decisions and 
their value as sources of law will be especially dealt with in section 2.4.3. 
Prior to that, I will address the challenges in this study related to sources of 
law on an overall level. I mainly see source management as an outflow of my 
approach to banking regulation. How the capital markets function, their 
norm issuers and structures are of fundamental importance to the selection, 
evaluation and use of legal material.   

2.4.2 Legal sources and the financial markets 

Many types of actors engage in the financial markets. These actors base their 
transactions and engagements on contracts, which contain provisions setting 
out how the parties are obligated to act. In the financial markets, there are 
also trade organisations that issue rules and recommendations applicable to 
their members or contract parties, or even to the market in general. Such self-
regulation is generally characteristic for the legal structure of the financial 
markets. There are also practice and market customs.73  

Even in times of deregulation of the financial markets, a quite heavy 
influence of legislation and public supervision has prevailed. Requirements 
of authorisation, criminalisation of certain abusive market behaviour, tax law 

 
73 P. Kågerman, Värdepappersmarknadens regelsystem, pp. 93-94; 
K. Eklund and D. Stattin, Kapitalmarknadsrätt, p. 51; 

K. Hermansson and P.-O. Jansson in G. Nord and P. Thorell (eds.), Regelfrågor på en förändrad 
kapitalmarknad, p. 56. 
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and company law are examples of legal areas that have a great impact on 
capital market actors. The regulatory trend since the financial crisis of 2008 
has been an increased influence of hard law and supervisory powers.  

Supervisors additionally issue rules, both binding rules and 
recommendations and advice. The supervisors’ rule books are often written 
based on close dialogue between the market actors and the authority. 
Supervisors also control the market actors’ compliance to legal requirements 
through the decisions they make, which often are enforceable by sanctions. 
Supervisors in the financial markets are issuers of norms, controllers of 
compliance and enforcers of the law. The day-to-day financial supervision 
forms a very central structure for the enforcement of requirements and the 
legal control of financial firms.  

The influence on financial regulation is increasingly supranational. This is 
evident both in the EU, where the regulation of capital markets in the 
member states is almost entirely designed at the EU level, and in the United 
States. In the United States, the Dodd-Frank Act contains many rules at 
federal level.74 Supervisory structures and powers are also enhanced, on both 
sides of the Atlantic Ocean. New supervisory structures produce new legal 
material of all kinds: legislation, technical standards, recommendations, 
advice and binding decisions.  

The structure of legal norms and rules in the financial markets is thus 
multi-layered and complex. Many issuers of norms produce legal material of 
various degrees of enforceability side by side. It is highly unlikely that 
anyone – market actor, advisor or public representative – has insight into all 
the rules that exist in the financial markets. It is extremely difficult to 
navigate this area of law. The sources of legal norms must be re-evaluated 
continuously. One example of the complexity that financial firms and the 
market in general face is the increase of EU regulations replacing earlier 
directives. Legal definitions and other provisions in an EU regulation may 
not be implemented into national law by legislation, but apply as they stand 
in the regulation. As a consequence, the member states’ national legal 
instruments must discard, for example, definitions that have provided the 
basis for applying the national legal instrument correctly. The definitions 
must instead be sought in EU law. Of course this adds to the complexity in 
the management of legal sources and the interpretation and application of the 
law.75  
 Another difficulty in the financial markets concerns how to value 
statements, recommendations, decisions and other types of norms from 
 
74 Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Pub.L. 111–203, H.R. 
4173). 
75 One example is the Swedish statute lagen (2016:1307) om straff för marknadsmissbruk på 
värdepappersmarknaden, wherein the definition of insider information has been discharged and 
replaced by a reference to the Market Abuse Regulation. Another example is the Swedish statute 
lagen (2007:528) om värdepappersmarknaden, which in various instances refers to EU regulations 
as regards the definitions and applications in the statute (see e.g., Chapter 1, Section 1, 3, 5). 
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financial supervisors.76 This is especially difficult when such norms have not 
been utilised in courts of law. As mentioned, supervisors are central in 
regulating the markets. They are both norm producers and enforcers of the 
law. I will clarify my approach to the legal material from financial 
supervisors in the next section. 

2.4.3 Value of legal material 

As mentioned, I use decisions on individual banks in my analyses in this 
dissertation. The decisions on individual banks exemplify how banks are 
regulated in situations of authorisation, capital requirements or failure. The 
decisions include facts and assessments which may produce interesting 
discussions of the functions and normative context of soundness. When 
analysing decisions from a supervisory authority, be it from an agency or an 
administrative part of a national government, it is crucial to assess their value 
as sources in legal scientific work. Generally, authorities’ decisions are 
normative only as regards the parties addressed by the decision, not 
normative in a classic judicial way. The non-normative effect of decisions is 
a result of the lack of review in an adjudication process. Only the rule 
making of a court of law may imply precedents. The non-normative state of 
supervisory decisions means that it is not possible to draw any general 
conclusions from a decision and make these conclusions generally 
applicable. Thus, the decisions do not develop the law but, rather, reflect the 
law as it stands. In my studies of various bank cases, I may only view the 
rulings of the supervisors as an application of the provisions on banking 
regulation in each specific case.  

My ambition is to show how requirements of soundness are used to 
regulate banks and analyse the facts of the cases and the rule making of the 
supervisors. I view supervisory decisions as an important legal source in 
order to evaluate banking regulation. There are several reasons for taking 
this approach to decisions made by supervisors. First, as mentioned, few 
bank regulatory cases ever reach courts of law and therefore court rulings are 
not a good source for information on how banks are regulated. I need to find 
other sources pertaining to the application of banking regulation. Also, even 
though I will be restricted in my interpretations of the decisions, as they 
cannot be accorded any actual normative value, they do reflect an application 
of banking regulation which is highly relevant. Additionally, in evaluating 
supervisory decisions as legal sources, it is important to bear in mind that 

 
76 See e.g., a memorandum commissioned by Finansinspektionen with some notes on the 
implementation of the guidelines and recommendations by the European Supervisory Authorities: 
Inbjudan att lämna synpunkter på promemorian upprättad av f.d. justitierådet Johan Munck om 
implementering av de europeiska tillsynsmyndigheternas riktlinjer och rekommendationer, FI Dnr 12-
12289, November 19, 2012. 
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supervisors act according to what they perceive as valid law. Supervisory 
decisions thus reflect the supervisors’ subjective view on how the regulation 
should function.  

Norms are produced and reproduced in various ways, for example, from 
supervisors and authorities, with courts of law ultimately making a selection 
of norms in individual situations. The courts’ selection becomes precedential 
and creates stability in the legal system. It is impossible to know with full 
certainty which selection a court of law would make, until a statement is 
actually made that explains which norms are used and how. My view on 
legal material and sources in general is based on this variation – selection – 
stability thesis. Providing stability in the system is a desirable aim for the 
adjudication process as well as for legal science. The selection from a great 
variation of norms aims at achieving legal stability, foreseeability and a just 
legal order. Legal science may prognosticate how an ultimate selection of 
norms would be made by a court of law, and thus how interpretation and 
application of legal norms best amount to a stable legal system. The usage of 
supervisory decisions forms part of the analyses in this dissertation, which 
purports to show how banks are regulated, that is, which norms are valid for 
banking regulation. 

Since the legal value of supervisory decisions is weak, the results of the 
case studies cannot be stretched beyond exemplifying results, providing 
insights into real-life supervisory interventions in banks. Such insights form 
valuable arguments in the discussions and reflections on the themes in this 
dissertation. The ambition of the case studies is thus restricted to being 
qualitative studies. The case studies are not included, and the cases have not 
been selected, from an ambition to exhaustively and conclusively show how 
banks are regulated. It is not an empirical study of sanctions and other 
decisions towards banks. My ambition is rather the opposite: to provide 
samples of situations of actual banking supervision – representative samples 
(the representativeness is discussed in relation to the case search in each 
chapter), which together bring a more individualised understanding of how 
the regulation of banks may be applied than would be attained by examining 
only legal rules and statutes. In smaller jurisdictions, such as Sweden, 
however, some of the case searches have amounted to a quite complete 
review of existing cases within the search criteria. The case studies are 
stories of banks, and their stories contribute to insights into banking 
regulation and supervision. 
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3 The financial and legal context 

3.1 Introduction 
This chapter elaborates on the environment in which banks conduct their 
business. The chapter will first present the economic context and thereafter 
the legal context of the study. The chapter provides a background to the 
financial and legal contexts in which banks operate and forms a basis for 
understanding the later discussions on banking regulation in the study. 

Over the last 30 years, the financial markets have become internationally 
integrated and relatively open, compared to the earlier much regulated and 
strictly national markets. Banks have begun to operate more and more on a 
cross-border basis. Other developments are the growing importance of 
markets in the financial system, leading to large corporations raising capital 
directly from the capital markets rather than borrowing from banks. This has 
imposed changes on banks, in that they are no longer as engaged in 
providing capital, which has resulted in their taking a role as underwriters of 
bond issues and also in trading actively themselves on the financial markets. 
Moreover, banks have become less and less confined to classic banking and 
now trade financial contracts with other banks. These over-the-counter 
(OTC) markets originated in the deregulation of the financial markets, giving 
rise to an explosion of new financial innovations and products, such as 
derivatives contracts, which became possible to trade directly between banks 
instead of on an organised exchange. The innovative changes over the last 
three decades have thus affected the banking industry thoroughly, posing 
many new questions for regulators and legislators to answer.77 Globally, it 
was not until the 1980s that substantial banking regulation emerged, largely 
as a result of changes in the global economy at that time. The integration of 
markets and financial activity, the introduction of new products and 
technology, enhanced economic cooperation in the European Union and 
North America Free Trade Area (NAFTA) and new markets in Asia and 
Latin America, contributed to a new international economic structure. These 

 
77 A. Busch, Banking Regulation and Globalization, pp. 29-31; 
H. M. Schooner and M. W. Taylor, Global Bank Regulation, principles and policies, pp. 10-11. 
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changes, among others, led to growing competition. The banking sector, 
where deregulation in activities and prices had put additional pressure on 
squeezing the margins in banks, was especially affected by the changed 
economic environment.78  

The economic environment of banking is presented in this chapter. The 
purpose is to present a general background to the financial conditions for 
banking. Banks are central firms in the financial markets. The chapter 
provides a description of the financial markets and the capital markets. 
Additionally, I will deepen the presentation as regards the fundamental 
functions of the markets. Here, market liquidity, market confidence, market 
integrity and financial stability are explained. This is the first part of the 
chapter, section 3.2.  

The next section, 3.3, deals with the environment or context with a more 
direct implication for banks; namely the banking market. The definitions of 
banks and banking are central and are found in the same section. 

Section 3.4 moves on to the legal context of the study. The legal rules 
relevant for banking are traditionally classified as banking law. The legal 
discipline of banking law will be discussed. I have chosen to also include a 
study of capital markets law, as the structures of capital markets law and the 
issues in this field are of value in addressing questions arising in the more 
specialised field of banking law. 

 

3.2 Financial markets and capital markets 

3.2.1 Introductory remarks 

The financial markets are of central importance to our economic system. 
Indeed, they constitute the most vital economic institution of modern 
societies. Generally speaking, the financial markets make trading possible; 
they are the place of the selling and buying of financial securities, 
commodities and other fungible items of value. The concept financial market 
comprises different markets depending on categorisation used, for example, 
the capital markets, which in turn comprise the securities markets and the 
credit markets. This division shows the two central parts of capital markets: 
the markets for common equity or risk capital and the markets for borrowed 
or debt capital. The credit markets comprise the bond markets, the money 
markets and the markets for banks’ deposit taking and lending.79 In addition, 
 
78 J. Canals, Universal Banking, p. 1. 
79 Bank lending is usually not seen as a capital market transaction, and banking regulation differs 
in many ways from the regulation of capital markets. Nonetheless, as banks are central 
intermediaries on the capital markets it is appropriate to present the functions of the capital 
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capital markets also comprise the derivatives markets (futures, forwards and 
options).80 Financial markets can be seen as an encompassing term, including 
the currency markets and the commodities markets, in addition to the capital 
markets. The terms financial markets and capital markets are often used 
synonymously, however.81   

Significant developments of the modern financial markets are the 
increasing global integration, the introduction of Internet-based trading, the 
financial innovations and the competition between traditional and alternative 
trading systems. Today the financial markets are highly sophisticated, 
diverse and internationalised.82  

Financial markets facilitate the raising of capital (in the capital markets), 
the transfer of risk (in the derivatives markets) and international trade (in the 
currency markets).83 A financial system is created for five basic functions: it 
provides investors and renders the exchange of goods and services possible; 
it facilitates the trading, hedging, diversifying, and pooling of risk; it 
allocates resources; it monitors managers and exerts corporate control; and it 
mobilises savings.84 The main function of the financial markets is to supply 
capital equal to the demand – in other words, without any major shortages or 
surpluses – and to allocate the existing capital efficiently, so that the 
marginal productivity of capital is substantially the same in different uses.85 

The quality of these market functions determines the effectiveness of a 
market. 

During the last decades financial regulation has, in step with the 
developments in the financial markets, grown explosively – to say the least. 
There are many reasons to regulate the capital markets. However, the 
theoretical departure point is that in a free market, where full competition 
brings about the highest possible effectiveness, extraneous rule making is not 
needed.86 In theory, the markets adjust to the natural laws of supply and 
demand – to the will of buyer and seller. The rules required for the optimal 
functioning of the markets are created of the markets’ own accord. The 
interests of all parties are equally seen to. This presupposes a perfect balance 
between the parties in the markets, conditions that can never be fulfilled in 
reality. If, or rather when, the equality between the market actors is 
disturbed, confidence in the market’s capacity to see to everyone’s interests 
 
markets and to define the larger context in which banks operate. Banking is, moreover, often 
classed as a part of the capital markets per se and included in presentations of capital markets law, 
see e.g., C. Hørby Jensen (ed.), et al., Bankjura, p. 23; K. Eklund and D. Stattin, 
Kapitalmarknadsrätt; L. Afrell, H. Klahr, P. Samuelsson, Lärobok i kapitalmarknadsrätt p. 26 in 
fine.  
80 Svenska Fondhandlareföreningen, Kapitalmarknaden, pp. 15—. 
81 L. Afrell, H. Klahr, P. Samuelsson, Lärobok i kapitalmarknadsrätt, p. 21-22. 
82 E. Avgouleas, The Mechanics and Regulation of Market Abuse, pp. 24-25, 159. 
83 Ibid., p. 24. 
84 P.-J. Engelen, Remedies to Informational Asymmetries in Stock Markets, p. 28. 
85 H. S. Houthakker and P. J. Williamson, The Economics of Financial Markets, p. 284. 
86 P. Kågerman, Värdepappersmarknadens regelsystem, pp. 87-88. 
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is diminished. Extraneous regulation is needed to maintain equality and 
stability on the market. The regulation of financial markets, at whichever 
level, both governmental measures and self-regulation, has two main 
purposes: maintaining competition and protecting investors against market 
failures. In order to fulfil these purposes, financial regulation needs to 
safeguard the systemic stability, protect the integrity of the market and foster 
market efficiency.87   

Throughout the history of financial regulation, periods of strong 
legislative interference have been supplanted by periods of deregulation. 
Today, most would agree that some kind of regulation is needed in order for 
the markets to function. The challenge for legislators and rule makers is to 
find apt regulatory measures which purport to contribute to well-functioning 
markets. The regulation of the capital markets, including legislation, rule 
making, enforcement and supervision, is constantly subject to changes, 
reforms and modifications. New financial innovations and technical 
developments in the markets give rise to new legal problems to be solved. 
The legal discussion of financial markets regulation is multifaceted, and 
academic research may serve many purposes in this field of law.  

3.2.2 An efficient financial market 

3.2.2.1 The meaning of the term efficient 
Obviously, the first question to consider when estimating the qualities of an 
efficient financial market is what the term efficient means. When economists 
use the word efficient to describe a market, it has a specific technical 
meaning, which can be divided into two criteria. The first, the so-called 
Pareto efficiency, describes a situation as efficient if no change is possible 
that will help some people without harming others.88 This means that for a 
market to be efficient, it has to be in equilibrium. In other words, it should 
not be possible to construct a transaction that helps some without harming 
others. The market is efficient when supply meets demand at a market 
equilibrium price so that the buyers and sellers cannot design a surplus. In 
this way, the largest possible total economic surplus is created and the 
market is efficient.89 

 
87 E. Avgouleas, The Mechanics and Regulation of Market Abuse, p. 167; 
H. S. Houthakker and P. J. Williamson, The Economics of Financial Markets, p. 285; 
 M. E. Blume, Competition and Fragmentation in the Equity Markets: The Effects of Regulation 
NMS, p. 3; 
 L. Zingales, The Costs and Benefits of Financial Markets Regulation, p. 28. 
88 After the Italian economist and sociologist Vilfredo Pareto (1848-1923) and his work Manuale 
d’economia politica (1906). 
89 M. McDowell, et al., Principles of Economics, pp. 183-186. 
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The other criterion is named Kaldor-Hicks efficiency, according to which 
an outcome is considered more efficient if a Pareto optimal outcome can be 
reached by arranging some compensation from those that are made better off 
to those that are made worse off.90 An outcome is more efficient if those that 
are made better off could compensate those that are made worse off, so that a 
Pareto improving outcome is the result of the scheme. The question of 
compensation is the difference between the two efficiency criteria. Kaldor-
Hicks efficiency does not require that compensation actually be paid, merely 
that the possibility for compensation exists. Using Kaldor-Hicks efficiency, a 
more efficient outcome can in fact leave some people worse off. Pareto 
efficiency requires making every party involved better off (or at least making 
no one worse off).91 However, the Kaldor-Hicks criteria can be used to judge 
the efficiency according to a cost-benefit analysis. 
 According to the most common definition, a capital market is efficient 
when prices always and fully reflect available information.92 An example of 
how this works can be found in the securities markets. In an open and 
developed securities market, the idea is that all relevant obtainable 
information is always and instantaneously shown in security prices. This 
means that the security price constitutes the best available estimation of the 
share value at any point of time.93  The efficiency of a financial market is in 
this way dependent on how rapidly and correctly new information is 
mirrored in the price of the share. This price formation is based on the 
interplay of supply and demand together with traders’ heterogeneous 
expectations, as well as the gradual release and public dissemination of 
privately held information.94 

The prices of financial instruments do not always reflect all information 
fully and perfectly on time, however. Often, markets display extensive 
information asymmetries and incomplete transparency.95 Information is 
costly to obtain, process, and verify which makes it impossible for all market 
players to actually acquire, validate and understand all relevant information. 
One important conclusion from this is that the lower the cost of information, 
the wider its distribution, the more efficient the operative efficiency 

 
90 N. Kaldor, Welfare Propositions of Economic and Interpersonal Comparisons of Utility, pp. 549-
552; 

J. Hicks, The Valuation of Social Income, pp. 105–124.  
91 D. Ellerman, Numeraire Illusion: The Final Demise of the Kaldor-Hicks Principle, pp. 2-3. 
92 E. F. Fama, Efficient Capital Markets: A Review of Theory and Empirical Work,  p. 383; 
R. J. Gilson and R. Kraakman, The Mechanisms of Market Efficiency Twenty Years Later: The 
Hindsight Bias, p. 6; 
L. A. Stout, The mechanics of market inefficiency: an introduction to the new finance, p. 7. 
93 C. af Sandeberg, Marknadsmissbruk: insiderbrott och kursmanipulation, pp. 27-28; 
E. Avgouleas, The Mechanics and Regulation of Market Abuse, pp. 45-46. 
94 E. Avgouleas, The Mechanics and Regulation of Market Abuse, p. 24. 
95 Ibid., p. 45; 
J. Torssell and P. Nilsson, Boken om trading, tillämpad teknisk analys, pp. 31-39. 
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mechanism and the more efficient the market.96 Reality is not so simple. An 
inevitable effect of the existing informational asymmetries in the capital 
market is that the market actors themselves engage in information 
acquisition activities, since they do not trust the market to be informational 
efficient. Their efforts do, of course, increase the market efficiency in itself 
as the prices come to more accurately reflect the available information. Since 
the investors carry the costs of finding the information, the actual market 
efficiency can be questioned.97 No market is perfect, and therefore the 
financial markets cannot function as efficiently as the efficiency of 
equilibrium sets out. Various deficits may limit the efficiency; actors in the 
market may not be so well informed, the market might not be perfectly 
competitive, or the transaction costs can be too high. Irrational behaviour by 
investors is another reason for inefficient markets, which will be discussed 
some further in the next section. 

3.2.2.2  Irrational behaviour by investors 
Since not all investors have the same expectations, and some may be 
misinformed or may perhaps miscalculate the value of an asset on the 
market, the price of an asset is not always correct. In fact, studies in 
behavioural finance prove that investors’ cognitive biases to a large extent 
explain the workings of modern financial markets.98 Individuals do not 
always act rationally, even when all available information might be at hand. 
The findings about behavioural finance are, like the theories of the efficient 
financial market, a whole science. Only some examples of typical biased 
behaviour of investors will be mentioned here. There is the tendency to 
overestimate one’s abilities (overconfidence),  the tendency to read the 
present into assessments of the past (hindsight), the tendency to act 
differently depending on how the decision is framed (framing), and the 
tendency to be risk averse for profit opportunities but willing to gamble to 
avoid a loss (loss aversion). Such irrational behaviour is sometimes exploited 
by market players whose ambition is to gain by manipulating and distorting 
the functions of the market. By making certain manipulating moves on the 
market, certain psychological effects are accomplished. Investors are misled 
to act in ways that are not in their best interests.99 

 
96 R. J. Gilson and R. Kraakman, The Mechanisms of Market Efficiency Twenty Years Later: The 
Hindsight Bias, pp. 2, 37; 
L. A. Stout, The mechanics of market inefficiency: an introduction to the new finance, pp. 4-5;   
97 E. Avgouleas, The Mechanics and Regulation of Market Abuse, p. 46. 
98 Ibid., p. 56-61. 
99 L. A. Stout, The mechanics of market inefficiency: an introduction to the new finance, pp. 31-
38; 
E. Avgouleas, The Mechanics and Regulation of Market Abuse, pp. 56-63; 
J. Torssell and P. Nilsson, Boken om trading, tillämpad teknisk analys, pp. 36-37; 
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3.2.2.3 Market liquidity 
Obviously, the extent of trading on a market shows how well the market 
functions. A condition for investors to be at all willing to buy financial assets 
is the possibility to sell them in the future. Market liquidity is the measure 
that exhibits how easily trade on the market is done, how quickly business 
can be finished and whether the prices are appropriate.100 Eagerness to buy is 
therefore significant for an efficient market, since it means that the investors 
are able to dispose of their securities without difficulty. Investors are not 
willing to pay as much for shares offered on an illiquid market. Thereby the 
companies offering the shares are also affected by how liquid the market is, 
since the cost of raising new capital increases when shares are not as actively 
traded.  

According to economic theory, liquidity as a characteristic of financial 
markets is a prerequisite for an efficient allocation of resources. Capital is 
supplied to the sectors and companies where the highest potential profit lies, 
thus, efficient allocation of resources enables economic growth and 
distribution of wealth between different social classes and countries.101 

Liquid markets benefit the economy by reducing the cost and risk associated 
with investments and transactions. Markets are liquid when large quantities 
can be bought or sold, immediately, without causing a substantial price 
effect. Liquidity of markets is in this sense a function of time, price and 
quantity.102 High market liquidity is desirable both for the economy at large 
and for the individual investor or company. 

3.2.2.4 Market integrity 
Market integrity means that investors have confidence in the well-
functioning of the market they plan to invest in. A high market integrity 
where the investor confidence is strong is equivalent to a market where the 
price-setting mechanism is intact. If all available information is reflected in 
security prices, the investors are able to rely on the accuracy of the prices.103 

If investors cannot trust that the information available is correct and 
sufficient, they will not be willing to risk or invest as much, and the share 
price will not effectively show the real value of the share in question. As 
mentioned above, another result of deficient information is the investors 
themselves having to defray the costs for acquiring relevant information, 
which in turn harms the market efficiency (there is less capital left to invest). 

 
C. Camerer, et al, Regulation for Conservatives: Behavioral Economics and the Case for 
"Asymmetric Paternalism", pp. 2-3. 
100 J. Torssell and P. Nilsson, Boken om trading, tillämpad teknisk analys, p. 31. 
101 P. Samuelsson, Lagen om marknadsmissbruk och lagen om anmälningsskyldighet. En 
kommentar, p. 153. 
102 Z. Goshen and G. Parchomovsky, The essential role of securities regulation, p. 720. 
103 P.- J. Engelen, Remedies to Informational Asymmetries in Stock Markets, p. 118. 
E. Avgouleas, The Mechanics and Regulation of Market Abuse, pp. 46-49. 
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Investors’ confidence in a market need not have a direct link to measurable 
economic loss due to flaws in the financial market. The mere existence of 
deficient information and price-setting is enough to lower the confidence in 
the concerned market. This is why market manipulation, which distorts the 
price formation mechanism, is such a danger to market integrity. Abusive 
influence on market prices makes investors lose their confidence. Thus, even 
if a manipulative action does not have any negative impact on the prices, the 
outcome is still decreased market integrity. The investor will allocate his 
resources differently and market efficiency will be diminished. 

In a market where the price formation does not function well, the market 
actors’ willingness to trade is lower. The allocation of resources becomes 
defective – the liquidity of the market is negatively affected. A corollary of a 
dysfunctional price formation is thus damaged market integrity, which leads 
to decreased market liquidity and the enhanced risk of capital disappearing 
out of the market. 

3.2.2.5 Financial stability 
Financial stability has no uniform definition, but is usually connected to 
systemic risk considerations.104 Systemic risks pose a threat to the stability of 
financial markets, potentially resulting in financial instability and crises. In a 
speech in December 2016, Professor Rosa Maria Lastra discussed financial 
stability as a “broad and discretionary concept that refers to the safety and 
soundness of the financial system, the smooth operation of the payment 
system and the resilience of the financial system to withstand unforeseen 
shocks”.105 Financial stability, control of systemic risk contagion and sound 
banking and finance were pointed out as “close cousins”. 

One of the primary tasks of central banks is ensuring financial stability. 
Monetary policy and macroeconomic functions are thus closely connected to 
the stability of the markets. For example, Riksbanken in Sweden is 
responsible under the constitution for monetary policy. Riksbanken is 
mandated to promote a safe and effective payment system, which includes 
promoting stability in the financial system as a whole.106 

 
104 R. M. Lastra, Cross-Border Bank Insolvency, p. 39. 
105 R. M. Lastra, Speech on the Annual conference on Financial Supervision in the EU, Brussels, 
December 1, 2016. Organiser: ERA, Academy of European Law. 
106 Kungörelse (1974:152) om beslutad ny regeringsform, Chapter 9, Section 13. 
Lagen (1988:1385) om Sveriges riksbank, Chapter 1, Section 2. 
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3.3 Banking and banks 

3.3.1 Introductory remarks 

The history of banking begins in Babylon, where notes about loans from a 
temple around 1700 B.C. have been found. The temple was the safest place 
in society at that time, and people deposited grains, livestock and eventually 
gold and silver. Merchants and others could borrow from the priests. The 
Code of Hammurabi dates back to this time and contains rules on banking.107 
The deposit of grains grew into a credit business, with special accounts for 
each client. The Italian city-states led the development. Large amounts of 
money were deposited and transferred by primitive deposit banks in Venice 
and Genoa in the twelfth century. Increasingly, princes used credit and loans 
to fund their costly court lives and wars during the early medieval period. 
Bankers like de Medici and Fugger demanded deposit rates and privileges in 
order to protect their interests. During the fifteenth and sixteenth centuries, 
many princes refused to repay their loans and some of them threw the 
bankers out of the country.108 Today, the oldest bank in the world, Monte dei 
Paschi di Siena, is located in Italy.109  

The modern banking market constitutes a large part of the financial 
markets. The size of the financial sector has been empirically shown to have 
a positive correlation with economic growth in the long run.110 Very large 
financial institutions are often banks. They may have a comprehensive 
impact on a country’s economy. For example, the consolidated assets of the 
largest bank in the United States, JP Morgan, account for 15 per cent of the 
US GDP. The largest bank in the European Union is Deutsche Bank, whose 
consolidated assets account for 17 per cent of EU GDP.111 Many bank 
groups have branches and subsidiaries all around the world. Deutsche Bank, 
for example, carries out banking activities in over 70 countries and has over 
98 000 employees worldwide.112 

 
107 G. Wetterberg, Pengarna & makten. Riksbankens historia, p. 16. 
108 Ibid., pp. 17-18. 
109 During the autumn of 2016, the bank ran into major difficulties and balanced on the verge of 
collapse before it managed to sell off bad assets and effectuate several crisis measures. The 
problems remained and by the end of January 2017 the Italian Government had discussions on EU 
level about the possibility to nationalise the bank.  
110 R. W. Goldsmith, Financial Structure and Development; 

R. Levine, Finance and Growth: Theory and Evidence. In Aghion, P. and S. Durlauf (eds.), 
Handbook of Economic Growth, pp. 865-934. 
111 D. Schoenmaker and D. Werkhoven, What is the Appropriate Size of the Banking System?, p. 
16; 
E. Liikanen, et al., Final Report, High-Level Expert Group on Reforming the Structure of the EU 
Banking Sector, Brussels, 2012. 
112 http://www.bankgeschichte.de/en/content/788.html.  
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Banks are heavily regulated compared to many other firms. This implies that 
banks are different from other firms. Noticeably extensive regulation 
conveys that the object at hand has distinguishing characteristics in need of 
special regulatory attendance. The particularity of banks is often pointed out 
in legal doctrine, as well as in economic expositions. I intend to briefly point 
out the basic functions, in a legal and economic sense, of banks and banking 
in the next sections. The sections also include a few remarks on the use of 
the terms bank, credit institutions, and related expressions.  

3.3.2 The functions of banks and banking 

3.3.2.1 Financial description 
Originally, banking referred to the business of persons who lent out their 
own money at interest. This is described in the 1855 book The theory and 
practice of banking: with the elementary principles of currency; prices; 
credit; and exchanges.113 In this treatise of legal history, the modern use of 
the word banking is said to include “the ideas both of money-borrowing and 
money-lending, of receiving deposits from other persons for the sake of safe 
custody, as well as lending out money upon interest”114. This description 
basically covers the core functions of classic banking activities, usually 
referred to as retail banking or commercial banking. In financial terms, a 
bank functions as a financial intermediary. Entities in deficit, for example the 
public sector and nonfinancial firms, are financed by funds from entities in 
surplus, such as households.115 In general, financial intermediaries have the 
essential function of transforming one financial asset into another. Banks 
may convert savers’ deposits into mortgage loans. The speciality of banking 
as compared to other financial intermediaries is to demand deposits. The 
core areas of banking are thus taking deposits and providing credit (lending).  

Today, banks are multifunctional institutions.116 Contemporary banks 
often engage in many activities in addition to deposit taking and lending, 
such as insurance, estate agency, investment management and securities 
dealing.117 Market-related services have grown comprehensively in 
importance for banking business.118 One result of this is that securities 

 
113 H. D. Macleod, The theory and practice of banking: with the elementary principles of 
currency; prices; credit; and exchanges, p. 341. 
114 Idem. 
115 M. Dewatripont & J. Tirole, The Prudential Regulation of Banks, pp. 13-18. 
116 R. Cranston, Principles of Banking Law, p. 325. 
117 A. Busch, Banking Regulation and Globalization, p. 23; 
H. M. Schooner and M. W. Taylor, Global Bank Regulation, principles and policies, p. 10-17; 
R. Cranston, Principles of Banking Law, p. 3; 
E. P. Ellinger et al., Modern Banking Law, pp. 3-5. 
118 S. Gleeson, International Regulation of Banking, p. 6. 
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activities play a central role in banking.119 Refined market-related activities 
by banks are often classified as investment banking. Banks that concentrate 
on facilitating the buying and selling of stocks and other investment 
activities are called investment banks. The fact that commercial banks are 
usually also engaged in the capital markets constitutes one of the major 
implications for banking regulation. Such universal banking was ruled out in 
the United States and many European countries after the banking crises of 
the early 1930s.120 Some of the major regulatory responses after the financial 
crisis of 2008 are similar measures that aim to separate depository activities 
from operations in the securities markets.121  

Banking business can be divided into customer groups and types of 
service. There are two customer groups: households and enterprises. The 
types of services are deposit taking and lending, and asset management.122 
For households, deposit taking and lending consist of deposits, withdrawals, 
loans for houses and consumption, etc. Similarly, banks offer cash-flow 
management and financing to companies. Cash-flow management for 
companies relates to a large extent to the households’ transactions of cash 
(salary and other cash inflows). Asset management for households comprises 
pension insurance, fund management and advisory services. For companies, 
banks may provide services related to share issue, securities trading and 
acquisitions.123  

Several risks are connected to the various banking services that are offered 
to households and companies.124 Credit risk is the risk that loans may not be 
repaid to the bank at maturity or that a counterparty will not perform its due 
obligation to the bank. Unlike many other companies that offer products or 
services which need not be returned, banks operate on the precondition that 
the service of lending money includes the return of the loan, usually with 
interest on the sum in addition. Banks therefore need to ensure that 
borrowers are able to repay their loans.  

Banks additionally face liquidity risk, which refers to the availability of 
funds in times of need. If liquid assets are short, so that a bank cannot pay 
customers or funders when they want to withdraw their deposits or make use 
of their credits, rumours may spread and a bank run might take place. 
Deposit insurance and central bank intervention are important measures to 
 
119 R. Cranston, Principles of Banking Law, p. 325. 
120 M. Dewatripont and J. Tirole, The Prudential Regulation of Banks, p. 18. 

See more on the US regulation below under 5.4.3. 
121 See E. Liikanen, et al., Final Report, High-Level Expert Group on Reforming the Structure of 
the EU Banking Sector, Brussels, 2012; 

C. C. Hu, Tackling the bank structural problem. 
122 L. Engwall, Banker som samhällsinstitutioner, pp. 105-121. 
123 Ibid., p. 107. 
124 For elaborations on these risks, see:  
L. Afrell, H. Klahr, P. Samuelsson, Lärobok i kapitalmarknadsrätt, pp. 102-112; 

L. Engwall, Banker som samhällsinstitutioner, pp. 107-110; 
J. Bessis, Risk Management in Banking, pp. 7-8, 28-36. 
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manage liquidity risks in a market. Banks manage liquidity risks by 
imposing various binding periods and terms for withdrawals.  

Solvency risk is the risk that a bank may not be able to absorb losses with 
its available capital. The losses may be generated from the realisation of all 
types of risks. Solvency is related to the net worth of a bank and the capital 
base of the bank. 

Market risk is also connected to banking and is the risk that a bank could 
suffer losses because of changes in various market conditions. An important 
source of income for banks is related to rates. If the difference between the 
revenues of lending rates and the costs of deposit rates is negative, a bank 
loses income and must match the rates in different ways.  

Operational risk must also be addressed in banks. Operational risks can be 
described as the risks of suffering loss as a result of inadequate or failed 
internal systems or people. For example, a person working in a bank may act 
in a way that is detrimental to the bank. Control systems are used to prohibit 
and detect this.  

Reputation risk is the risk that the bank’s reputation may be harmed. 
Banking relies heavily on maintaining a good reputation and on the 
customers’ confidence in the services offered by the bank. Banks are in a 
peculiar situation, since the reputation risk is prevalent both when the bank 
suffers losses and when it makes good profits. Worries related to losses and 
impeachment related to profits can easily be awakened.  

Systemic risk relates to the interconnectedness in the banking sector. 
Problems in one bank can easily spread to other banks. In worst-case 
scenarios, the problems of an individual bank contaminate the whole 
financial system, leading to bank runs and failures of financial institutions on 
a large scale.  

3.3.2.2 The legal definitions of banking and banks 
Legally, there is no internationally uniform definition of banking or what a 
bank is. Banks conduct banking business, as described in the previous 
paragraph. Banking business thus needs to be defined legally. There is a 
wide spectrum of legislative options when defining banking in law. At one 
end of the legislative spectrum is a very detailed substantial approach which 
entails listing the activities included in banking. The German Banking Act is 
one example of this approach. The Act comprises 12 descriptions of 
activities that define banking:  
 

1) Credit institutions are enterprises which conduct banking business 
commercially or on a scale which requires a commercially organised business 
undertaking. Banking business comprises  

1. the acceptance of funds from others as deposits or of other repayable funds 
from the public unless the claim to repayment is securitised in the form of 
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bearer or order debt certificates, irrespective of whether or not interest is paid 
(deposit business),  

1a. the business specified in section 1 (1) sentence 2 of the Pfandbrief Act 
(Pfandbriefgesetz) (Pfandbrief business), 

2. the granting of money loans and acceptance credits (credit business),  

3. the purchase of bills of exchange and cheques (discount business),  

4. the purchase and sale of financial instruments in the credit institution's own 
name for the account of others (principal broking services),  

5. the safe custody and administration of securities for the account of others 
(safe custody business),  

6. (repealed) 

7. the entering into of a commitment to repurchase previously sold claims in 
respect of loans prior to their maturity,  

8. the assumption of guarantees and other warranties on behalf of others 
(guarantee business),  

9 the execution of cashless cheque collections (cheque collection business), bill 
collections (bill collection business) and the issuance of travellers’ cheques 
(travellers’ cheque business),  

10. the purchase of financial instruments at the credit institution's own risk for 
placing in the market or the assumption of equivalent guarantees (underwriting 
business),  

11. (repealed) 

12. acting in the capacity of a central counterparty within the meaning of 
subsection (31).125 

Here, questions arise regarding the extensiveness of the list, whether all the 
requirements must be met in order for the entity to be classified as a bank, 
how incidental activities should be handled and how new types of banking 
businesses may be encompassed by the legislation.  

At the other end of the legislative spectrum is the former British approach, 
by which a bank was defined as any body recognised as such by a 
governmental authority.126 As the British is a common law jurisdiction, the 
application of the legal definitions relies on case law principles. In Woods v. 
Martins Bank Ltd, the court established a principle which has become 
increasingly important as bank business has grown to include functions 
beyond traditional deposit taking and lending: 
 
125 Gesetz über das Kreditwesen (as revised in July, 2014), Section 1. 
126 Bills of Exchange Act of 1882, Section 2. 
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…the limits of a banker’s business cannot be laid down as a matter of law. The 
nature of such business must in each case be a matter of fact and, accordingly, 
cannot be treated as if it were a matter of pure law.127 

 

This principle of the changing nature of banking was soon supplemented by 
United Dominions Trust v. Kirkwood, where Lord Denning described the 
usual characteristics of a bank: 
 

There are, therefore, two characteristics usually found in banks today: (i) They 
accept money from, and collect cheques for, their customers and place them to 
their credit; (ii) They honour cheques or orders drawn on them by their 
customers when presented for payment and debit their customers accordingly. 
These two characteristics carry with them also a third, namely: (iii) They keep 
current accounts, or something of that nature, in their books in which the credits 
and debits are entered.128 

 
The regulation in the United Kingdom allowed a great deal of room for state 
discretional powers. The exclusive reference to authorisation and the brief 
case law wordings on the definitions of banking would not function in a 
modern banking regulatory system and were amended by supervisory 
changes, harmonisation at the EU level and ultimately by more detailed 
requirements in the Financial Services and Markets Act of 2000 (FSMA 
2000).129 Today, the legal provisions in FSMA 2000 supply the necessary 
guidelines for defining banking. The older authorisation approach to banking 
definition still has some implications in British law, however, mainly due to 
the preservation of these principles in case law.130 The British legal 
definitions of banking have a great deal more flexibility than the German 
legislation. 

Except for the pure list approach, exemplified by German law, and the 
authorisation approach, exemplified by (in its pure form, former) British law, 
there is a more generalising approach. In this approach, banking is defined 
with reference to a few, general characteristics. This is the case in Swedish 
law, where banking business is defined as: 
 

a business which includes  

1. the processing of payment through general payment systems, and  

 
127 Woods v. Martins Bank Ltd [1959] 1 QB 55. 
128 United Dominions Trust v. Kirkwood [1966] 2QB 431. 
129 R. Cranston, Principles of Banking Law, p. 6; 

E. P. Ellinger et al., Modern Banking, pp. 79, 85. 
130 See Woods v. Martins Bank Ldt [1959] 1 QB 55; 
R. Cranston, Principles of Banking Law, p.7. 
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2. the taking of deposits which after notice are available to the depositor within 
at most thirty days.131  

EU law also takes the generalising approach when defining banking:  

‘Credit institution’ means an undertaking the business of which is to take 
deposits or other repayable funds from the public and to grant credits for its own 
account.132 

 
The generalising approach brings demands for clear delimitations of the 
general characteristics and may need exceptions so that the definition does 
not become too confining.133 Of course, as EU law harmonises authorisation 
of banks and other credit institutions, a bank granted permission to carry out 
banking business in one member state is valid throughout the Union.134 

In the United States, banks are defined according to a mix of the different 
legislative approaches. A general definition is found in the Federal Deposit 
Insurance Act: 
 

(1)  BANK.--The term "bank"--  

(A)  means any national bank and State bank, and any Federal branch and 
insured branch; and  

(B)  includes any former savings association.  

(2)  STATE BANK.--The term "State bank" means any bank, banking 
association, trust company, savings bank, industrial bank (or similar depository 
institution which the Board of Directors finds to be operating substantially in the 
same manner as an industrial bank), or other banking institution which--  

(A)  is engaged in the business of receiving deposits, other than trust funds (as 
defined /…/); and  

(B)  is incorporated under the laws of any State or which is operating under the 
Code of Law for the District of Columbia, including any cooperative bank or 
other unincorporated bank the deposits of which were insured by the 
Corporation /…/.135 

 
131 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 1, Section 3. 
132 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2016 
on prudential requirements for credit institutions and investment firms and amending Regulation 
(EU) No 648/2012 (Regulation (EU) No 575/2013 on prudential requirements for credit 
institutions and investment firms), Article 4. 
133 R. Cranston, Principles of Banking Law, p. 6. 
Directive 2006/48/EC of the European Parliament and of the Council of 14 June 2006 relating to 
the taking up and pursuit of the business of credit institutions (hereinafter: Directive 2006/48/EC 
relating to the taking up and pursuit of the business of credit institutions), Article 16. 
135 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873). 
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The definition of state banks under paragraph 2 includes first the 
substantial aspect (A) and then the authorisation aspect (B).  

The legal definitions of banking are thus mainly based in the substantial 
components of banking. Even though authorisation exists in some 
jurisdictions as a tool to define banking as such, it is possible to arrive at a 
substantial legal definition. The main component is deposit taking. Lending 
and being a part of the payment system are also central activities covered in 
the legal definitions. The term of the activity or the firm is of no independent 
value, even though the title bank is reserved for those financial institutions 
that are defined as banks in law.136 Finally, it is clear that the legal and 
financial definitions of banks and banking are close. They both focus on the 
actual financial functions of the institution, not the form, the name or 
whether the institution has received a licence for its activities. 

Establishing the functions of banking is important from the aspect of 
application of the law. Obviously, it is essential to establish what entities the 
regulation is applicable on, so that these entities may fall under supervision. 
From other aspects it is however hardly a meaningful occupation to try and 
define what a bank and banking is in an exact way. Finding a precise legal 
definition of banking will always be difficult and includes many problems of 
demarcation. As shown in this section, different jurisdictions provide various 
alternatives of legal definitions of banks and banking. 

3.3.2.3 Bank, credit institution and other legal definitions and forms 
The use of the title bank in a firm’s name is connected to legal 
requirements.137 In EU law, credit institution is defined as an undertaking 
whose business is to take deposits or other repayable funds from the public 
and to grant credits for its own account.138 In Swedish law, kreditinstitut 
corresponds to credit institution, although bank is defined more restrictively 
in lagen (2004:297) om bank- och finansieringsrörelse. Credit market 
companies and banks are the two types of kreditinstitut in Swedish law.139 In 
Danish law there is the term pengeinstitutter, which includes banks, savings 
banks and cooperative banks.140 In this study, bank will be the term most 
frequently used. When analysing EU law, the term credit institution will 
dominate, even though banks are the objects of this study, not all types of 
credit institutions. In the examination of Swedish law and in the comparative 

 
136 See e.g., lagen (2004:297) om bank- och finansieringsrörelse, Chapter 1, Section 9. 
137 See e.g., ibid.; 

Lov om finansiel virksomhed (LBK nr. 174 af 31/01/2017), Section 7, paragraph 5. 
138 Regulation (EU) No 575/2013 on prudential requirements for credit institutions and 
investment firms, Article 4, paragraph. 1. 
139 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 1, Section 5, paragraph 10. 
140 Banker, sparekasser, andelskasser. Lov om finansiel virksomhed (LBK nr. 174 af 
31/01/2017), Section 7 and Supplement 3 to the Act; 
T. Brenøe, et al., Lov om finansiel virksomhed – med kommentarer, p. 43. 
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outlooks, the title bank will be used alternately with the national term used in 
the respective jurisdictions. 

There are different types of banks. Apart from the division of banks into 
commercial banks and investment banks (described in 3.3.2.1), banks may 
conduct their business in various legal forms. Commercial and investment 
banks are often limited companies. Deposit taking and lending can be 
conducted by a savings bank, which typically has no owners but allocates 
profits by reinvesting in the bank or by making contributions to the local 
community.141 A similar form is the mutual savings bank, which also focuses 
on local investments and offers lending and deposit taking, sometimes with 
no lending rates.142 Mutual savings banks can run their business in the form 
of a society, and are as such often referred to as savings and loan 
associations (S&L) or thrifts. In this study, no distinction is made between 
different types of banks. The rationales for regulating banks are common 
concerns of information asymmetries and negative externalities (see 4.3). 
Most of the prudential banking regulations target all types of banks, as all 
banks need authorisation to start their business. The case studies in Chapters 
7-9 contain cases of limited company commercial banks, investment banks 
and savings banks. This thesis aims to discuss banking and how soundness 
functions to regulate banks – including both small, local bank businesses and 
large, multinational investment banks – and to add to the understanding of 
soundness as a common, multifaceted concern for all banking operations. 

3.4 Banking regulation and jurisprudence 

3.4.1 Introductory remarks 

For many reasons, it is important in legal research to place the object of 
research into its disciplinary context. To what legal discipline does banking 
belong? Obviously, banking law comprises the rules for banking business. I 
will discuss the discipline of banking law below, under 3.4.2.2, and relate my 
research questions to the findings within this field of law.  
 It is also of some value to include a larger understanding of the 
disciplinary context of banks and banking. Banks are central financial 
institutions in the capital markets. They are connected to many other markets 
and institutions and exposed to a wide variety of risks, as has been described. 
The overarching aims and fundamental functions of the capital markets bring 
an understanding to the banking market. For this reason, the next section will 
begin with an overview of capital markets law. 
 
141 See e.g., the Swedish sparbankslagen (1987:619). 
142 See e.g., the Swedish lagen (1995:1570) om medlemsbanker. In Sweden, two mutual savings 
banks exist: Ekobanken and JAK Medlemsbank. 
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3.4.2 Disciplinary context 

3.4.2.1 Capital markets law 
Some of the major issues in the field of capital markets law are financial risk 
taking, corporate governance and information disclosure. These three issues 
are common for the activities in the capital markets and, to various degrees, 
are relevant for the different specialised markets. For example, mandatory 
disclosure rules apply to companies in both the securities markets and the 
bond markets. Financial risk taking gives rise to capital requirements for 
commercial banks and other financial firms. Different forms of corporate 
governance rules are needed to enhance transparency in corporations and 
confidence in the financial markets. Within the central areas of financial risk 
taking, corporate governance and information disclosure, there are a number 
of common concerns, which will shed additional light to the functions of 
capital markets law. These common concerns are related to economic 
efficiency, financial stability and market irregularities. 

First, the overall purpose of all financial regulation, perhaps especially 
evident in the capital markets field, is to create an efficient financial system. 
Basically, as mentioned above, the financial system is created to serve five 
functions: it provides investors and renders the exchange of goods and 
services possible, it facilitates the trading, hedging, diversifying, and pooling 
of risk, it allocates resources, it monitors managers and exerts corporate 
control, and it mobilises savings.143 The main function of the capital market 
is to supply capital equal to the demand.144 The quality of the market 
functions determines the efficiency of a market. Obtaining efficient capital 
markets is a common concern for all regulation in the field of capital markets 
law. 
  The second common concern in capital markets law is related to financial 
stability. The regulation of financial markets, on whichever level, has two 
main purposes: maintaining competition and protecting investors against 
fraud and other kinds of abusive behaviour. In order to fulfil these purposes 
financial regulation needs to safeguard the systemic stability, protect the 
integrity of the market and foster market efficiency. Stability and risk are 
two sides of the same coin. Stability in the financial system on a macro-
economic level is connected to the prevalence of financial risk factors 
influencing the whole system. Such factors, systemic risks, pose a threat to 
the stability of the entire financial system, which, in turn, can cause 
extensive economic disruption.  A systemic risk can be defined as the risk of 
a financial shock triggering a reduction in economic value or confidence, as 
well as an accompanying increase in uncertainty, affecting a significant part 

 
143 E. Avgouleas, The Mechanics and Regulation of Market Abuse, p. 24; 
143 P.-J. Engelen, Remedies to Informational Asymmetries in Stock Markets, p. 28. 
144 H. S. Houthakker and Paul J. Williamson, The Economics of Financial Markets, p. 284. 
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of the financial system. A systemic risk also includes a high likelihood that 
the real economy will be adversely affected, for example, by rising 
unemployment and decreased production.145 Protection against systemic risk 
is a uniting concern for the capital markets generally.146 

Third, a common concern in capital markets law is the need to manage 
irregularities in the markets. Irregularities in the markets are expressed in 
various ways; there may be diverging stock market patterns, increased or 
decreased liquidity in a market, market abuse, warped market functions 
related to the pricing mechanism or new devices that change how 
information is evaluated. Since not all market actors have the same 
expectations, ambitions or even the same conditions, deviating developments 
in the capital markets are inevitable and usually normal. However, some 
market irregularities might distort the market functions, leading to lessened 
efficiency and poorer financial performance. If the market functions are 
distorted, it may be because of investors’ behavioural biases, the occurrence 
of market abuse or other irregular factors. A common ambition for the 
regulations in the capital markets is therefore to make sure harmful 
irregularities are minimised. The field of capital markets law thus shows 
three major issues (financial risk taking, corporate governance and 
information disclosure) and three major concerns (economic efficiency, 
financial stability and market irregularities) that are collectively relevant for 
the legal aspects of all activities in the capital markets. The three issues mark 
out the common areas of potential problems. The three concerns demonstrate 
the general and most important recurring formulations of questions. The next 
section discusses the more specific concerns related to banking law. 

3.4.2.2 Banking law  
Banking law comprises the specific rules targeting banks’ activities. In other 
words, it is functionally delimited to the parts of the law that have 
significance for banking business.147 Banking law is a legal subarea to capital 
markets law. It is a broad term that includes definitions, thresholds, 
requirements and other substantial aspects of banking, as well as 
administrative, regulatory and supervisory rules. Banking law can be 
described as consisting of an “inner core” of refined bank related 
regulation.148 The inner core comprises public law regulation on 1) 
establishment of banks, 2) conducting of banking business and 3) 
supervision. Additionally, there are vital parts of the law of corporations 
regulating the banking company form. Moreover, regulation that specifically 

 
145 For a discussion on the meaning of systemic financial risk, see 4.3.2. 
146 E. Avgouleas, The Mechanics and Regulation of Market Abuse, p. 167-168; 
H. S. Houthakker and Paul J. Williamson, The Economics of Financial Markets, p. 285. 
147 B. Lehrberg, Uppsatser i bankrätt, p. 13. 
148 The expression is developed in: B. Lehrberg, Uppsatser i bankrätt, p. 13. 
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targets vital contracts for banks, such as credit contracts, account 
agreements, warrants, debt instruments, guaranties, pawn contracts and so 
on, is found in the inner core. An “outer core” of banking law consists of the 
rules concerning business lines that are characteristic in practice for banking, 
such as transfer of payments, deposit taking, credit granting and trading in 
stocks and shares.149 

There are various works on the definitions of banking business, banking 
regulation and banking law.150 By defining banking, many, perhaps most, 
aspects of the jurisprudential implications are discussed. Banking law 
literature seems to be quite clear about what is apprehended as banking law 
and what is comprised therein. Banks engage in activities that are addressed 
by rules deriving from many legal disciplines, such as company law, contract 
law, property law, housing law, consumer law and family law. In Sweden, 
however, there are very few all-comprising banking law studies, maybe 
because issues related to banking can be legally analysed in parts from 
various disciplinary points of view. The lack of consistent presentments of 
banking law in Sweden may also find an explanation in the division of the 
Swedish legal system into public law and private law. Banking law has 
traditionally been seen as a private law subject, predominately. Private law 
aspects of banking law, such as liens and property law have been analysed 
thoroughly.151 The “inner core” of public requirements on the establishment, 
conduct and supervision of banking has been discussed separately.152 It is my 
view that modern banking law cannot be defined as either a private or public 
field of law. Banking law comprises both the inner and outer cores. The 
mixture of corporate rules, economic administrative rules and accounting 
rules has been pointed out as “substantial” in the regulation of banks.153 The 
regulation of banks basically takes as its departure point market incentives to 
use financial intermediation as a means to increase private economic welfare. 
Private contracts are thus the basic component for any banking activity. The 
financial context of banks and their businesses may render costs which 
cannot be internalised in individual banks, and which sometimes result in 
market failures. The public interests in controlling banks’ activities are 
intertwined with the purpose and essence of banking and also provide the 
conditions for conducting banking. Private incentives and public concerns 
are inseparably connected in the banking field. The legal departure points for 
analyses in this field need, most often, to include both private and public law 
aspects in order to achieve fruitful results.  

 
149 Idem. 
150 See e.g., A. N. Berger, et al., The Oxford Handbook of Banking; 
R. Cranston, Principles of Banking Law, pp. 4—; 
E. P. Ellinger et al., Modern Banking Law, pp. 79—; 
G. Benston, et al., Perspectives on Safe and Sound Banking. 
151 B. Lehrberg, Uppsatser i bankrätt. p. 5. 
152 See e.g., H. Falkman, Bankrörelse, risker och riskhantering i banker. 
153 C. Norberg, Reglering och beskattning av banker, p. 145. 
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4 Regulatory structures and theory 

4.1 Introduction 
This chapter presents some regulatory structures in the banking market in the 
chosen jurisdictions and fundamental theory for banking regulation. The 
chapter forms a structural background to the analyses in the coming chapters. 

In the United States, commercial banking started to grow by the end of the 
War of Independence in 1783. The first major banking legislation was 
enacted in 1864.154 In the United Kingdom, banking activity increased in 
connection with the establishment of the Bank of England in 1694, which 
became a starting point for regulating the banking sector.155 The Swedish 
equivalent, Sveriges Riksbank, was founded in 1668.156 However, it was not 
until 1824 that a Swedish legislative act specifically addressed the banking 
sector, in the form of a promulgation for private banks. In Denmark, the 
Nationalbank, established in 1818, is the central bank.157 The Danish Savings 
Banks Act of 1880 was the first regulatory tool addressing the early banking 
activity. In 1919, the first commercial bank act was enacted.158  

Section 4.2, below, elaborates on the banking regulatory structures at the 
EU level and in the chosen jurisdictions: Sweden, Denmark, the United 
Kingdom and the United States. Both the legislation and supervision are 
included. The theoretical part, section 4.3, introduces fundamental economic 
theory for banking regulation. These basic departure points form a basis for 
all discussions of law and economics in relation to the substantial analyses in 
the thesis. The main economic rationales for regulation are described. The 
first is negative externalities and the other is asymmetric information. The 

 
154 A. M. Pollard, et al., Banking Law in the United States, p. 7. 
155 A. Busch, Banking Regulation and Globalization, pp.  34-35; 
Bank of England, website: www.bankofengland.co.uk; 
A history of English clearing banks, article by The British Banking History Society, 
http://www.banking-history.co.uk/history.html. 
156 G. Wetterberg, Pengarna & makten. Riksbankens historia, pp. 11, 463. 
157 www.nationalbanken.dk. 

158 P. Hansen, Bank Regulation in Denmark from 1880 to World War Two: Public Interests and 
Private Interests, p. 43. 
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economic theories and arguments related to banking regulation will be 
elaborated further in the analyses in Chapters 5-9. 

4.2 Regulatory structures  

4.2.1 The European Union 

4.2.1.1 Background 
Free movement of goods, people, services and capital are the four basic 
freedoms fundamental for European integration and are established in Article 
2 of the Lisbon Treaty and Article 26 of the Treaty on the Functioning of the 
European Union. However, attempts to approximate national laws in the area 
of the four freedoms were met with a great resistance until the middle of the 
1980s. Until then, steps towards harmonisation were only taken by the 
European Court of Justice (ECJ).159 Political willingness to overcome the 
difficulties in integrating the internal market resulted in an economic reform, 
the departure point of which was the Commission’s 1985 White Paper on 
Completing the Internal Market.160 The White Paper set out a new approach 
to harmonising legislation for the inner markets and constituted the first step 
towards market integration for financial services and the founding of a 
common regulatory structure for financial firms within the Union.161 Three 
main principles for market integration were established in the White Paper. 
First, the principle of home-country control entrusted the responsibility of 
supervising financial firms to the home country authority, including the 
responsibility for branches in other member states. Thus, the financial firm 
had to report to the authority of the member state of origin regarding both 
domestic and cross-border matters. Second, the principle of mutual 
recognition required the member states to respect each other’s regulations 
and regimes, so that financial firms would be able to provide financial 
services under their home-county laws in other member states’ markets. 
Third, the standards for authorisation, regulation and supervision of financial 
firms would be set according to the principle of minimum harmonisation of 
national laws. For example, minimum thresholds were decided for the 
publication of trade information by EU stock exchanges.162 The three 

 
159 See for example Case 205/84 EC Commission v Germany (Re Insurance Services) [1986] ECR 
3755, Case 15/78 Société Generale Alsacienne de Banque v Koestler [1978] ECR 1971 and Cases 
C-267/91 and 268/91 Keck and Mithouard [1993] ECR I-6127. 
160 See European Commission, Completing the Internal Market, White Paper to the European 
Council, COM (85) 310 final, June 14, 1985. 
161 E. Avgouleas, The Mechanics and Regulation of Market Abuse, pp. 242-245. 
162 Council Directive 93/22/EEC of 10 May 1993 on investment services in the securities field. 
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principles would, by their application, constitute a single passport to 
financial institutions for the provision of financial services throughout the 
European Union. 

The White Paper of 1985 was adopted by the Council and became the 
keystone of the Single European Act of 1986 (SEA). The SEA amended the 
Treaty of Rome so that the requirement of unanimity was relaxed in the 
enactment of harmonising legislation, not least in the field of financial 
services. Hereby a series of directives, the Banking Directives among others, 
were adopted.163 The White Paper did not speed up market harmonisation, 
however, as the legislation did not extend to more than a few areas. Another 
reason cited for the inability to reach the goals is that the directives enacted 
contained contrarious objectives: to increase investor protection by ensuring 
“fairness” and to integrate the market through “liberalisation”. These 
objectives caused confusion and uncertainty about the implementation of the 
directives.164 The progress of integrating the internal markets between 1985 
and 1999 was mainly characterised by harmonisation only to the extent 
needed to establish a sufficient level of trust between the member states 
regarding their standards and procedures. At the end of the 1990s, the picture 
changed drastically with a renewed impetus to achieve market integration in 
the field of financial services.  

4.2.1.2 The Financial Services Action Plan 
The Financial Services Action Plan (FSAP) was launched in 1998 with the 
aim of achieving a single market for financial services within the EU.165 The 
plan was adopted in 1999 by the Commission and included 42 separate 
regulatory measures to be realised by 2003. It was intended to harmonise the 
member state regulations on securities trading, banking and insurance 
activity, pension systems and other financial transactions.  

The FSAP has implied a thorough reform in the EU financial regulatory 
area, not least because of the unusually high level of harmonisation required 
by the member states in order to implement the legislation.166 Some of the 
first directives enacted as a consequence of the FSAP were the Market 
Abuse Directive (MAD),167 the Directive on the Public Disclosure of Inside 
Information,168 the Accepted Practices Directive,169 the Public Offers and 

 
163 Directive 2000/12/EC of the European Parliament and of the Council of 20 March 2000 
relating to the taking up and pursuit of the business of credit institutions. The directive 
consolidates a number of earlier banking and solvency directives. See E. Avgouleas, The 
Mechanics and Regulation of Market Abuse, p. 244. 
164 E. Avgouleas, The Mechanics and Regulation of Market Abuse, p. 245. 
165 Communication of the Commission, Financial Services: Implementing the framework for 
financial markets: Action Plan, COM (1999) 232, May 11, 1999. 
166 E. Avgouleas The Mechanics and Regulation of Market Abuse, pp. 239- 241. 
167 Directive 2003/6/EC of the European Parliament and the Council of 28 January 2003 on 
insider dealing and market manipulation (market abuse). 
168 Directive 2003/124/EC of the Commission of 22 December 2003 implementing Directive    
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Admissions Prospectus Directive,170 the Directive on Transparency 
Obligations of Trades Companies,171 and the Directive on Markets in 
Financial Instruments (MiFID).172 The purpose of the FSAP was to adopt 
regulations to protect investors as well as the integrity of the European 
financial markets. The legal measures (directives and regulations) of the 
FSAP concern the prevention of insider dealing, mandatory disclosure, trade 
transparency and the prohibition of market manipulation. 

During the process with the FSAP, a strong consensus emerged that a 
more efficient EU regulation of the financial markets was crucial for the 
whole Union. The existing legislation was considered too slow, rigid and 
complex. In short, the financial regulatory system was very ill-adapted to the 
pace of global financial market change. The legislation was in many respects 
insufficient and was also implemented differently. The discrepancy in 
national implementation became especially problematic as cross-border 
businesses increased, creating more situations in which more than one 
member state authority had supervisory power.173 In 2000 the EU Council 
appointed a high level committee, headed by the former President of the 
European Monetary Institute, Alexandre Baron Lamfalussy. The Final 
Report of the Committee of Wise Men on the Regulation of European 
Securities Markets (the Lamfalussy Report) was presented and adopted by 
the Council in 2001. The Lamfalussy Report led to the construction of a 
European regulatory system for the single financial market which was up and 
running in 2003.174 The regulatory system amounted to an expansion of the 
comitology procedures for EU regulation and the establishment of 
committees of national supervisors for ensuring harmonisation and national 
input in the EU legislative process. The ambition of the reform was high: to 
create a regulatory structure that would be able to match the best in the 

 
2003/6/EC on the definition and public disclosure of inside information and the definition of 
market manipulation. 
169 Directive 2004/72/EC of the Commission of 29 April 2004 implementing Directive 2003/6/EC 
on accepted market practices, the definition of inside information in relation to derivatives and 
commodities, the drawing up of lists of insiders, the notification of managers’ transactions and the 
notification of suspicious transactions. 
170 Directive 2003/71 of the European Parliament and of the Council of 4 November 2003 on the 
prospectus to be published when securities are offered to the public or admitted to trading and 
amending Directive 2001/34/EC. 
171 Directive 2004/109/EC of the European Parliament and of the Council of 15 December 2004 
on the harmonisation of transparency requirements in relation to information about issuers whose 
securities are admitted to trading on a regulated market and amending Directive 2001/34/EC. 
172 Directive 2004/39/EC of the European Parliament and of the Council of 21 April 2004 on 
markets in financial instruments amending Council Directives 85/611/EEC and 93/6/EEC and 
Directive 2000/12/EC of the European Parliament and of the Council and repealing Council 
Directive 93/22/EEC. 
173 See A. Lamfalussy, et al., Final Report of the Committee of Wise Men on the Regulation of 
European Securities Markets (the Lamfalussy Report), February 15, 2001, p. 7. 
174 See the Lamfalussy Report. 
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world.175 An open EU financial market was to be built in a few years. This 
was considered the natural complement to the development of the monetary 
union and the last missing piece of the EU internal market.176  

The regulatory system relied on the existing institutional structure for 
adopting Community legislation. No competence was transferred from the 
national to the EU level. The Lamfalussy Report contained recommendations 
for a four-level approach.177 On the first level the European Parliament and 
the Council adopt framework legislation by normal EU legislative 
procedures. At Level 2 the detailed regulations are elaborated and the 
member states may deliver opinions on the proposal. When the final draft is 
approved by a regulatory committee and/or the Council in the first step, and 
the Parliament in the second step, the draft is adopted as binding Community 
legislation. At Level 3 the work is carried out by supervisory committees, 
which consist of a representative from each member state designated by the 
national supervisory authority. The outcome of the Level 3 procedures is a 
translation of Level 1 and 2 acts and other EU financial markets legislation 
into non-binding recommendations for the enforcement of the rules. The 
fourth level of the Lamfalussy model concerns evaluation of the member 
state implementation of Community law. A Monitoring Group was 
appointed at Level 4, assigned to produce reports to the Council every six 
months on the progress (or lack thereof) regarding national enforcement. The 
Lamfalussy model is generally considered successful.178 Criticism has been 
related to concerns such as the number of actors involved when the detailed 
legislative work is carried out.179 Of major importance is the critique of the 
quality of the legislation adopted as a result of the fast-track Lamfalussy 
procedure. The Monitoring Group has as a main focus in its reports the 
importance of keeping up the pace of legislation according to the timetable 

 
175 Ibid., p. 8. 
176 Ibid., p. 72. 
177 The Lisbon Treaty (Article 290 and 291) stipulates a new procedure for the Commission to 
adopt legislation. The comitology procedure remains for adopting implementing acts, but is 
removed from the process of adopting delegated acts. Instead the latter acts are adopted after 
specific delegation acts from the European Parliament or the European Council, where the 
conditions for the delegation – the objectives, content, scope and duration of the delegation of 
power – must be explicitly defined for each case. However, a declaration is appended to Article 
290 (number 39), stating that the Commission intends to “continue to consult experts appointed 
by the member states in the preparation of draft delegated acts in the financial services area, in 
accordance with its established practice”. The declaration denotes that the Lisbon Treaty is not 
supposed to subsume amendments of the comitology procedures for delegated acts adopted by the 
Lamfalussy process. See: Declaration 39, the Lisbon Treaty. 
178 E. Avgouleas, The Mechanics and Regulation of Market Abuse, p. 249; 
See e.g., the reports of the Monitoring Groups: Inter-Institutional Monitoring Group, First (May 
2003), Second (December 2003) and Third (November 2004) Interim Reports Monitoring the 
Lamfalussy Process, Brussels. 
179 See e.g., S. M. Seyad, EU Financial Law, pp. 84-85. 
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of the FSAP.180 The focus on delivery of legislation according to the time 
schedules is questionable from a quality point of view. The quality drawback 
of the speedy adoption of legislation is a recurring point of critique related to 
EU financial regulation.181 

4.2.1.3 Financial supervision 
The main reasons for the crisis that hit the financial markets in 2008 are well 
known by now and can be succinctly described as growing unsound risk 
taking in search of yield, transfer of risk from the credit to the capital 
markets by securitisation of financial instruments and increased supply of 
cheap leverage. Due to failing international macro-economic policy and 
regulatory weaknesses, financial instability was allowed to build up until 
systemic risks threatened the whole financial system.182  

The financial crisis put European financial stability to a momentous test. 
The losses of the largest banks in the EU amounted to around 350 billion 
euros.183 The European Central Bank pumped enormous volumes of liquidity 
into the credit markets.184 The crisis showed some shortcomings in the EU 
financial system and spurred on the political will to reform the financial 
markets at the EU level. The lack of financial supervisory cooperation and 
cross-border solutions in the EU were pointed out as contributing to the 
crisis. The Commission mandated in October 2008 a High Level Group, lead 
by Jacques de Larosière, to give advice on the future of European financial 
regulation and supervision.185 Based on the de Larosière Report, the 
Commission brought forward proposals in September 2009, and exactly one 
year later the Parliament voted through a new framework for the EU 
financial markets that came into force in January 2011. 

As previously described, the EU project of financial market integration 
has, since its beginning, relied on the principle of home-country control.  The 
Member State in which financial business is carried out has supervisory 
responsibility for that business.186 Financial legislative harmonisation, with 
the FSAP and the Lamfalussy model, had largely achieved an internal 

 
180 Inter-Institutional Monitoring Group, First (May 2003), Second (December 2003) and Third 
(November 2004) Interim Reports Monitoring the Lamfalussy Process, Brussels. 
181 See e.g., the Swedish Governmental Official Report: SOU 2014:52. Resolution - en ny metod 
för att hantera banker i kris, pp. 233-236; 

J. Lau Hansen, The Hammer and the Saw - A Short Critique of the Recent Compromise Proposal 
for a Market Abuse Regulation; 

A. Seretakis, Regulating Hedge Funds in the EU? The Case Against the AIFM Directive. 
182 N. Moloney, European Banking Union: assessing its risks and resilience. 
183 European Commission, Commission Staff Working Document, European Financial 
Integration Report (2009), SEC(2009)1702, p. 35. 
184 European Central Bank, Annual Report (2008), pp. 99-104 and European Central Bank, 
Annual Report (2009), p. 20. 
185 The High-Level Group on financial supervision in the EU, Chaired by Jacques de Larosière, 
Report, Brussels, February 25, 2009 (De Larosière Report). 
186 SOU 2003:22. Framtida finansiell tillsyn, p. 82. 
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market for financial services. However, control over European internal 
market activity remained at national level and was addressed by the EU. An 
imbalance in the regulatory and supervisory construction emerged, which 
was considered a central matter in the course of the crisis in the Union.187  
 The new financial architecture of the de Larosière Report constitutes a 
response to the crisis. Institutionally the reform consists of the European 
Systemic Risk Board (ESRB) and three new European supervisory 
authorities.188 Together with the national supervisory authorities, as local 
operational supervision remains a national concern, a new European system 
of financial supervisors has been established. The European Systemic Risk 
Board is a consultative body, set up to monitor the financial system as a 
whole. The Board analyses potential threats to financial stability that arise 
from macro-economic developments, and is responsible for conducting 
macro-prudential supervision within the new system of the de Larosière 
reform. System-wide risk assessments and the issuance of early warnings 
and correcting recommendations are the ESRB’s main concerns. Its 
warnings and recommendations can be addressed to national authorities and 
other EU bodies but are not legally binding. Other assignments for the Board 
include exchanging information in the EU and working at the international 
level. The Board is an independent organ within the ECB, but without legal 
personality. The Board consists of representatives from the national central 
banks and national financial supervisory authorities, the Chairman of the 
Economic and Financial Committee, the ECB Council, the three Chairs of 
the European Supervisory Authorities and the Commission. All but the 
national supervisors and the Chairman of the ECOFIN (Economic and 
Financial Affairs Council) have voting rights. The chair of the ESRB is held 
by the ECB chair, which might raise questions about the actual degree of 
independence for the ESRB in relation to the ECB. The close links are 
intentional, however; the ESRB works closely with the ECB, as the latter 
provides the Board with statistics and analyses as well as administrative and 
logistical support.189 The objective of creating the ESRB was to address the 
vulnerability of the financial system to interconnected, complex, sectoral and 
cross-sectoral systemic risks.190 

Three new authorities at the EU level were established on the basis of the 
proposals of the de Larosière reform.191 These European Supervisory 

 
187 De Larosière Report, pp. 40-42; 
N. Moloney, European Banking Union: assessing its risks and resilience, pp. 1618–; 
European Commission, MEMO/10/434, Financial Supervision Package - Frequently Asked 
Questions, Brussels, September 22, 2010, p. 1. 
188 De Larosière Report. 
189 European Commission, MEMO/10/434, Financial Supervision Package - Frequently Asked 
Questions, Brussels, September 22, 2010, p. 2. 
190 Ibid. 
191 The objectives of the European Supervisory Authorities are to contribute to: 1) improving the 
functioning of the internal market, including in particular a high, effective and consistent level of 
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Authorities are built on the level 3 supervisory committees of the Lamfalussy 
model. The European Supervisory Authorities are bodies with legal 
personality under EU law.192 The authorities are the European Banking 
Authority (EBA), the European Insurance and Occupational Pensions 
Authority (EIOPA) and the European Securities Markets Authority (ESMA). 
Each authority consists of a chairperson, an executive director, a board of 
supervisors and a management board. The heads of the national supervisors 
are voting members of the management board. The chair, a representative of 
each of the European Commission, the ECB and the ESRB and the two other 
European Supervisory Authorities are non-voting members of the board of 
supervisors.193 The European Supervisory Authorities have taken over the 
former level 3 committees’ commission to monitor the national supervisory 
authorities and to follow up the member states’ implementation of EU 
financial law. In addition to the committee assignments, the authorities are 
equipped with powers to: 1) issue specific rules for national authorities and 
financial institutions; 2) develop technical standards, guidelines and 
recommendations; 3) monitor how rules are being enforced at the national 
level; 4) arbitrate in disputes between national authorities; and 5) act in 
emergency situations, including banning certain products.  

The European Supervisory Authorities have binding decision powers 
towards national authorities, but also under certain circumstances directly 
concerning financial institutions. Power to address decisions to national 
authorities is entrusted in three areas: 1) in cases where the authorities are 
arbitrating between national authorities that are both involved in the 
supervision of a cross-border group and where they need to agree or 
coordinate their position; 2) in cases where a national authority is incorrectly 
applying EU law; and 3) in emergency situations declared by the Council. 
Decisions that are directly applicable to financial institutions can be taken as 
 
regulation and supervision; 2) protecting depositors, investors, policyholders and other 
beneficiaries; 3) ensuring the integrity, efficiency and orderly functioning of financial markets; 4) 
safeguarding the stability of the financial system; and 5) strengthening international supervisory 
coordination. For this purpose, each European Supervisory Authority shall contribute to ensuring 
the coherent, efficient and effective application of the relevant Community law; 
See e.g., European Commission, Proposal COM (2009) 501 final, for a Regulation of the 
European Parliament and of the Council establishing a European Banking Authority Brussels, 
September 23, 2009, pp. 3–; 

The European Supervisory Authorities Regulations: Regulation (EU) No 1093/2010 of the 
European Parliament and of the Council of 24 November 2010 establishing a European 
Supervisory Authority (European Banking Authority), amending Decision No 716/2009/EC 
and repealing Commission Decision 2009/78/EC; Regulation (EU) No 1095/2010 of the European 
Parliament and of the Council of 24 November 2010 establishing a European Supervisory 
Authority (European Securities and Markets Authority), amending Decision No 716/2009/EC 
and repealing Commission Decision 2009/77/EC; Regulation (EU) No 1094/2010 of the European 
Parliament and of the Council of 24 November 2010 establishing a European Supervisory 
Authority (European Insurance and Occupational Pensions Authority), amending Decision 
No 716/2009/EC and repealing Commission Decision 2009/79/EC. 
192 The European Supervisory Authorities Regulations, Articles 3 (1). 
193 The European Supervisory Authorities Regulations, Articles 25. 
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a last resort in the three areas just described above, after the national 
authority has been addressed but has not complied with a decision from the 
European Supervisory Authorities, and only where directly applicable EU 
legislation is at hand. 

Generally, no sanctions are available for the European Supervisory 
Authorities in order to enforce a decision. The day-to-day supervision of 
individual firms remains at a national level. Full supervisory powers for the 
European Supervisory Authorities exist only for credit rating agencies and 
trade repositories that collect and maintain the records of derivatives. These 
are fully and directly supervised by ESMA, the authority for securities 
markets. ESMA has the power to request information, launch investigations 
and perform inspections.194 

In 2011, the financial crisis became a debt crisis in the eurozone area. 
Political discussions led to the proposal of a banking union, specifically for 
member states that share the euro as currency, but potentially open to any 
member state. The bank union comprises common rules for bank 
resolution.195 Also, as a part of the banking union, a single supervisory 
mechanism (SSM) is set up.196 In the banking union, the ultimate supervisory 
responsibility related to the financial stability of all euro area banks will be 
borne by the European Central Bank (ECB). Non-euro states may voluntarily 
join the ECB supervision scheme. The ECB will cooperate with the EBA, 
which will keep its supervisory functions.197 Naturally, setting up 
additionally reinforced common rules for the eurozone will have 
implications for the whole Union, as the eurozone consists of 19 of the 28 
member states. It remains to be evaluated exactly how the banking union and 
its proposed resolution regime and supervisory schedule will function.  

 
194 Regulation (EU) no 513/2011 of the European Parliament and of the Council of 11 May 2011 
amending Regulation (EC) No 1060/2009 on credit rating agencies; 
Commission Delegated Regulation supplementing Regulation (EU) No 648/2012 of the European 
Parliament and of the Council with regard to rules of procedure for penalties imposed on trade 
repositories by the European Securities and Markets Authority including rules on the right of defence 
and temporal provisions; 

By February 5, 2015, six trade repositories and 30 credit rating agencies were supervised by 
ESMA, see: ESMA/2016/234, ESMA’s supervision of credit rating agencies and trade 
repositories, 2015 annual report and 2016 work plan, February 5, 2015. 
195 European Commission, MEMO/12/909, A Blueprint for a deep and genuine Economic and 
Monetary Union (EMU): Frequently Asked Questions, Brussels, November 28, 2012. 
196 Regulation (EU) No 806/2014 of the European Parliament and of the Council of 15 July 2014 
establishing uniform rules and a uniform procedure for the resolution of credit institutions and 
certain investment firms in the framework of a Single Resolution Mechanism and a Single 
Resolution Fund and amending Regulation (EU) No 1093/2010. 
197 European Commission, Press release, IP/12/953, Commission proposes new ECB powers for 
banking supervision as part of a banking union, September 12, 2012. 
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4.2.1.4 Some remarks on development and the future  
The EU reforms since the financial crisis of 2008 have definitely shown that 
financial regulation and supervision are no longer concerns for the member 
states to handle alone. There is increasing control from the EU level.198 The 
de Larosière reform is ground breaking in the sense that EU bodies with 
authority powers regulate the internal markets for financial services. This is a 
strong tensing of the financial markets regulation in Europe. It can be noted 
that the rapid pace of development after the crisis has meant that committees 
with purely advisory functions have taken on authority-like assignments. The 
focus of EU financial regulation has shifted from high ambitions for 
maximum integration of the financial markets to stability considerations and 
risk consciousness. It is not surprising that the EU has established 
supranational monitoring of a harmonised financial market which displays a 
high degree of cross-border activities. The question is whether the new 
supervisory system within the EU de facto implies more efficient supervision 
than previously; in other words, whether the system creates supervisory 
mechanisms that are sufficiently efficient from a post-crisis perspective.  

The answer to the question of efficiency depends primarily on how much 
competence the conducting bodies are equipped with in relation to current 
and future conditions in the markets. Regarding the three new European 
supervisory authorities, the question soon arises as to how they compare with 
the previous committees that previously existed in the corresponding way for 
national regulatory supervisors in the banking, securities and insurance 
fields. Like the present authorities, these committees had the mandate to 
monitor and follow up on the member states’ implementation of the EU 
legislation. The new authorities have been empowered to adopt binding rules 
and to address binding decisions towards national supervisors and, in 
extraordinary situations, directly towards individual financial institutions. In 
terms of functions and skills, the new European supervisory authorities are 
very similar to the old committees. The competence is somewhat greater, but 
a supranational financial supervisor has not been created by the reform. The 
de Larosière reform has been grandiosely described as constituting a new 
financial architecture for the supervision of EU financial markets. It is said 
that the authorities and actors in the new European system of financial 
supervision will ensure consistent oversight of financial institutions 
operating in several EU countries. At the same time, it is repeatedly 
maintained that the day-to-day enforcement activities will continue to be 
managed at the national level. The actual supervision, not least the 
sanctioning powers, remains a national matter. Probably the differences in 
the member states’ regulatory systems constitute a hindrance to imposing 
actual EU supervision. Setting up a supranational supervisory system for the 

 
198 European Shadow Financial Regulatory Committee, Statement, A new life for European 
Financial Supervision, No. 31, November 2009, pp. 1-6. 



  
77

EU financial markets would also require addressing a number of 
considerations in regard to costs, administration and coordination.199 In 
conjunction with a large number of new directives and regulations, the 
establishment of the European Supervisory Authorities nonetheless means 
that several major changes have taken place in a very short time. 
Additionally, it seems that the aim is to transfer further powers to the 
supervisory authorities.200 Developments in the EU organisation of the 
financial markets will therefore continue, and most likely lead to enhanced 
supervision at the Union level.  

4.2.2 Sweden201 
In Sweden, banking regulation began taking form with a royal decree in 
1824. The first actual legislative banking act was adopted in 1846, 
specifically addressing private banks. Until then, the general private law 
regulations in conjunction with the articles of association of the banks were 
used for regulatory purposes.202 Today, the general regulation of the Swedish 
 
199 This discussion can be viewed in the light of the financial trilemma, as proposed by D. 
Schoenmaker, where financial stability, financial integration and national financial policies are 
incompatible. Any two of the three objectives can be combined, but not all three. As the EU 
financial market is highly integrated, sustaining financial stability would require restrictions on 
national financial policies. See D. Schoenmaker, The financial trilemma. 
200 European Commission, MEMO/10/434, Financial Supervision Package - Frequently Asked 
Questions, Brussels, September 22, 2010, p. 4. 
201 In Sweden, the total credit institutions’ assets constitute almost 375 per cent of the Swedish 
GDP. 40 000 persons are employed in the sector, which is equal to 1 per cent of the total number 
of employees. A total of 117 banks were active as counted in December 2014. In Sweden, there 
are 38 incorporated banking companies (joint-stock banks), 48 mutual savings banks and two 
small member banks. In addition, there are is an increasing number of foreign banks carrying out 
banking business in the country. The Swedish banking sector is characterised by a very high 
concentration; the four larger banks (SEB, Nordea, Swedbank and Handelsbanken) together have 
66 per cent of the deposit market in Sweden. There is also a large number of small-scale domestic 
savings banks, although the number has decreased recently due to mergers in this banking field. 
The savings banks have only 10 per cent of the total banking market, but they often have a larger 
part of the regional or domestic markets nonetheless.  In the early 1990s, the Swedish banking 
market experienced a severe crisis, leading to consolidation of the markets. It has been concluded 
that the crisis cost 2 per cent of GDP as a direct impact for the taxpayers, and many banks had to 
raise new capital from owners or take loans from the government. A few banks also went 
bankrupt or were taken over by the state. For a brief but more detailed review of the Swedish 
banking crisis, see: S. Ingves and G. Lind, Stockholm Solutions – a crucial lesson from the Nordic 
experience is the need for prominent state involvement in crisis resolution (IMF Quarterly 
Magazine Finance & Development, December 2008); 
Bank and finance statistics 2015, www.swedishbankers.se;  
K. Kock, Svenskt bankväsende i våra dagar; 
C. Bergström, P. Englund, P. Thorell, Securum & vägen ut ur bankkrisen; 
D. Schoenmaker and D.Werkhoven, What is the Appropriate Size of the Banking System?, p. 25; 
Swedish Bankers’ Association, www.swedishbankers.se; 
P. Englund, The Swedish Banking Crisis: Roots and Consequences, p. 94; 
H. Falkman, Bankrörelse, risker och riskhantering i banker, pp. 57-58; 
http://www.finanshistoria.n.nu/banker. 
202 H. Falkman, Bankrörelse, risker och riskhantering i banker, pp. 57-58; 
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banking sector is found in lagen om bank- och finansieringsrörelse (SFS 
2004:297).203 

The Swedish central bank, Sveriges Riksbank, was founded in 1668 and is 
the world’s oldest central bank.204 It was initially a commercial bank, but 
was reconstructed as a state bank and was eventually formed as a central 
bank.205  Riksbanken in Sweden has no responsibility for prudential 
supervision, but keeps to monetary policy and payment-systems-related 
measures to enhance financial stability. Finansinspektionen (FI) is the 
Swedish supervisory authority for the financial markets and functions as an 
integrated supervisor. The actual competence to carry out financial 
supervision lies with FI, but there is cooperation between FI and Riksbanken 
in, for example, a joint council where questions regarding macro-prudential 
supervision are discussed.206 If a financial institution under FI supervision 
does not follow legal obligations for its activity, the authority may impose 
sanctions such as revoking the institute’s licence to conduct business, 
deciding on penalties and administrative fees or winding down the 
institution.207  

FI was established in 1991, when Försäkringsinspektionen (Insurance 
Inspection) and Bankinspektionen (Banking Inspection) were merged.208 The 
main reasons for the merger were to make supervision more efficient and 
flexible by addressing the enhanced integration of the banking and insurance 
sectors and the need to supervise corporate groups.209 The option to transfer 
supervisory responsibility to Riksbanken was discussed in the legislative 
proposal. Prudential supervision was not considered to be linked closely 
enough to the responsibilities and competences already given to Riksbanken. 
The practical reasons for an integrated and unified supervisory authority 
were considered to outweigh the benefits of supervisory tasks for the central 
bank.210 The argument against central bank supervisory responsibility was 
not at all convincingly discussed in the legislative proposal, mainly because 
the discussion did not deal at all with the rationales for financial supervision. 
Macro-economic aspects were hardly mentioned, apart from a short mention 
of the central banks’ mission to maintain a functioning payment system and 
financial stability. The connection between these overarching objectives of 
central banking and financial supervision was never shown or analysed, 

 
http://www.finanshistoria.n.nu/banker. 
203 Lagen (2004:297) om bank- och finansieringsrörelse. 
204 G. Wetterberg, Pengarna & makten. Riksbankens historia, pp. 11, 463. 
205 L.-E. Thunholm, Svenskt kreditväsen, p. 19. 
206 Överenskommelse 17 januari 2012, Överenskommelse mellan Finansinspektionen och 
Riksbanken rörande ett samverkansråd för makrotillsyn. 
207 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 15. 
208 Regeringens proposition 1990/91:177, om sammanslagning av bankinspektionen och 
försäkringsinspektionen, m.m. 
209 Ibid., pp. 8-10. 
210 Ibid., pp. 18-19. 
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however. Instead, the position of Riksbanken under the Swedish constitution 
and other formal objections, such as problems with procedural rules of 
appeal, were withheld as ruling out central banking supervision. Arguably, 
the ambition to create an integrated and unified supervisory authority was an 
established departure point for the reform in 1991. Continuing with a 
fragmented regulatory structure was just not an option. As a response to the 
recent crisis, many changes have been made to supervisory structures around 
the world, but as yet there are no signals regarding supervisory structural 
changes in Sweden. 

FI in Sweden is not equipped with broad discretionary powers to carry out 
supervision based on principles. There has to be a breach of law in order for 
the authority to act.211 FI supervises on the basis of rules and not principles, 
and this regulatory approach seems unlikely to change – even though FI 
indeed proposed a change from detailed rules to principles-based supervision 
in 2008.212 The proposal, which followed the model of the British 
supervisory authority FSA, was met with some positive response from the 
financial industry in Sweden.213 However, there were many sceptical and 
questioning remarks, not least from the Swedish central bank, academics and 
lawyers active in industry organisations.214 The legal character of the 
principles proposed by FI was considered unclear and unfamiliar to the 
Swedish legal framework. The critics stressed that, in order for the financial 
market regulation to work, rules applied when conducting supervision must 
be easy to comply with, clear and easy to understand and of unquestionable 
legal status. FI’s attempt to implement principles-based financial supervision 
was never adopted. 

In 2014, FI was given explicit responsibility for countervailing financial 
imbalances and stabilising the credit market. This is to be done by FI 
assessing how its measures affect financial stability in other countries in 
Europe and by enhanced cooperation at the global level, and by informing 

 
211 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 15, paragraph 1; 
The legal enforcement authority of FI was criticised in a 2002 International Monetary Fund (IMF) 
report as too restricted. According to the IMF report, the restrictions in FI’s powers have led it to 
rely heavily on moral suasion combined with possible sanctions to influence corporate behaviour. 
A number of changes have been made since that report came out, and generally there are no major 
concerns about the efficiency of  FI’s supervision. See The International Monetary Fund Country 
Report No. 02/161 on Financial System Stability Assessment of Sweden, August 2002, and M. 
Kranke, Financial Market Regulation in Sweden: Finansinspektionen – a Toothless Paper Tiger?,  
p. 16. 
212 Finansinspektionen, Promemoria, Ett principbaserat förhållningssätt – syftet i fokus, FI Dnr 
08-2222, March 4, 2008. 
213 Ibid. 
214 Riksbanken, Yttrande om Finansinspektionens promemoria Yttrande över Finansinspektionens 
promemoria Ett principbaserat förhållningssätt - syftet i fokus, DNR 2008-477-STA, September 
5, 2008; 
H. Schedin in G. Nord and P. Thorell (eds.), Regelfrågor på en förändrad kapitalmarknad, pp. 
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80 

the European Systemic Risk Board. Additional enhancement of 
Finansinspektionen’s macro-prudential supervisory mandate was politically 
agreed on in October 2016 and is expected to be in force by January 2018.215 

4.2.3 Comparative outlook 

4.2.3.1 Denmark216 
In Denmark, banking activity was first regulated by the Savings Banks Act 
of 1880. The first savings bank was established in 1810 and functioned as a 
depositary for the fortunes of minors. The first commercial bank act was 
enacted in 1919 and the second commercial bank act in 1930.217 The Danish 
banking sector was severely affected by the financial crisis that started in 
2008.218 The seventh-largest bank in Denmark, Roskilde Bank, ran into 
difficulties and customers began to withdraw their deposits. The Danish 
central bank intervened and the total assets and liabilities of Roskilde Bank 
were transferred to a new company that was jointly owned by the state and 
by the Danish banking sector. The collapse of Roskilde Bank made it harder 
for Danish banks to obtain funding from foreign sources. As the Danish 
financial sector is characterised by cross-border activities to a very large 
extent – foreign-owned banks cover around 35 per cent of the Danish market 
– this became a serious threat to the whole financial sector in Denmark. 
International developments of financial distress further aggravated the 
situation. For this reason, legislation was adopted in 2008 by the Danish 
Parliament, called Bank Package 1. With this regulation, a new procedure 

 
215 Förordningen (2013:1111) om ändring i förordningen (2009:93) med instruktion för 
Finansinspektionen; 
Finansinspektionen, Promemoria, Finansinspektionen och finansiell stabilitet, FI Dnr 14-16747, 
December 10, 2014; 

Finansdepartementet, Pressmeddelande, Bred politisk överenskommelse om ett utvidgat mandat 
för Finansinspektionen, October 26, 2016. 
216 The total assets of credit institutions in Denmark represent 294 percent of GDP. About 40 000 
persons are employed in the Danish banking sector. Denmark has had many smaller banks, 
relatively measured, but since the financial crisis in 2008 the bank market has gone through a 
tough consolidation with many banks closed down, merged or taken over. The crises in the early 
1990s, which greatly affected Sweden, never reached the same level in Denmark. In November 
2013, Danish supervisors had 93 banks within their jurisdiction, five of which were established in 
Greenland or on the Faroe Islands. In 2000, the number of banks was 185. The largest bank in 
Denmark is Danske Bank. Other big banks are Nordea, Jyske Bank and Saxo Bank. 
D. Schoenmaker and D. Werkhoven, What is the Appropriate Size of the Banking System?, p. 24; 
Finansrådet, Banks – in brief (Brochure of January 2012); 
Finansrådet, Det finansielle Danmark (Publication, December 2, 2013), p. 6. 
217 P. Hansen, Bank Regulation in Denmark from 1880 to World War Two: Public Interests and 
Private Interests, p. 43. 
218 For a thorough evaluation of the Danish financial crisis, see Erhvervs- og Vækstministeriet, 
Den finansielle krise i Danmark – årsager, konsekvenser og læring, September 2013 (Rangvid 
Report). 
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was established that made it possible to dissolve banks that could not meet 
the minimum capital requirements. The costs of the resolutions were to be 
shared between the government and the Danish banking sector. Due to 
continuing problems of funding for Danish banks and mounting losses in the 
banking sector, the government adopted Bank Package 2, legislation that 
allowed for capital injections in banks to raise their solvency. The guarantee 
scheme established under Bank Package 1 expired at the end of September 
2010, and under the Bank Package 2 banks could obtain a government 
guarantee for loans until the end of 2013. The banking rescue legislation in 
Denmark was thus a temporary regulatory instrument.219 Financial 
supervision in Denmark is carried out by Finanstilsynet, an authority under 
the Ministry of Business and Growth.220 Finanstilsynet is an integrated 
supervisor established in 1988 which acts in both a regulatory and a 
supervisory capacity. It takes an active part in the legislative processes 
within its field, drafting financial rules.221 Finanstilsynet introduced a 
Supervisory Diamond for banks in 2010, which provides benchmarks to 
indicate high-risk banking activities.222 The Supervisory Diamond imposed 
limit values for a number of special risk areas, and by using it, Finanstilsynet 
started its dialogue with banks and other financial undertakings at a much 
earlier stage than previously. 

Integrated financial supervision was established almost exclusively for 
administrative reasons in Denmark. No harmonisation or review of the 
financial legislation was made as a corollary to the establishment of an 
integrated authority. For a long time, each sector was governed by its own 
laws. The absence of coherent financial services legislation obstructed an 
effective integrated supervisory approach to financial conglomerates.223 In 
Denmark, as in Sweden, there was a desire to achieve economies of scale in 
the creation of financial regulation. This is an argument that is especially 
strong in comparatively small countries. The design of supervision in smaller 
jurisdictions is often driven by the need for efficiency in public 
administration. Better leverage of resources, IT and infrastructure support are 
more easily obtained in integrated agency structures.224 For the Danish 
supervisory authority, an efficient supervision of financial conglomerates, 
such as bank insurance groups,225 was also a main reason for the integrated 
approach. More and more banks engaged in selling insurance products. 

 
219 F. Østrup, The Danish Bank Crisis in a Transnational Perspective, pp. 82-85. See more on 
bank failure in Denmark in Chapter 8. 
220 Erhvervs- og Vækstministeriet. 
221 www.finanstilsynet.dk. 
222 Finanstilsynet, Danish FSA introduces the ‘Supervisory Diamond’ for banks, Statement of the 
Director General on June 25, 2010. 
223 M. W. Taylor and A. Fleming, Integrated Financial Supervision: Lessons from Northern 
European Experience, p. 20. 
224 Ibid., p. 9. 
225 Financial conglomerate groups combining both banking and insurance activities. 
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Cooperation between banking and insurance businesses was growing. As the 
supervision and legislation of these businesses also shared common features, 
integrated supervision was considered better at coordinating licensing and 
other administrative tasks. These rationales for setting up integrated financial 
supervision can be compared to the equivalent development in the United 
Kingdom a few years later. Here, the motive for the integrated supervision of 
the Financial Services Authority (FSA) was based on the growing integration 
of banking and securities activities. In Denmark and Sweden, the regulation 
and supervision of the activities in the securities markets had already been 
integrated for a long time. However, achieving economies of scale and 
effective supervision of financial conglomerates were also important reasons 
for the integration of financial supervision in the United Kingdom, which 
will be presented in the next section. There was a perceived need in all these 
jurisdictions to bring greater clarity and consistency to financial regulation. 
The need for integrated supervision reflects the underlying integration of the 
financial markets.226 

4.2.3.2 The United Kingdom227 
Banking regulation in the United Kingdom had long been fragmented and 
differentiated depending on geographical location; banks in England, Wales, 
Scotland and Northern Ireland were not uniformly handled. As bank 
activities began to overlapping more and businesses became increasingly 
accessible regardless of geographical distances, regional differences among 
banks could no longer be sustained.228 The cooperation in the EU and the 

 
226 M. W. Taylor and A. Fleming, Integrated Financial Supervision: Lessons from Northern 
European Experience, p. 25. 
227 In the United Kingdom, there are four big banking groups: RBS, Barclays, HSBC and Lloyds 
Banking Group. These groups own 15 of 16 clearing banks, which means that the retail banking is 
highly concentrated in the United Kingdom. In recent decades, clearing banks have grown and 
consolidated. The credit institutions’ consolidated assets represent 376 per cent of the annual GDP 
in the United Kingdom.  

During the period 1920-70, the banking sector in the UK was to a large extent cartelized and this 
allowed concentration. The Bank of England liberalised its monetary policies in the 1970-80s, 
which led to greater competition among banks. In 1973-74, the “secondary bank crisis” hit the 
British banking market. This was a result of the concentrated lending by the so-called secondary 
banks. Thirty poorly regulated small banks that had specialised in making loans to the property 
sector were close to failing and had to be supported by the Bank of England. The crisis led to the 
establishment of an explicit deposit insurance scheme and other regulatory responses. 

For a thorough discussion of the British banking sector, see: E. P. Ellinger et al., Modern 
Banking Law, pp. 3—; 
R. Davies, et al.,  Evolution of the UK Banking System; 
A. Logan, Banking concentration in the UK; 
D. Schoenmaker and D. Werkhoven, What is the Appropriate Size of the Banking System?, p. 25; 
A. Saunders and B. Wilson, Bank Capital and Bank Structure: A Comparative Analysis of the US, 
UK and Canada, p. 11–. 
228 E. P. Ellinger et al., Modern Banking Law, pp. 3-5. 
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Basel Committee on Banking Supervision further contributed to the 
enhanced uniformity in the United Kingdom banking regulation.229 

In the United Kingdom, regulation of banking began with informal 
controls by the Bank of England, which is the central bank. In 1979, the 
Banking Act was adopted and constituted a statutory basis for control. The 
Act introduced the requirement for institutions to be licensed in order to 
accept deposits from the public. The Banking Act of 1979 was replaced by 
the Banking Act of 1987, which among other regulations imposed a deposit 
protection scheme.230 The fundamental legislative instrument for banking, as 
well as for financial services in general, is the Financial Services and 
Markets Act of 2000 (FSMA). This Act repealed the Banking Act of 1987. 
FSMA lays down rules for authorisation of financial services, the conditions 
for such businesses, prohibitions against market abuse, listing rules, 
corporate governance rules, disclosure and transparency requirements and 
insolvency procedures. 

The Financial Services Authority (FSA) was the competent financial 
supervisory authority in the United Kingdom between 2000 and 2013. By a 
reform, the Bank of England became the prudential regulator of the financial 
industry in 2013. The crisis of 2008 initiated this reform, along with many 
other regulatory responses.231 The FSA was an independent non-
governmental body, financed by the financial services industry and 
accountable to the Treasury Minister and ultimately Parliament. The FSA 
was empowered with authority status by the Financial Services and Markets 
Act 2000 and was assigned to regulate all companies involved in financial 
services activities.232 The FSA could, accordingly, make rules, issue codes, 
give general guidance and determine general policies and principles.233 In 
respect of authorised persons, the FSA could vary, suspend or cancel 
permissions for financial activity, issue public censure (a public statement 
made if an authorised person contravenes an imposed requirement), impose a 
financial penalty and require restitution.234 The supervision of the FSA was 
conducted out of a risk-based approach to its work, mainly directed by 
principles rather than rules. The risk-based approach to supervision was used 
to determine what risk a supervised firm might pose to the four statutory 
objectives in the FSMA: maintaining confidence in the British financial 
system, contributing to the protection and enhancement of stability of the 
British financial system, securing the appropriate degree of protection for 

 
229 More on the Basel Committee, see 7.2.1. 
230 Deposit protection is granted by the Financial Services Compensation Scheme, a fund set up 
under Financial Services and Markets Act 2000. 
231 Financial Services Authority, The Turner Review, A regulatory response to the global banking 
crisis, March 2009. 
232 Financial Services and Markets Act 2000, Part 1, Section 1 and FSMA Schedule 1. 
233 Financial Services and Markets Act 2000, Section 2(4). 
234 Financial Services and Markets Act 2000, Section 45, Section 205, Section 206, Section 384;  
E. P. Ellinger et al., Modern Banking Law, pp. 40-45. 
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consumers and reducing the extent to which it is possible for a regulated 
business to be used for a purpose connected with financial crime.235 Risks 
were assessed in terms of their impact: the scale of the effect these risks 
would have on consumers and the market if they were to happen, and their 
probability: the likelihood of the particular issue occurring.236 The explicit 
risk-based regulatory approach had an effect on the content and structure of 
the rule making of the FSA.237 Another consequence of the risk-based 
supervision was the increased use of broad principles by the supervisor. 
Principles-based supervision was expressed in terms of desired and desirable 
outcomes, from the perspective of what risks were assessed as imminent in 
relation to the statutory objectives.238 The principles-based supervision can 
be contrasted to supervision based on specific, process- and product-oriented 
rules and standards. The integrated organisation of the FSA was considered a 
leading and highly esteemed model for financial supervision around the 
world.239  

The advantages of principles-based supervision are obviously the great 
flexibility and scope for discretion it offers the supervisor. Another purpose 
of the approach is to make the financial firms responsible for deciding how 
to align their businesses with the general aim of the regulator. Thus, 
flexibility for the firms is enhanced. This has been considered especially 
important regarding regulation of financial markets, where activities, 
products and conditions change very fast.240 A supervisory structure based 
on principles and not exact rulings allows for even greater actor-specific 
control and regulatory flexibility in general. The risk-based and principles-
based approach in the United Kingdom was, however, much questioned after 
September 2007, when a bank run hit the British bank Northern Rock.241 
This was due to credit-crisis-related problems which had resulted in the bank 
needing a liquidity support facility from the Bank of England. It was taken 
into public ownership in 2008 but later sold to a private bank. The events 
 
235 Financial Services and Markets Act 2000, Section 3 – Section 6. 
236 Financial Services Authority, The FSA’s risk-based approach, November 2006; 

Financial Services Authority, A new Regulator for the new Millennium (January 2000). 
237 For a note on this research, see J. Gray, Is it time to highlight the limits of risk-based financial 
regulation?, p. 52, note 6. 
238 Ibid., pp. 53-54. 
239 H. E. Jackson,  A Pragmatic Approach to the Phased Consolidation of Financial Regulation in 
the United States, p. 18; 

Report by the Comptroller and Auditor General, The Financial Services Authority: A Review 
under Section 12 of the Financial Services and Markets Act 2000 (National Audit Office Report, 
HC 500 Session 2006-2007) p. 5; 

The regulator was, however, also criticised for using too vague principles. In a real business 
context it is often very difficult to decide in advance how to conduct matters out of principles that 
may be used in an opposite way in an ex post situation, where the desired outcomes have not 
come about. In other words, the foreseeability of the principles was low. See J. Gray, Is it time to 
highlight the limits of risk-based financial regulation?, p. 53. 
240 Financial Services Authority, Principles-based regulation, focusing on the outcomes that 
matter (April 2007). 
241 The case of Northern Rock is examined in 8.3.6. 
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were investigated by a Select Committee and also by the FSA. Both reports, 
as well as public scrutiny, revealed shortcomings in the FSA’s model of risk-
based supervision.242About 10 years after the FSA was set up, the integrated 
supervisory structure in the United Kingdom was reconsidered. In 2010, the 
government announced plans to abolish the FSA and divide its 
responsibilities between the Bank of England and a number of new 
agencies.243 The Financial Services Act was adopted in 2012 and 
fundamentally changed the regulatory structure of the FSMA.244 A subsidiary 
of the Bank of England, the Prudential Regulatory Authority (PRA), carries 
out the prudential regulation of financial firms, including banks, investment 
banks, building societies and insurance companies.245 The Financial Conduct 
Authority (FCA) is responsible for policing the City and the banking system. 
Also, banks must comply with the threshold conditions of the FCA.246 An 
independent company limited by guarantee, the Consumer Protection and 
Markets Authority (CPMA), is responsible for consumer protection in 
financial services, consumer credit regulation and regulation of the conduct 
of businesses. All other responsibilities are assumed by the Bank of England, 
which established a Financial Policy Committee. The Committee has 
primary responsibility for macro-prudential supervision. The new 
supervisory system was completed in 2013.247  

The aim of the reform of 2013 is to integrate micro- and macro-prudential 
regulation. The reform in the United Kingdom reflects the ongoing 
regulatory responses to the financial crisis.248 On June 16, 2010, the 
Chancellor of the Exchequer, George Osborne, explained the reasons for the 
reform in a speech: 

Our thinking is informed by this insight: only independent central banks have the broad 
macroeconomic understanding, the authority and the knowledge required to make the 
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243 The Chancellor of the Exchequer, The Rt Hon George Osborne MP, Speech at The Lord 
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kind of macro-prudential judgments that are required now and in the future. And, because 
central banks are the lenders of last resort, the experience of the crisis has also shown that 
they need to be familiar with every aspect of the institutions that they may have to 
support. So they must also be responsible for day-to-day micro-prudential regulation as 
well. That case is particularly strong where the banking system is highly concentrated as 
it is in the UK, where the boundary between micro and macro-prudential regulation is not 
easy to define. In the agreement that forms the basis of this coalition government, we 
stated our intention to give the Bank of England control of macro-prudential regulation 
and oversight of micro-prudential regulation.249  

4.2.3.3 The United States of America250 
In the United States, there is a dual banking system consisting of both 
national banks and state banks. The primary supervisor of a banking 
institution is generally determined by the type of the institution and the 
governmental authority that granted it permission to commence business. 
Such a permit is commonly referred to as a charter. National banks operate at 
the federal level and have to be granted a charter from, and be supervised by, 
the Office of the Comptroller of the Currency (OCC), which is a bureau 
under the Department of the Treasury. National banks trace their existence 
and powers to the National Bank Act of 1864, when the national bank 
charter was instituted as a means of raising funds for the Civil War. National 
charters are most commonly held by large banks. State banks, on the other 
hand, are chartered and supervised by the State Banking Commissioner and 
State Banking Department of the state where the bank is established. State 
banks are often smaller community banks that focus on more restricted 
 
249 The Chancellor of the Exchequer, The Rt Hon George Osborne MP, Speech at The Lord 
Mayor’s Dinner for Bankers & Merchants of the City of London, at Mansion House (June 16, 
2010). 
250 Banking in the United States was originally a matter for the individual states. As a result even 
today, the vast majority of banks are small and geographically concentrated. The number of banks 
operating in the United States has sharply declined since 1990. This is mainly due to mergers and 
acquisitions. The figures for measuring the American banking sector are hard to find, as the 
country is so very large and the banking and financial sector one of the world’s largest. 
Nonetheless, it is possible to find some estimations. Over 2 million men and women are employed 
in the financial institutions represented by the American Bankers Association. In January 2011, 
there were 8453 banks operating in the United States. In GDP terms, the total bank assets in the 
US represent 90 per cent of the US GDP. The banking crisis in the 1990s, which affected Sweden 
as described above, derived from the United States, where a credit crunch led to a very turbulent 
period for the US banking market. Many banks failed during this period and there was a 
substantial reduction in bank commercial and industrial lending. 
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geographic areas and conduct their businesses based on state-wide 
conditions. The banking industry in the United States started with the 
establishment of state banks, with the states being the sole providers of 
charters.251 When forming a bank, the organisers can choose whether to 
operate under a state or national charter. Moreover, charters can be changed 
from state to national or national to state at any time, unless the bank is in 
poor financial condition.252 The two main differences between the two types 
of charters are the lower supervisory costs for state banks and the pre-
emption of certain state laws for national banks.253 

The banking system in the United States is also controlled by the Federal 
Reserve System (“the Fed”), which is the American central bank. The Fed 
was established under the 1913 Federal Reserve Act and serves as an 
umbrella supervisor concentrating on consolidated supervision over 
corporate groups.254 Subjects of the regulatory and supervisory 
responsibilities of the Fed are banks that are members of the Federal Reserve 
System. All national banks must be members of the Fed. State banks may 
choose to be members and are in those cases referred to as state member 
banks. Not many state banks have chosen to become members since, in the 
beginning when the Fed was set up, it meant that states thus chose to be 
supervised by both state and federal agencies.255 However, when the Banking 
Act of 1933 established a deposit insurance system, many state banks wanted 
to obtain such insurance and became supervised by the Federal Deposit 
Insurance Corporation (FDIC). Today the vast majority of banks have 
deposit insurance, which means there is no charter that relieves a bank of 
federal oversight. The FDIC has backup supervisory authority over all 
institutions with deposit guarantee schemes. The FDIC has broad 
supervisory powers to examine, bring enforcement actions and impose 
sanctions. Moreover, the FDIC is ultimately financially responsible in the 
case of a bank failure. United States regulators are not only empowered but 
required to demand that managers of any deposit institution nearing 
insolvency recapitalise or cede control to regulatory officials. The regulatory 
officials that take over the control in such instances are accountable for 
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C. Blair, R. M. Kushmeider, Challenges to the Dual Banking System: the funding of Bank 
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resolving the capital shortage at the lowest possible cost to the deposit 
insurance fund.256 

The Federal Reserve also supervises international banking facilities in the 
United States, so-called Edge Act and agreement corporations,257 foreign 
activities of member banks, and the American activities of foreign-owned 
banks. All bank holding companies are supervised by the Federal Reserve, 
regardless of whether the subsidiary bank of the holding company is a 
national bank, state member bank, or state bank that is not a member. In case 
of non-compliance with or breach of financial legislation, the Fed may issue 
corrective actions, enforcements actions, written agreements and civil money 
penalties. However, the Fed’s supervisory role is not intended to duplicate 
the supervision of the other banking agencies, but is concentrated on group-
wide supervision.258 

The bank sector in the United States was regulated by the states until the 
mid-1800s. In 1863, the National Currency Act was adopted and later 
rewritten as the National Banking Act. The Banking Act was adopted in 
1933, more commonly known as the Glass-Steagall Act because it combined 
a bill sponsored by Representative Steagall with a bill sponsored by Senator 
Glass. The legislation distinguished between commercial banking – the 
business of taking deposits and making loans, and investment banking – the 
business of underwriting and dealing in securities. Banks were required to 
select one of the two roles and divest businesses relating to the other. The 
reform led to, for example, the Lehman Brothers dissolving its depository 
business. Also, the First Bank of Boston split off its securities business to 
form First Boston. JP Morgan elected to be a commercial bank, although a 
number of managers departed to form the investment bank Morgan Stanley.  

The reason for requiring the division of commercial and investment 
banking was to minimise risk exposure of banks handling depositors’ 
savings. As time went on, the Glass-Steagall separation of investment and 
commercial banking was gradually eroded. This stemmed partly from 
regulatory actions, such as the supervisors allowing more and more 
exemptions under the Act, but mostly it was due to market conditions, which 
had developed in ways that made the legislation unworkable. For example, 
banks were not prevented from engaging in securities activities overseas. 
Neither were derivatives included in the definition of securities, since the 
Depression-era legislators did not anticipate the emergence of active over-
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the-counter (OTC) derivatives markets. Moreover, currencies were not 
securities under the Glass-Steagall Act, even if currencies entailed market 
risk similar to that of securities when exchange rates were allowed to float in 
the early 1970s. Eventually, in 1999, the Congress passed the Financial 
Services Modernization Act, also called the Gramm-Leach-Bliley Act, which 
finally revoked the Glass-Steagall separation of commercial and investment 
banking.259 

The banking regulatory system in the United States is fragmented and 
decentralised.260 This is due to the many kinds of depository institutions and 
numerous chartering authorities that have emerged in the American financial 
system. Another explanation for the complexity is the large number and 
mixture of federal and state regulations addressing the long-term problems of 
the commercial banking system in the United States. Basically, the duality is 
rooted in the most fundamental argument underlying the United States 
Constitution: the question of whether, and to what extent, the federal 
government can take on functions that traditionally belong to the states. The 
United States is built on a balance between state and federal powers. Areas 
specifically concerning a state’s citizens should be dealt with at the state 
level. Powers not expressly granted to the federal government, like many 
banking issues, are reserved for the states. Fear of regulatory monopoly, 
corruption and scepticism towards supranational decision making are 
traditional reasons given for not creating a single banking regulator in the 
United States.261 It is often argued that regulatory efficiency is promoted by a 
dual banking system. Having several banking regulators is conductive to 
regulatory competition. On the other hand, with many regulators involved, 
transparency is diminished and there is a risk of accountability becoming 
unclear. Additionally, overlap in jurisdictions and powers may be costly.262  

4.2.4 Comparative analysis of regulatory structures 

Similar to the increasing strictness in financial legislation, the regulatory 
structures and supervision of banking have grown significantly since the 
financial crisis of 2008. The European Banking Authority, a supervisory 
authority at the EU level, has monitored the banking sector within the Union 
since 2011, and similar supervisory enhancements have been made in the 
United States with the Dodd-Frank Act.263 In the United States, stricter rules 
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impose higher demands on the supervisor to, for example, account for the 
costs of bank insolvency or failure. Financial supervision in the EU is split 
into three areas: banking, securities, and insurance and occupational 
pensions. This means that financial supervision is not integrated at the EU 
level. Moreover, macro-prudential supervisory responsibility (without 
legally binding effects) is placed on a separate European Systemic Risk 
Board. EU supervision is non-integrated both sectorially and between macro 
and micro levels. It is a two-layer structure with the ultimate EU supervisors 
and the national supervisors, the latter being responsible for the day-to-day 
supervision in the member states.  

In Sweden, the Finansinspektionen seems to be standing strong as the sole 
supervisor of the financial markets. This is also the case in Denmark, where 
the integration of financial supervision was spurred on by administrative 
benefits which still seem to be valid. The view is different in the United 
Kingdom, where the integrated Financial Services Authority has been 
abolished and replaced by the central bank, a subsidiary of the central bank 
and two new independent bodies. The unified English structure of having 
one supervisor has been replaced by restructuring the daily supervision 
around the central bank, which is responsible for observing the enhanced 
systemic stability concerns. In this way, micro- and macro-prudential 
supervision are integrated, but at the same time divided among several 
supervisors. The structure in the United Kingdom remains unchanged as 
regards the sectors: to the largest extent all of the supervisors in the new 
United Kingdom structure supervise the financial markets in general. The 
structure in the United States is, in a comparative perspective, the most 
complex one, including a fundamental fragmentation in the whole banking 
system, which is dual, with both federal and state bank charters. Here, the 
regulatory structure follows the basic American idea on state versus federal 
powers, and not primarily economic concerns about how to conduct 
supervision from sectorial or micro and macro points of view. 

Prior to the financial crisis of 2008, there was a general tendency for 
financial supervision to move towards a more principles-based approach 
instead of a rule-based one.264 This placed higher demands on supervisory 
skills; the authorities had to adapt principles to each situation of supervision. 
The need for competence and ability is especially high when monitoring the 
compliance of detailed, technical rules. As the regulatory response to the 
financial crisis has brought a large number of new, binding rules in the 
capital markets and banking field, the focus of financial supervision has 
arguably become increasingly rule based again, in the sense that supervision 
takes its departure point in enforcing hard law statutes rather than conducting 
principles-based supervision. Economic theory, as elaborated under 4.3, 
justifies public interference in financial markets by its impact in terms of 
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elimination of market failures and externalities. Public interference includes 
all kinds of regulatory control, both legislation and supervision. As regards 
economic research on banking supervision, there are many studies implying 
that there is no particular relationship between different regulatory structures 
and market outcome.265 However, some studies suggest that strong legal 
obligations for the supervisor to develop legislation correlate significantly 
with higher economic values for companies.266 Such active supervisors may 
adjust the application of regulation to market changes, thus making the 
regulation correspond to the business conditions of financial firms. This 
makes it easier for the firms to plan their businesses, since the legal rules are 
developed close to their operational conditions and milieu.267 These findings 
would indicate economically positive outcomes for supervisors that have a 
responsibility to set out rules and guidelines for the implementation of 
legislation. Supervisors that take an active part as regulators, for example, by 
issuing binding rules, have the power to both develop and choose 
enforcement schemes that correlate to their supervisory tasks.  

Economic theoretical research also indicates that where supervisory 
objectives emphasise economic aspects, market profitability is higher.268 In 
other words, economic benefits increase when economic aspects are clearly 
formulated in the supervisory objectives. The principles which governed the 
supervision in the United Kingdom, for example, placed high demands on 
the supervisor to achieve certain economic goals and adapt its supervision to 
maintain these objectives. The principles-based supervision in the United 
Kingdom was conducted with its departure point in the assessment of risk to 
statutory objectives set out in the British legislation.269 The British system 
was notably very much questioned for its principles-based approach to 
supervision. The other jurisdictions in my comparative study have kept to a 
much more rule-based supervision. In Sweden, legal concerns related to the 
uncertainty of the status of principles-based supervision are the main reason 
for keeping to rule-based supervision. 
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4.3 Theoretical departure points 

4.3.1 Introductory remarks 

There is no consensus in the academic debate on why or how banks should 
be regulated. For almost a century, the appropriate degree of banking 
regulation has been a topic of discussion.270According most economic 
theory, however, state intervention in the form of banking regulation would 
be justified in order to prevent, protect against and minimise the potentially 
adverse effect banks may have on the overall economy due to their important 
position within the financial system.271 The saying “if you owe the bank a 
thousand pounds, that’s your problem; but if you owe the bank a million 
pounds, that’s the bank’s problem” is often attributed to the famous 
economist John Maynard Keynes (1883-1946) and is, with some adjustments 
of the sums, very much still true today. Generally, there are four reasons 
according to economic theory to regulate a market: asymmetric information, 
externalities, public goods and monopoly. For the banking market, the first 
two are most relevant.272 With a few minor exceptions, control of monopoly 
powers is not a relevant concern in the financial system.273 As regards the 
specific rationales for regulating banks, asymmetric information and 
externalities are of more direct concern to the functioning of the banking 
market.274 From the basic justifications in economic theory, which will be 
analysed further below, prudential banking regulation aims at creating 
financially sound and well-managed banks.275 

The economic academic debate and its approach to the underpinnings of 
regulatory intervention in the banking area may be analysed in many 
different ways. I will present the theory in this section in two parts, following 
the two main rationales for market regulation as mentioned above. First, 
there is a discussion about why banks require special regulatory control and 
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how banks are exposed to externalities. Second, special regulation of banks 
might have negative consequences on banks’ behaviour, such as enhanced 
risk taking and asymmetric information, which need to be handled. The 
economic theory in this field is comprehensive, including a wide range of 
different approaches and perspectives. Often other financial areas are 
touched upon in the theoretical accounts, since banking often includes 
exposure to market-related activity and various investment forms. Moreover, 
the theoretical research in the field of financial law tends to mix with a 
politically motivated debate, especially prevalent in the United States.276 
Hopefully, the two-part theory outline will help to clarify the basic and 
refined theoretical lines of banking regulation. I will examine the two parts 
in the next sections. 

4.3.2 Banks’ special exposure to externalities 

The debate about banks’ exceptional position in the financial system deals 
with important issues with relevance to the justification of banking 
regulation. In economic theory, the centrality of banks in the financial 
system most often renders special considerations compared to other financial 
businesses.277 Compared to when a company in another sector becomes 
insolvent, which usually brings benefits for the remaining companies in the 
same sector, the default of a bank can lead to large negative effects for its 
competitors. This is a direct consequence of banks’ core position in the 
financial system. A review of contemporary literature on the topic of 
banking regulation rather promptly reveals that the majority of economists 
agree on the need for at least some special regulation of the banking 
sector.278  

The question I would like to pose concerns whether the fact that banks 
need special regulation due to their special financial position is equivalent to 
there being a need for especially strict or especially quantitative regulation. 
This distinction is not completely clear from the literature. It is possible to 
argue that banks need specific and adjusted regulation, that the basic 
corporate legal instruments do not sufficiently address the potential problems 
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specific to banking. This is the case for many other business sectors. The 
insurance industry, for example, is governed by many specific regulations in 
order to ensure that actuarial activity is carried out properly. A non-financial 
example could be corporations in the restaurant sector, which have to 
comply with special rules for food handling, due to the particular risks that 
entails. Each regulation specifically targeting certain companies naturally 
aims at managing the legal issues related to the objects of the regulation. The 
particularity of a regulation does not necessarily imply that it is heavier, 
stricter or more exhaustive compared to other fields of regulation or 
compared to the fundamental legal frames (e.g. general company law). 
Banks’ special position in financial markets and society may to some extent 
be connected to the fact that banks are often very large companies. As with 
insolvency of a large corporation in any sector, the insolvency of a bank may 
have a comprehensive financial and economic impact related to the adverse 
and uncertain situation that occurs for shareholders, customers, employees, 
investors and the market when a large company fails. The question is 
whether economic research supports the idea that banks need not only 
especially adapted regulation beyond the general company law instruments, 
but also more rigorous regulatory control.  

Banks’ exceptional position is based on the facts that banks have low 
capital-to-asset ratios, that is, high leverage, which tightens the scope for 
losses.279 In short, banks have their source of funding in non-maturing 
deposits and simultaneously may need to meet these liabilities with long-
term loan assets. In order to meet deposit demands, a bank would typically 
need to realise assets of low liquidity, which is difficult. This amounts to an 
inherent instability in the bank’s balance sheet.  The precarious situation of 
banks is further enhanced by the financial interconnectedness between banks 
through their lending and borrowing from each other.280 Moreover, the 
insolvency of a bank, especially if it is a major bank, can lead to financial 
panic and so-called “bank runs” with customers losing confidence in other – 
solvent – banks. Such runs on banks affect confidence in the financial sector 
as a whole, again, because of banks’ centrality and interconnectedness. Thus, 
the banking system is considered highly susceptible to systemic risk, which 
can be defined as  

 
the risk that the failure of a participant to meet its contractual obligations may in 
turn cause other participants to default, with the chain reaction leading to 
broader financial difficulties.281 
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Systemic risk may be domestic or it may be transnational, affecting one or 
several countries, or the whole world. It is difficult to spell out a more 
precise meaning of systemic risk.282 Literature brings forth three ways of 
describing the concept: 

1. A macro-shock. Systemic risk is the likelihood of large, simultaneous, 
adverse effects on the entire banking, financial or economic system. 
Macro-shocks contaminate individual firms and can ignite bank 
runs.283 The US savings and loans (S&L) crisis in the 1980-1990s, 
when many S&L associations failed, happened as a reaction to, among 
other things, increased interest rates.284 

2. Cumulative losses. Systemic risk is the probability of an event, for 
example, the failure of an individual bank, which sets a series of 
successive losses in motion. Cumulative losses accrue from a chain 
reaction due to interconnected institutions and markets.285 When the 
Herstatt Bank in Germany failed in 1974, losses spread to foreign, 
especially American, banks which had entered into foreign exchange 
transactions with Herstatt Bank. Cross-border risks for banks are 
sometimes referred to as Herstatt risk because of the events in this 
case. 

3. Common shock. Systemic risk is the risk that an initial exogenous 
external shock could generate severe losses for one institution, which 
creates uncertainty about the values of other institutions that may also 
be affected by the shock. The greater the similarity of risk exposure 
between the initially affected institution and other institutions, the 
higher the probability of losses for those other institutions - and the 
more likely it is that market participants will find themselves at risk 
and withdraw their funds.286 The financial crisis of 2008, which started 
with the collapse of the American housing markets, is a good example 
of systemic risks spreading as a result of a common chock. 

 
All three descriptions reflect how systemic risk may disturb financial 
markets. Macro-shocks, chain-reactions and common shocks involve speedy 
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contagion of financial risks. Adverse shocks transmit more speedily in the 
financial sector compared to similar shocks in other markets.287 Also, there is 
evidence, both empirical and theoretical, suggesting that the size and 
significance of the bank first hit by the initial shock correlates with the 
probability, strength and breadth of systemic risk contamination in the 
banking sector.288 The transmission and danger of systemic risk thus differ 
depending on the character of the initial shock and the initially affected bank. 

In economic theory, the spread of risk in the financial system is an 
externality that justifies regulatory intervention.289 Conclusive empirical 
evidence shows that if systemic risk causes a banking crisis, it incurs costs in 
the economy to about 15-20 per cent of GDP.290 Some economic theoretical 
research asks, however, how great banks’ special susceptibility to systemic 
risks actually is.291 It is argued that although banks may be more fragile than 
to other industries, this does not automatically mean that banks fail more 
often.292 Research from the 1990s shows that, historically, there is little 
evidence of economically solvent banks becoming insolvent because of 
liquidity problems caused by bank runs.293 Runs were seldom found to be the 
initial triggering factor in bank failures. There were other reasons for the 
poor financial state of a bank; a bank run might speed up the developments, 
but it occurred as a response to an actual or perceived default.294 Based on 
these statistics, much academic debate during the 1990s challenged the role 
of the state as regulator in the banking sector.295 Regulatory intervention was 
pointed out as counterproductive, inefficient and even contributing to bank 
failures.296 This debate must be studied in the context of its time: as the open 
and sometimes quite polarised academic debate among American economic 
scholars in the 1990s.  

From a summarised theoretical analysis, it is clear that regulation that in 
some respects can be considered badly adapted does not undermine the 
justification for regulating banks separately or extensively. Altogether, the 
nature of banking compared to other economic and financial industries 
seems to speak for itself in regard to the theoretical departure points in this 
field. In economic literature there is, if not consensus, at least a strong 
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majority of economists supporting the idea of banks being especially 
important for the financial system and hence in need of special regulation. 
Furthermore, banks’ exposure to risks and the intertwined system between 
banks are likely to make them more sensitive to systemic risk than other 
financial institutions, which motivates stronger regulation of banks’ risk 
taking. It is interesting to note that the discussions on the topic were much 
changed during the financial crisis that started in 2008. Few would contradict 
the distinguished contagious effects bank failure has on the economy at large 
or that the, at least partly, inadequate regulation of the banking sector had a 
role in the financial meltdown during the crisis of 2008.297 

4.3.3 Managing asymmetric information and moral hazard 

The second part of the theory outline can be summarised as follows: if banks 
need special regulation in order to prevent or mitigate insolvency – which 
most would agree is true – this regulation might create scope for increased 
risk taking by banks. It is a fact that the special nature of banking has 
motivated extensive regulation in most jurisdictions on how to open up 
banking activities. Authorisation, licences, charters or permits have to be 
granted, and the reviewing procedures are very comprehensive in order to 
ensure stable and sound market actors. Moreover, banking needs special 
regulation due to its activities. Bank customers deposit funds which the bank 
invests, and should a bank become insolvent, its customers would be 
severely affected. As described above, the failure of one bank may ignite 
bank runs on other, solvent, banks and thus affect the stability of the whole 
banking system. A common measure by governments to prevent bank runs 
and financial panic is to impose a system of deposit insurance.298 The system 
is often financed by the bank industry itself, or with the state as the 
guarantor.299 If a bank cannot fulfil its obligations, the system guarantees a 
certain degree of compensation to depositors who have suffered financial 
losses due to a bank collapse. The justification of deposit insurance and other 
public safety-net arrangements is that depositors’ confidence in their specific 
bank is maintained and even increased and that this has a stabilising effect on 
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the confidence in the whole banking industry.300 Depositors have a 
disadvantageous position in relation to the banks’ ability to assess risks 
connected to depositing capital. In economic theory, regulating deposit 
insurance is, for this reason, motivated by the rationale to manage 
asymmetric information.301 Problems related to asymmetric information 
appear to be more seriously afflicting financial firms as compared to many 
other non-financial firms.302 Information asymmetries arise when one party 
to a contract or transaction has information which the other party to that 
same relationship does not have. The imbalance in information gives rise to 
problems when it would cost too much to compensate adequately (by the 
design of the contract or otherwise) for the asymmetry of information. The 
better informed party may then take advantage over the less informed party 
by misrepresenting the quality of a product or service (adverse selection). 
Banks usually access information about their borrowers that is not available 
to others, but a bank’s depositors and other creditors have difficulties 
assessing the bank’s financial condition. This increases the risk to depositors 
but also to the bank, to credibly convey that it is solvent, well-managed and 
able to meet its obligations. Deposit insurance aims at minimising the risks 
connected to information asymmetries in the banking sector.303 

Deposit insurance and similar regulations have been much criticised for 
giving rise to “moral hazard”, meaning that neither banks nor their customers 
have incentives to take proper care in investigating the quality of banks’ 
businesses if contingent costs or losses are covered by a deposit guarantee 
scheme. Moral hazard is a variation of the problems arising as a result of 
information asymmetries. Banks and depositors have fewer behavioural 
incentives to achieve their own personal goals by taking appropriate 
measures. This leads to an adverse selection, where banks tend to take larger 
risks than they would without a deposit guarantee and where bank customers 
do not inform themselves about the risk of failing loans in their bank.304 Such 
behaviour distorts the market mechanism.305 The situation is similar to the 
effects on banks’ incentive structure in the prevalence of bail out schemes.306 
Despite the heavy criticism, however, most economists agree upon the need 
for deposit insurance schemes.307  
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302 A. N. Berger, et al., The Oxford Handbook of Banking, p. 86. 
303 H. M. Schooner and M. Taylor, Global Bank Regulation: Principles and Policies, pp. xiv-xvi; 
A. N. Berger, et al., The Oxford Handbook of Banking, p. 86. 
304 D. C. Wheelock and S. C. Kumbhakar, Which Banks Choose Deposit Insurance? Evidence of 
Adverse Selection and Moral Hazard in a Voluntary Insurance System, pp.186-188. 
305 A. Busch, Banking Regulation and Globalization, p. 25, note 7. 
306 J. C. Coffee, Bail-Ins Versus Bail-Outs: Using Contingent Capital to Mitigate Systemic Risk, 
p. 5. 
307 A. Busch, Banking Regulation and Globalization, p. 26; 
E. P. Ellinger et al., Modern Banking Law, p. 46; 
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There is no solid consensus on the actual prevalence of moral hazard as a 
result of such guarantees. It is often argued that the level of risk taking in a 
bank is not something a small investor or unsophisticated depositor can 
inform himself of. Information on how a bank invests requires expert 
interpretation, and if the risk taking is indeed far too high, it is likely 
something the bank will try to conceal.308 This might be true, but I cannot see 
how these arguments undermine the logic of deposit guarantees as 
potentially resulting in moral hazard. Even if depositors do not take action 
and withdraw their deposits due to lack of information about the risk taking 
of a bank, the bank might just as well make far too risky investments and 
thus expose itself and other banks to potential financial distress and perhaps 
even failure – once losses begin and the extensive risk taking thus becomes 
visible. No clear evidence of the impact of deposit guarantees on the degree 
of banks’ risk taking can be found, but this form of regulation does imply 
incentives for a less attentive approach to how investments are made, both by 
the bank and by its customers. Of course there are other factors that may also 
lead to increased risk taking. However hard it seems to conclude the actual 
degree of risk taking related to the existence of deposit guarantees and other 
public arrangements for banks, economic theory does point out the risk of 
potential unawareness of unsound investments where such arrangements are 
imposed.309 If unsound risk taking is considered an existing threat to the 
stability of the banking sector and the economy in general, the increased risk 
taking of banks has to be addressed with regulation and thus kept within 
acceptable boundaries. This is a valid departure point regardless of the 
reason for the potential unacceptable risk taking, it might be caused by 
deposit guarantee schemes giving rise to moral hazard behaviour, or it might 
derive from other motives for certain investment decisions.  

As outlined in this section, systemic risk and information asymmetries 
form the two main rationales for regulating banks. From these two sets of 
theories, many arguments can be used to analyse the regulation of banks and 
discuss its theoretical underpinnings and its potential effects. In the coming 
chapters, the theories connected to systemic risk and information 
asymmetries will be discussed in more detail in relation to the various topics 
of analysis.  

 
R. Cranston, Principles of Banking Law, pp. 76-77, 78-79; 
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5 The normative context of soundness 

5.1 Introduction 
This chapter establishes the normative context of soundness. Soundness has 
for a long time been incorporated into the very idea of banking regulation 
and supervision. In the US, prudential banking regulation is generally 
referred to as the safety and soundness regulation.310 There are many aspects 
of soundness and many ways of using this concept in regulatory contexts. 
The elaborations in this chapter aim at providing a basis for the later analyses 
in the three chosen parts of banking regulation, which are found in chapters 
6-8. In those parts, the functions of soundness are analysed related to the 
legislation and supervisory decisions in each part.311 In this chapter, I will 
study the legal provisions, preparatory works and general legal discussions 
relevant for the development of the normative concept of soundness and its 
context related to banking.  

The general aim of this thesis is to examine how the normative concept 
soundness functions in the regulation and supervision of banks. The 
objectives of this examination are to present insights into how banking 
regulation and supervision functions in general and how the financial crisis 
of 2008 has affected banking regulation and supervision. As pointed out in 
1.1.2, my study focuses on the functions of soundness requirements in a 
broad sense. Not only the explicit criterion “soundness” is relevant for my 
research, but so is reasoning connected to the characteristics of soundness. 
The purpose of this chapter is to establish the normative context of the 
concept soundness.312 The soundness requirements and the soundness related 
context is analysed according to the following scheme of analysis: 

 
310 H. M. Schooner and M. Taylor, Global Bank Regulation: Principles and Policies, p. xii. 
311 See 2.2 about my views on conceptual analyses. 
312 The term normative is used in this thesis in a wide and general sense, e.g., legal material which 
is consisting of, relating to or based on norms. Normative context is thus wider than legal context, 
and thereby providing room for linking soundness to confidence and stability, which are not legal 
prerequisites. Normative is however not used in this thesis to indicate value judgements or suggest 
interpretations or changes related to the law de lege ferenda. 
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1)  First, the use and functions of explicit soundness requirements in 
legislative instruments are analysed. These analyses form the departure 
points for the continued discussions. For example, EU law contains 
explicit soundness requirements in many parts of the regulation of 
banks. The functions and context of soundness in EU law are 
discussed. Swedish law also contains a specific provision on a 
soundness requirement in lagen om bank- och finansieringsrörelse, 
which will be analysed in detail as regards functions and context. In the 
comparative parts, similar (but less detailed) analyses are included to 
reflect on the various functions of soundness requirements in Danish, 
British and American law. 

2) Second, where there are no explicit requirements of soundness, which 
is the case in Danish law, I will look for other general legal 
requirements or standards for banking business. By analysing other 
general legal requirements, I may find contexts and functions of such 
requirements which resemble explicit soundness requirements. If 
common functions or contexts are found, the similar requirement may 
be assessed as a part of sound banking, an expression of a soundness 
requirement and thus belonging to the normative context of soundness.  

3) By discussing explicit soundness requirements and other similar 
requirements, a fuller picture of the functions of soundness in banking 
regulation can be painted. In this chapter, a first sketch of the 
“soundness picture” is drawn up and the normative context of 
soundness is established. By the scheme of analysis, a taxonomy of 
soundness – confidence – stability is proposed, which places the 
soundness concept in its normative context. The taxonomy will be used 
in three parts of substantial banking regulation (chapters 6-8). The 
analyses in these chapters will follow the same scheme of analysis as 
explained in the previous paragraphs. 

 
The study in this chapter targets the main pieces of legislation in each chosen 
jurisdiction where fundamental requirements on banking are regulated. The 
material comprises national legislative acts, government ordinances, EU 
directives, EU regulations and preparatory works to these legal statutes. 
Rules issued by financial authorities are included where they are needed to 
enhance understanding of the functions of soundness.313 Chapters 6-8 include 
case studies, where supervisory interventions in banks are analysed. There, 
the role and in some instances the rules of financial authorities are used to 
deepen understanding of banking regulation. In this chapter, the central 

 
313 The technical standards, guidelines, recommendations and opinions of the European Banking 
Authority (EBA) are not included. Research in the single rulebook of EBA has shown no 
additional contribution to the content of the functions of soundness in the chosen areas of this 
dissertation.  
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pieces of legislation are included. Some other legal material is used on 
occasion to deepen understanding in the Swedish part.314  

In Swedish and American legislation, there are bank-specific laws where 
the general requirements are laid down. Danish and British law include the 
general banking requirements in their laws on financial businesses. EU law 
and Swedish law are the main objects, as has been described in 2.2.4, and are 
analysed in the first two sections below. The comparative outlook of Danish, 
British and American law follows in part 5.4. Finally, I conclude the chapter 
with an analysis. The conclusions aim to abstract a normative context of 
soundness by proposing the taxonomy soundness – confidence – stability. 

5.2 Soundness in the regulation of the European Union 

5.2.1 The First and Second Banking Directives 

The regulation of banking was first harmonised in the EU by the First 
Banking Directive, enacted in 1977.315 The Directive introduced minimum 
criteria for licensing banks (authorisation) and imposed an obligation for the 
member states to mutually recognise bank authorisation procedures 
throughout the Union. The aim of the Directive was to remove obstacles 
from the EU markets to facilitate cross-border banking and the establishment 
of banks. Soundness is mentioned in the Preamble of the First Banking 
Directive, where it is pointed out in Recital (11) that it is “necessary to make 
a distinction between coefficients intended to ensure the sound management 
of credit institutions and those established for the purposes of economic and 
monetary policy”.316 In the Second Banking Directive, soundness is 
addressed several times.317 First, in the Preamble, soundness appears in the 
context of competence between home and host member states in situations of 
cross-border banking. The home member state is responsible for 
“supervising the financial soundness of a credit institution, and in particular 
its solvency”. The host member state should supervise the liquidity and 
monetary policy of a credit institution, and market risk should be supervised 
by both member states in close cooperation.318 This statement of soundness 

 
314 The analysis in 5.3.5 uses a proposal of rule making of the Swedish financial authority and 
statements from an Administrative Court of Appeal. 
315 First Council Directive 77/780/EEC of 12 December 1977 on the coordination of the laws, 
regulations and administrative provisions relating to the taking up and pursuit of the business of 
credit institutions. 
316 Ibid., Preamble, Recital (11). 
317 Second Council Directive 89/646/EEC of 15 December 1989 on the coordination of laws, 
regulations and administrative provisions relating to the taking up and pursuit of the business of 
credit institutions and amending Directive 77/780/EEC. 
318 Ibid., Preamble, Recital (10). 
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clearly relates to the prudential regulation and supervision of individual 
banks. As solvency is mentioned, it becomes obvious that soundness in this 
context refers to soundness of a supervised bank’s finances. Further down in 
the Preamble, it is stated that the member state authorities are competent “to 
verify that the activities of a credit institution established within their 
territories comply with the relevant laws and with the principles of sound 
administrative and accounting procedures and adequate internal control”.319 
Also here, there is a distinctly individual focus in the use of soundness: the 
administration, accounting and internal control of a bank must be sound and 
adequate. 
The first legal provision of EU law targeting soundness in banking business 
is Article 5 in the Second Banking Directive of 1989 (author’s emphasis): 
 

The competent authorities shall not grant authorization for the taking-up of the 
business of credit institutions before they have been informed of the identities of 
the shareholders or members, whether direct or indirect, natural or legal persons, 
that have qualifying holdings, and of the amounts of those holdings.  

The competent authorities shall refuse authorization if, taking into account the 
need to ensure the sound and prudent management of a credit institution, they 
are not satisfied as to the suitability of the abovementioned shareholders or 
members. 

 
This is the first appearance of soundness in a provision of EU banking law. 
Credit institutions need to be managed in a sound and prudent manner. The 
prerequisite is formulated as an objective for the supervisors, the competent 
authorities of the member states, to keep in mind when deciding on the 
authorisation of a bank. Soundness in a bank must be ensured by the 
competent authority, by certain standards for authorising banks. The 
standards in Article 5 relate to the suitability of the shareholders or members 
of a bank. In Article 11, thresholds for qualifying holdings in a bank are 
regulated. This article stipulates the same criteria for the competent 
authorities: natural or legal persons not suitable to acquire a qualifying 
holding in a bank should not be allowed to do so – considering the need to 
ensure the sound and prudent management of the bank. In Article 11, 
subsection 5, the competent authorities are required to make sure that 
qualifying shareholders in a bank cannot influence the bank by operating “to 
the detriment of the prudent and sound management of the institution”. The 
authorities must be able to take action by appropriate measures, in order to 
”put an end to that situation”. In Article 13, the home member state’s 
competent authorities are required to ensure sound administrative and 

 
319 Directive 89/646/EEC, Preamble, Recital (23). 
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accounting procedures and adequate internal control mechanisms in every 
credit institution.  

In what can be seen in the first legal material on banking at the EU level, 
soundness is used as 1) a standard for the internal management of individual 
banks, and 2) a standard for competent authorities in their supervision of 
individual banks. Soundness is moreover explicitly connected to suitability 
assessments of individuals that influence or may come to influence a bank by 
their ownership in the bank (qualifying holdings). 

The continued development of banking regulation was the Financial 
Services Action Plan (FSAP), which brought new rules for banking. This 
will be analysed in the next section, first the use of soundness in the FSAP 
and then the use of soundness in the banking directives that were adopted as 
a result of the FSAP. 

5.2.2 The Financial Services Action Plan 

In 1998, the Financial Services Action Plan was launched with the aim of 
creating a single market for financial services within the EU. The plan 
included 42 separate measures (directives and regulations), regulating most 
types of financial activities, such as securities trading, banking and insurance 
activity, pensions systems and other financial transactions. Various issues 
related to the development of the EU internal market for financial services 
are discussed in the Action Plan. In the Plan, soundness is related to 
regulatory structures and the measures of legislators and regulators. 
Establishing “sound supervisory structures”320 and “a sound and well 
integrated prudential framework”321 are key objectives with the FSAP.322 The 
need for level playing fields is accentuated, which the EU must guarantee by 
being a strong voice in international fora so that “sound and coherent 
regulations are promulgated”.323  

Further, the supervisory structures are discussed.324 “The EU’s supervisory 
and regulatory regime has provided a sound basis for the emergence of a true 
single financial market which goes hand in hand with prudential soundness 

 
320 Communication of the Commission, Financial Services: Implementing the framework for 
financial markets: Action Plan, COM (1999) 232, May 11, 1999, p. 30 (hereinafter: Financial 
Services Action Plan). 
321 Financial Services Action Plan, p. 22. 
322 Soundness is also mentioned in the Financial Services Action Plan connected to member 
states’ measures against unfair trading practices on the EU retail markets. Such national actions 
are described as an obstacle to the single market and competition within the Union, even though 
the motive for the member states is to ensure “the soundness and integrity of financial services 
and their providers”. See Financial Services Action Plan, p. 9. 
323 Financial Services Action Plan, p. 13. 
324 It is noteworthy that financial supervision is emphasised in connection to soundness already in 
the Financial Services Action Plan, though the first steps toward a supervisory structure at the EU 
level were taken 10 years after the Financial Services Action Plan was launched; 
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and financial stability,” it is stated.325 The expression “prudential soundness” 
needs some explanation. Prudential implies that there is an applicable 
standard or rule that is potentially enforceable to individual entities. 
Prudential regulation requires compliance in everyday business, and the 
compliance is supervised and controlled. Prudential soundness refers to 
soundness as a quality standard for banking business.  

Soundness is mentioned together with financial stability in this context. 
The “sound basis” for the emergence of the internal market – the EU 
regulation and supervision – is connected to prudential soundness and 
financial stability; they go “hand in hand”. Even though stability concerns 
are discussed in FSAP, the EU regulation and supervision are pointed out as 
necessary to creating a “true single financial market”. This is the paramount 
objective of the FSAP: to remove obstacles to the free movement of financial 
services within the Union. The measure for achieving this objective is 
harmonised rules. The two FSAP directives for the banking sector will be 
analysed below.  

5.2.3 Soundness in Directive 2006/48 

 A wide range of regulation was adopted as a result of the FSAP. The 
background to these regulatory developments is found in 4.2 above. For the 
banking sector, the First and Second Banking Directives were eventually 
amended into Directive 2006/48/EC relating to the taking up and pursuit of 
the business of credit institutions.326 In this Directive, the concept of 
soundness is used extensively. The Directive of 2006 includes similar 
provisions to the Articles where soundness was used in the First and Second 
Banking Directives. There is, additionally, a whole range of new provisions 
where credit institutions are targeted with rules on soundness. I will study the 
Directive, its Preamble, Articles and annexes, to see how soundness is used. 

5.2.3.1 The Preamble to Directive 2006/48 
Directive 2006/48 regulated the taking up and pursuit of the business of 
credit institutions. In the Preamble of the Directive, soundness is mentioned 
a few times.327 The employment of external ratings and credit institutions’ 
own estimates of individual credit risk parameters by credit institutions is 
discussed as a positive development, as it “represents a significant 
enhancement in the risk-sensitivity and prudential soundness of the credit 

 
Financial Services Action Plan, p. 13. 
326 Directive 2006/48/EC relating to the taking up and pursuit of the business of credit 
institutions. 
327 The recitals in the preambles to EU legislation are not legally binding, but are of substantial 
value to the interpretation of the articles to which they relate. See C. F. Bergström and J. Hettne, 
Introduktion till EU-rätten, p. 392. 
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risk rules”.328 It is important to incentivise banks to use risk-sensitive 
approaches. On the same theme, the securitisation activities and investments 
by banks are considered in need of risk-sensitive and prudentially sound 
treatment by rules, so that the risk and risk reductions of these activities are 
properly reflected in the minimum capital requirements.329 The Preamble 
also states that the member states should be able to refuse or withdraw 
banking authorisation of inappropriate group structures, especially if such a 
banking group could not be supervised effectively. Such powers of the 
competent authorities must be in place to ensure the sound and prudent 
management of the credit institutions.330 

In Recital (52) of the Preamble, the management of exposures is 
discussed. A credit institution which incurs an exposure to its own 
subsidiary, for example, its own parent undertaking, needs special attention. 
Such exposures should be managed completely autonomously, which is 
particularly important in these cases where persons holding a qualifying 
participation in the credit institution may have interests to exercise influence 
on the management of the exposure. If the influence is likely to be 
detrimental to the sound and prudent management of the credit institution, 
the authorities should take appropriate measures to ensure that the influence 
ceases. Specific rules and restrictions should be laid down to handle 
exposures to subsidiaries. The management of exposures in situations like 
this, it is stated, should be carried out “in accordance with the principles of 
sound banking management, without regard to any other considerations.”331 
It is not specified what is meant by principles of sound banking management. 
I have not managed to identify any preparatory documents related to the 
wordings in the Preamble. Probably, the content of this expression is similar 
to the other uses of soundness in Directive 2006/48, namely that credit 
institutions must be managed in a sound and prudent manner. Principles of 
sound banking management strike a slightly wider ambit, though. It might be 
influenced by the ongoing work of the Basel Committee on Banking 
Supervision at that time. The Committee produced principles as guidance for 
the supervision of banks.332 In these documents, soundness functions as a 
prudential standard which supervisors should aim at by controlling banks in 
certain ways. Some further analyses of Directive 2006/48 may shed light on 
the contents of principles of sound banking management. The next section 
discusses the Articles in the Directive. 

 
Directive 2006/48/EC relating to the taking up and pursuit of the business of credit institutions, 
Preamble, Recital (38). 
329 Ibid., Preamble, Recital (44). 
330 Ibid., Preamble, Recital (60). 
331 Ibid., Preamble, Recital (52). Author’s emphasis. 
332 See e.g., Basel Committee on Banking Supervision, Consultative Document: Sound Credit 
Risk Assessment and Valuation for Loans, November 28, 2005. 
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5.2.3.2 The Articles of the Directive 2006/48 
Ten Articles in Directive 2006/48 regulate banking activities by referring to 
soundness in one way or another: 

• Sound and prudent management. Article 12 (2), Article 19 (1) and 
Article 21 (2) set out that the competent authority shall, taking into 
account the need to ensure the sound and prudent management of a 
credit institution, not grant authorisation if the shareholders or 
members are not considered suitable. Likewise, the authority shall 
oppose to a person to hold or increase a qualifying holding, if the 
person is not suitable. 

• Sound administrative and accounting procedures. In Article 22 it is 
stipulated that the authorities shall require that every credit institution 
has sound administrative and accounting procedures. 

• Sound systems, implemented with integrity. Credit institutions can be 
permitted, according to Article 84, to calculate their risk-weighted 
exposure amounts using the Internal Ratings Based Approach333 only 
if the credit institution’s systems for the management and rating of 
credit risk exposures are sound and implemented with integrity. 

• Sound administrative and accounting procedures. Article 109 
stipulates that the competent authorities shall require that every credit 
institution has sound administrative and accounting procedures and 
adequate internal control mechanisms for the purposes of identifying 
and recording all large exposures. 

• Sound, effective and complete strategies and processes. Article 123 
includes a requirement that credit institutions shall have in place 
sound, effective and complete strategies and processes to assess and 
maintain on an ongoing basis the amounts, types and distribution of 
internal capital that they consider adequate to cover the nature and 
level of the risks to which they are or might be exposed. 

• Sound management and coverage of risks. According to Article 124 
(3), the authorities shall determine whether the arrangements, 
strategies, processes and mechanisms implemented by the credit 
institutions and the own funds held by these, ensure a sound 
management and coverage of their risks. 

• Financial soundness of a credit institution. In Article 132, the member 
state authorities are required to cooperate closely and shall provide 
each other with any information that could substantially influence the 
assessment of the financial soundness of a credit institution or 
financial institution in another member state. 

• Sound reporting and accounting procedures. Article 138 (2) sets out 
that competent authorities shall require credit institutions to have in 
place adequate risk management processes and internal control 

 
333 More on the Internal Ratings Approach under 7.2.2.3. 
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mechanisms, including sound reporting and accounting procedures, in 
order to identify, measure, monitor and control transactions with 
parent holding companies and subsidiaries appropriately. 

 
The Articles referring to soundness in Directive 2006/48 clearly focus on 
soundness as a prudential standard for the management of individual banks. 
Administration, accounting procedures, strategies, internal control 
mechanisms – the structures of a bank must be sound and promote 
soundness. Soundness appears as a standard for the general administrative 
procedures as well as more specifically for risk calculation, capital adequacy, 
internal rating of exposures, reporting and accounting. Also, the supervisors 
are targeted in Article 132, requiring cooperation between supervisors in the 
Union with a departure point in financial soundness of credit institutions.  
 In the next section, references of soundness in the Annexes to Directive 
2006/48 are presented. 

5.2.3.3 The Annexes to Directive 2006/48 
In the Annexes to Directive 2006/48, soundness appears on several 
occasions.334 Sound standards and processes are central in the more detailed 
regulations of the Annexes. The concept is often used when describing the 
need to ascertain the soundness and credibility of counterparties and 
borrowers. Some examples from the Annexes: 

• Annex III, Part 6 (18). A credit institution shall have counterparty 
credit risk (CCR) management policies, processes and systems that are 
conceptually sound and implemented with integrity. A sound CCR 
management framework shall include the identification, measurement, 
management, approval and internal reporting of CCR. 

• Annex III, Part 6 (32). A credit institution shall have in place sound 
stress testing processes for assessing capital adequacy for counterparty 
credit risk. 

• Annex V, Part 3 (3). Credit granting shall be based on sound and well-
defined criteria. The process for approving, amending, renewing, and 
refinancing credits shall be clearly established. 

• Annex VII, Part 4 (40). A credit institution shall have in place sound 
stress testing processes for assessing capital adequacy.  

 

 
334 Annex III, Part 6 (18), (32) ; Annex V, Part 3 (3); Annex VII, Part 4 (40), (114), (115 d), 
(122); Annex VIII, Part 2 (9 b);  Annex VIII, Part 3 (16), (19);  Annex X, Part 3 (8), (9) and (11). 
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The lists above, both from the Articles and the Annexes to Directive 
2006/48, may be connected to the expression principles of sound banking 
management, which was used in the Preamble in connection to risky 
exposures in a bank. Various aspects of soundness appear in the Articles of 
Directive 2006/48. These aspects reflect the ambitions of the Preamble. The 
Preamble’s reference to principles of sound banking management must at 
least partly be construed in the light of the Articles and Annexes in the same 
Directive.  

For this reason, principles of sound banking management can be defined 
as follows: 1) there must be in place conceptually sound, effective and 
complete internal systems, strategies and processes for risk management and 
these must be implemented with integrity and based on well-defined criteria; 
2) there must be in place sound administrative, reporting and accounting 
procedures. 
 The principles of sound banking management seem functional in nature. 
They refer to internal systems and how risk management is implemented in a 
bank. Soundness is used as a general quality standard for the prevalence of 
systemic control functions in banks. The wording “implemented with 
integrity” is important for understanding what soundness aims at in the EU 
provisions studied here. Integrity in how a bank implements control 
mechanisms is part of the essence of soundness. Further, a well-defined basis 
for risk management is included in the application of principles of sound 
banking management. The management, systems and structures in a bank 
must be sound. If the functions of a bank are sound, the quality of the bank’s 
business can be ensured. As such, soundness functions as a systemic 
standard for individual bank management. 

5.2.4 Soundness in Directive 2006/49 

The rules on capital adequacy of investment firms and credit institutions 
were laid down in Directive 2006/49/EC.335 Here, soundness is used in one 
Article and on five occasions in the Annexes. I will present these soundness 
regulations coherently in this section. 
 In Article 33 of Directive 2006/49, it is stipulated that the trading books of 
a credit institution must be evaluated prudently so that the value applied to 
the trading book positions appropriately reflects current market value. One of 
the factors to consider is the demands of prudential soundness. 
 In Annex V, (2), it is ruled that an institution's risk management system 
should be conceptually sound and implemented with integrity. Further, on 
under (3), it states that there should be processes in place in an institution “to 

 
335 Directive 2006/49/EC of the European Parliament and of the Council of 14 June 2006 on the 
capital adequacy of investment firms and credit institutions (hereinafter: Directive 2006/49/EC on 
the capital adequacy of investment firms and credit institutions). 
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ensure that their internal models have been adequately validated by suitably 
qualified parties independent of the development process to ensure that they 
are conceptually sound and adequately capture all material risks”. The credit 
institution is also compelled to show that its chosen approach to calculating 
risk-weighted exposure amounts meets soundness standards.336 In two 
additional instances in the Annexes, soundness is connected in a similar way 
to the use of models for risk management.337 

5.2.5 Reflections on soundness in EU law 

In 2013, Directives 2006/48 and 2006/49 were replaced by Directive 
2013/36 and Regulation 575/2013.338 The new Regulation contains standards 
for capital requirements, and will be analysed in Chapter 7 in relation to the 
deepened analyses of how soundness is used in the area of capital adequacy. 
Also, Directive 2013/36 contains provisions on capital adequacy. In the 
Directive, authorisation procedures are regulated (among other things). This 
Directive is relevant for the analyses in Chapter 6. Another important, and 
massive, piece of EU legislation is the Bank Recovery and Resolution 
Directive,339 which is studied in Chapter 8. The three parts will complete the 
analyses of the functions of soundness in the regulation of banks.  

In this section, I will draw some general reflections on how soundness has 
been used in EU law, from the initial provisions regulating banking on Union 
level and until recent Directives. The examinations show a background to the 
functions of soundness in EU law and how these functions have developed. 
As will be shown in the analyses of current EU banking law in Chapter 6-8, 
some of these features of soundness still remain and others have been added. 
The functions of soundness in EU banking regulation can thus far be 
summarised in the following way: 

 
336 Annex V (5). 
337 Annex V (8) and (13). 
338 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on 
access to the activity of credit institutions and the prudential supervision of credit institutions and 
investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 
2006/49/EC Text with EEA relevance (hereinafter: Directive 2013/36/EU on access to the 
activity of credit institutions and the prudential supervision of credit institutions and 
investment firms); 
Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2016 on 
prudential requirements for credit institutions and investment firms and amending Regulation 
(EU) No 648/2012 (hereinafter: Regulation (EU) No 575/2013 on prudential requirements for 
credit institutions and investment firms). 
339 Directive 2014/59/EU of the European Parliament and of the Council of 15 May 2014 
establishing a framework for the recovery and resolution of credit institutions and investment 
firms and amending Council Directive 82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 
2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU, 2012/30/EU and 2013/36/EU, and 
Regulations (EU) No. 1093/2010 and (EU) No. 648/2012, of the European Parliament and of the 
Council (The Bank Recovery and Resolution Directive). 
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• Soundness is clearly connected to the health of individual banks. 
Financial soundness of credit institutions is to be monitored, especially 
solvency.  

• Soundness is most often used as a standard for administrative and 
accounting procedures and adequate internal control. The first article 
and actual legal provision of soundness in EU law targets the sound 
and prudent management of credit institutions. 

• With the FSAP, soundness is saliently used as a standard for 
regulatory structures, supervision and the measures of legislators and 
regulators. Sound supervision is connected to prudential soundness 
and financial stability. 

• Prudential soundness of specific rules, such as credit risk rules, is 
emphasised. Certain risky activities by banks are established as 
needing in prudentially sound treatment by rules. Supervision is 
described as fostering sound and prudent management of credit 
institutions. 

• Risk exposures are required to be managed in accordance with                         
the principles of sound banking management. These principles are, 
from what can be known from the EU material, related to the 
prevalence of internal systems, strategies and processes for risk 
management and how these are implemented, administrated and 
accounted for. Internal control of a bank and external reporting must 
be conceptually sound, have well-defined criteria and be implemented 
with integrity. 

• In EU law, soundness functions as a systemic standard for individual 
bank management. 

 
In the next section, the usage of soundness in Swedish law is presented, 
followed by a comparative outlook into how soundness functions in Danish, 
British and American law.  

5.3 Soundness in Swedish law 

5.3.1 Introductory remarks 

Soundness is a legal prerequisite and regulated in a specific provision in 
lagen om bank- och finansieringsrörelse (SFS 2004:297). It is included in 
Chapter 6, which contains general regulations on a credit institution’s 
activity: 
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Sound business practices 
 
Section 4. A credit institution’s business shall also in other respects than those stated in 
sections 1-3 be conducted in a sound manner.340 
 
Sections 1-3 in the same chapter include requirements on, among other 
things, a bank’s equity ratio, liquidity, risk management, transparency, 
system for information about depositors and amortisation. 

Banking business must be conducted in accordance with lagen om bank- 
och finansieringsrörelse, which means that soundness must be observed both 
in the authorisation and in the supervision of banks (see Chapter 3, Section 2 
and Chapter 13, Section 2). In the previous Banking Act of 1987, soundness 
was explicitly stipulated in the chapter regulating supervision.341 As for the 
regulation of bank authorisation, soundness was added as a requirement in a 
later piece of legislation.342 The Swedish bank markets experienced a severe 
crisis at the beginning of the 1990s. During that period, the EU developed 
the regulation of banks in the Union. The turbulence in the markets and the 
EU reforms amounted to changes to the Swedish legislation on banks and 
credit market companies. A Banking Law Committee was appointed and 
thorough reforms to the legislation were made.343 Lagen om bank- och 
finansieringsrörelse was adopted, and the special provision on soundness in 
Chapter 6 Section 4 replaced the soundness prerequisites in the provisions of 
authorisation and supervision.344  

In the coming sections, I intend to analyse the soundness concept in 
Swedish law from the time it was first introduced in the law until today’s use 
of the concept (5.3.2 – 5.3.3).345 Specific examinations are made regarding 
soundness as a prudential rule (5.3.4) and soundness and rule making 
competence (5.3.5). 

 
340 Ett kreditinstituts rörelse skall även i andra avseenden än som sägs i 1–3 §§ drivas på ett sätt 
som är sunt. 
341 Bankrörelselagen (1987:617), Chapter 9, Section 3 and Chapter 7, Section 7.  
342 Bankaktiebolagslagen (1987:618), Chapter 2, Section 3. The regulation was divided into one 
Banking Corporate Act, one Savings Bank Act, one Cooperative Bank Act and one Banking 
Business Act. See Regeringens proposition 1989/90:116 om ägande i banker och andra 
kreditinstitut m.m. See note 357. 
343 SOU 1998:160. Reglering och tillsyn av banker och kreditmarknadsföretag; 
Ds 2002:5. Reformerade bank- och finansieringsrörelseregler; 
Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse. 
344 It is clear from the preparatory works that the insertion of soundness as a specific section in 
the law was not intended to imply any substantial changes. See Regeringens proposition 
2002/03:139, Reformerade regler för bank- och finansieringsrörelse, pp. 365-367, 371. 
345 For an analysis in Swedish, see R. Söderström, Sundhetsbegreppet i svensk bankrätt (Juridisk 
Tidskrift, nr 2, 2014-2015) pp. 394-402. 



  
113

5.3.2 The introduction of soundness in Swedish law  

Soundness was first introduced as a legal prerequisite in Swedish law by the 
Banking Act of 1955, but the concept was mentioned as early as in the 
preparatory works to the Banking Act of 1911.346 In this Act, Section 230 a 
stipulated that the supervisory authority should, as regards conditions which 
may influence the safety of banking companies, pay close attention to their 
business.347 This rule was inserted at a later stage following the 
recommendation of the Banking Act Committee of 1924.348 In their 
recommendation, the Committee explained the new rule by referring to 
principles of praxis; banking supervision should aim at reviewing banks’ 
business from safety point of view – regardless of whether the business is 
governed by legal rules or the articles of association. The Committee of 1924 
stressed this as one of the main assignments for banking supervision. With 
banking supervision having such an orientation, “soundness and solidity will 
be provided in the banking system and thereby depositor protection”.349 This 
statement seems to be the first articulation of soundness in Swedish banking 
law. All circumstances that may influence the safety of banks should be 
supervised.  

It was not until many years later, however, in the Banking Act of 1955, 
that soundness was inserted as a prerequisite in a legal statute.350 In Section 
147, with the heading On supervision of banking limited companies, it is 
regulated in the second paragraph:  

 
 

It is incumbent upon the supervisory authority to attentively observe the 
business of the banking limited companies to the extent this is needed to gain 
knowledge of the conditions which may influence the safety of the companies or 
otherwise are of importance to a sound development of the banking business.351  

 

Since the earlier Banking Act of 1911 did not include soundness explicitly, it 
is of interest to see how the new concept is discussed in the preparatory 
works to the provision in the Banking Act of 1955. From my research, it 
seems that the phrase or otherwise are of importance to a sound development 
of the banking business is included in Section 147 with no explanation or 
 
346 Lagen den 22 juni 1911 (nr 74) om bankrörelse. 
347 Lagen den 22 juni 1911 (nr 74) om bankrörelse, Section 230 a, paragraph 2, as amended on 
June 2, 1933 (SFS 1933:277): ”Det åligger vidare bankinspektionen att jämväl i övrigt, såvitt 
angår förhållanden som kunna inverka på bankbolagens säkerhet, med uppmärksamhet följa 
dessas verksamhet”. 
348 Nytt Juridiskt Arkiv, Avd. II (NJA II) 1934, Ändringar i banklagstiftningen, p. 202. 
349 Ibid. 
350 Lagen (1955:183) om bankrörelse. 
351 “Det åligger tillsynsmyndigheten att jämväl i övrigt med uppmärksamhet följa bankbolagens 
verksamhet i den mån så erfordras för kännedom om de förhållanden som kunna inverka på 
bolags säkerhet eller eljest äro av betydelse för en sund utveckling av bankverksamheten.” 
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description of the prerequisite sound.  The Public Report that submitted the 
proposal of the Banking Act of 1955 does not include this sentence.352 In the 
Public Report, the provision in Section 146, which eventually became 
Section 147, was proposed to include a wording in the second paragraph that 
/…/ particularly the circumstances which may influence on companies’ 
safety.353 In the Government’s Bill to the Banking Act 1955, the Minister 
questions the necessity of the word particularly in the Public Report.354 The 
outermost assignment for the bank supervisor, said the Minister, is to 
monitor the circumstances that may influence the safety of the banks, but this 
is not to be confined only to supervising circumstances related to solvency 
and liquidity. All business sections of a bank that directly and indirectly 
affect the safety of the company fall under supervision. Therefore, a 
clarification of the supervision rule was needed, according to the Minister, to 
avoid the wording of the rule to “nurture” a too narrow interpretation of the 
functions of supervision. Thereafter, the preparatory statement ends tersely 
with: “the purpose of the rule is better expressed, if the supervisory authority 
is bound to observe the business of the banking companies to the extent this 
is needed to gain knowledge of the conditions which may influence the 
safety of the companies or otherwise are of importance to a sound 
development of the banking business”.355 As a result of the Minister’s 
statement, the provision in Section 147 gains its content according to this 
wording.  
 This is all that can be found in the preparatory works of the Banking Act 
of 1955 on the first insertion of soundness as a legal prerequisite. Neither do 
the Comments to the Banking Act 1955 contain any clarifications on what 
sound development in banking business implies. What is included in the 
Comments though, is a connection between Section 147 and the statements 
of the Banking Law Committee of 1924, where it was expressed that the 
main assignments for banking supervision were to contribute to soundness 
and solidity in the banking system.356 No contradictions are implied between 
the Banking Act of 1955 and the statements of the Banking Law Committee 
of 1924. On the contrary, the Comments to the Banking Act 1955 emphasise 
the statements of the Minister as a confirmation that the supervision rule in 
Section 147 needs clarification according to the earlier preparatory 
statements made by the Banking Law Committee. The similarity in the 
wordings sound development of the banking business (legal prerequisite) and 
soundness and solidity in the banking system (earlier preparatory statements) 

 
352 SOU 1952:2. Förslag till lag om bankrörelse. 
353 Ibid., pp. 190–191; 
 SOU 1998:160. Reglering och tillsyn av banker och kreditmarknadsföretag, pp. 405–407. 
354 Kungl. Maj:ts proposition 1955:3 med förslag till lag om bankrörelse, m.m.  
Ibid., p. 227. 
356 Westerlind, P., Banklagen 1955 med kommentar, p. 436; 
Nytt Juridiskt Arkiv, Avd. II (NJA II) 1934, Ändringar i banklagstiftningen, p. 202. 
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gives the impression that the Minister referred to the overarching purpose of 
banking supervision which was established in preparatory works and practice 
long before the Banking Law Committee of 1924. Considering all this, it is 
remarkable that no actual statements or explanations are made in the 
preparatory works to the first introduction of soundness in the Banking Act 
of 1955. No clues as to its contents, functions or importance in everyday 
banking supervision can be found. After all, this was a new legal 
prerequisite. 

The banking regulation in Sweden has been reformed many times, as 
regards both substantial law adaptations to EU requirements and changes to 
supervisory structures and competences. The Banking Act of 1955 was 
replaced by four new laws in 1987.357 In 1990, the rules on authorisation in 
these laws were amended due to the Second Banking Directive from the 
EU.358 Previously, the authorisation procedures had included a quantitative 
examination where the economic needs of the market were examined. It was 
considered important to be able to deny access to the banking market on the 
ground that a new bank was not necessary for society. As time went by, 
market economy considerations required these views to be abandoned. The 
preparatory works to the Banking Act of 1955 describe how the quantitative 
examination was arbitrary and complicated, and not in line with international 
developments.359 With the reform in 1990, the authorisation procedures 
became purely qualitative.360 Authorisation should be granted if the planned 
business could be anticipated to comply with the requirements of sound 
banking.361 

In the preparatory works to the introduction of the new authorisation 
procedures of 1990, the contents of sound banking are discussed.362 First, 
soundness is connected to the provision on supervision, which stipulated that 
the supervisory authority is responsible for ensuring sound development of 
the business by its supervision of banks.363 With the reform in 1990, the same 
wording of soundness is inserted in the provisions on authorisation. 
According to the preparatory works, the supervisory authority should 

 
357 Bankrörelselagen (1987:617), bankaktiebolagslagen (1987:618), sparbankslagen (1987:619), 
föreningsbankslagen (1987:620). See Regeringens proposition 1989/90:116 om ägande i banker 
och andra kreditinstitut m.m. 
358 First Council Directive 77/780/EEC of 12 December 1977 on the coordination of the laws, 
regulations and administrative provisions relating to the taking up and pursuit of the business of 
credit institutions. 
359 See e.g., the discussions in the Swedish preparatory works on account of the developments in 
the EU: Regeringens proposition 1989/90:116 om ägande i banker och andra kreditinstitut m.m. 
pp. 58-59. 
360 See the original provision in Directive 77/780/EEC, Article 3, paragraph 3 (nb. the exemptions) 
and the current provision in Directive 2013/36/EU on access to the activity of credit institutions 
and the prudential supervision of credit institutions and investment firms, Article 11. 
361 Regeringens proposition 1989/90:116 om ägande i banker och andra kreditinstitut m.m. pp. 
58—. 
362 Idem. 
363 Bankrörelselagen (1987:617), Chapter 7, Section 3. 



  
116 

conduct a comprehensive, qualitative examination when authorising banks. 
On the basis of the soundness prerequisite in the Banking Act, the 
supervisor’s examination should include: 1) the organisation of the bank; 2) 
its business according to the articles of association; 3) internal control and 
safety structures; 4) the relation between the share capital and the planned 
business; 5) the knowledge and discretion of executive management and 
larger owners in order to ensure long-term and stable running of sound 
banking; and 6) other organisational conditions such as owners’ competing 
assignments.364 Later preparatory works emphasise that the 1990 reform 
exclusively intended to target the soundness of individual banks.365  

In the preparatory works to the current legislation, lagen om bank- och 
finansieringsrörelse, the soundness prerequisite is described further. In this 
Act, as initially pointed out, the soundness prerequisite is laid down in a 
specific provision in Chapter 6, Section 4. In the preparatory works to this 
provision, several references are made to another Act, lag (1992:1610) om 
finansieringsverksamhet (the Act of Financing Businesses, addressing credit 
market companies) and its preparatory works.366 In this Act, Chapter 1, 
Section 4, it was stipulated that credit market companies should be run in 
such a way that the public confidence in the credit market is sustained and 
that the business in other respects can be considered sound. The preparatory 
works to this Act describe the soundness prerequisite related to the purpose 
of sustaining confidence in the financial markets and thereby contributing to 
their stability.367 The prerequisite of sound business also included 
requirements for the credit market companies to ensure that their 
organisation, business methods and decisions were based on meticulous and 
sufficiently long-term judgements. Further, the soundness prerequisite 
required that exposures to various types of risks be held within reasonable 
boundaries. This should not be interpreted as prohibiting credit market 
companies from engaging in various risky positions, but the risks must be 
borne by the companies without danger to their capital or to those dependent 
on the companies in other ways. The preparatory works also state that 
soundness includes taking due consideration of the interests of customers, 
especially the consumers.368 These statements are referred to in the 
preparatory works to lagen om bank- och finansieringsrörelse as valid for 

 
364 Regeringens proposition 1989/90:116 om ägande i banker och andra kreditinstitut m.m. p. 60. 
365 Regeringens proposition 1997/98:186 om ny beslutsordning på bank- och försäkringsområdet, 
p. 58. 
366 Lagen (1992:1610) om finansieringsverksamhet. This Act was repealed when lagen 
(2004:297) om bank- och finansieringsrörelse was enacted.  
See Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, 
pp. 281—; 
Regeringens proposition 1992/93:89 om ändrad lagstiftning för banker och andra kreditinstitut 
med anledning av EES-avtalet m.m, pp. 153, 192. 
367 Idem. 
368 Idem. 
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the interpretation of the general soundness requirement. The emphasis on 
consumer interests and the concerns of sustaining confidence in the banking 
market are thus included as objectives for the soundness requirement in the 
provision in Chapter 6, Section 4.369 In the next section, the development of 
the soundness prerequisite will be discussed further. 

5.3.3 Development of soundness in Swedish law 

From the preparatory works to lagen om bank- och finansieringsrörelse, it 
seems that soundness has become a general standard for banking business. It 
is explicitly stated that the purpose of the provision is to sustain confidence 
in the banking market.370 It is pointed out that the provision of soundness 
“can be said to be characterised by systemic risk considerations”.371 When 
soundness was first introduced by the Banking Act of 1955, it was clear that 
the purpose was to stretch the responsibility of the supervisory authority to 
observe the business of banks beyond what was of direct relevance to the 
banks’ safety in terms of solvency and liquidity. The Banking Law 
Committee that put forward the proposal of the current lagen om bank- och 
finansieringsrörelse describes how the application of the soundness 
prerequisite has changed materially since its first introduction in the law. 
“From initially functioning as a summoning to the supervisor to oversee the 
economic stability of the banks, it changed successively to become a general 
requirement on, at large, all aspects of a bank’s business”.372 It is clear from 
the context in the preparatory works to the Banking Act of 1955 that the 
supervisory provision targets circumstances in individual banks. As was also 
emphasised in the Government’s Bill 1997/98:186, the soundness 
prerequisite, until the reform of 1990, has been related to soundness in 
individual credit institutions. One important explanation for this change, 
which was accentuated after 1990, is of a legislative technical nature. Instead 
of connecting authorisation independently to certain requirements, the 
soundness prerequisite in the supervisory provision was copied to the 
authorisation provision. This was obviously in line with the ambition to 
coordinate the requirements for authorisation with those for the day-to-day 
supervision. By lagen om bank- och finansieringsrörelse, the connection 
between the soundness prerequisite in the authorisation provision and the 
supervision provision was abolished and a new order was adopted, where 
both the provisions of authorisation and supervision refer to a new, third 

 
369 Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, 
p. 283. 
370 Ibid., p. 286. 
371 ”Även kravet på att institutens rörelse i övrigt skall vara sund kan sägas vara präglat av ett 
systemrisktänkande”, Regeringens proposition 2002/03:139, Reformerade regler för bank- och 
finansieringsrörelse, p. 371. 
372 SOU 1998:160. Reglering och tillsyn av banker och kreditmarknadsföretag, pp. 406–407. 
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provision in Chapter 6, Section 4. This provision requires in general terms 
that the business of a bank be operated in a sound way. No direct reference 
to the provision on authorisation or supervision is included. The new order 
has, it seems, given room for the change which the Banking Law Committee 
of 1998 noted and which has grown since then. In contrast to the scarce 
statements in the preparatory works to the Banking Act of 1955, the 
preparatory works to the soundness provision in lagen om bank- och 
finansieringsrörelse include a seven page discussion. This may be the most 
manifestable change in the soundness prerequisite in Swedish law; many 
more aspects are included in the current legislation than in its original 
version.  

The substantial change of interest is not only that the concept of soundness 
has grown from restricted supervision of financial safety in a bank to 
supervision covering most aspects of banking business – soundness has also 
grown to include banking market considerations. The preparatory works to 
the soundness provision in lagen om bank- och finansieringsrörelse 
emphasise the interest in protecting the banking market, confidence in the 
whole banking system and the comparatively weak position of consumers in 
relation to banks’ information advantage.373 It cannot be taken for granted, it 
is said, that individual banks will take into consideration the influence they 
have on banking market confidence overall, even if there are incentives for 
each bank to build trust in its own customers. The need for a general 
provision of confidence is discussed, which would complement the rules on, 
for example, solidity, liquidity, risk management and transparency (lagen om 
bank- och finansieringsrörelse, Chapter 6, Sections 1-3). The preparatory 
works point out the need to require banks to keep a certain minimum 
standard in their business, with the purpose of sustaining confidence in the 
banking market.374 The need to specify the general soundness provision is 
also stressed in the preparatory statements. The focus in these discussions is 
on the relation between the bank and its customers, and primarily on 
situations that are clearly unsuitable and likely to diminish confidence. The 
types of conduct in banks that are targeted by the soundness provision are 
exemplified as situations of “a more firm character” and issues emanating 
from the daily banking assignments.375 Public confidence is primarily 
affected in daily banking situations, according to the preparatory works. 
Some examples are difficulties and costs related to changing banks, 
unreasonably harsh security conditions or requirements to complement 
collaterals during running credit agreements. The preparatory works 
emphasise banks’ information advantage vis-à-vis their customers. The 
application of the soundness provision should, according to the preparatory 

 
373 Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, 
pp. 283—. 
374 Ibid., p. 283. 
375 Ibid., p. 284. 
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works, take as its departure point the interest in protecting the banking 
market.376 It seems that the main function of the soundness provision is to 
protect the confidence of customers in individual banks (situations of “a 
more firm character” and issues emanating from the daily banking 
assignments). At the same time, the objective of the soundness provision is 
the stability of the banking market and considerations from a systemic risk 
point of view. Confidence in individual banks and confidence in the banking 
market are connected by financial supervision. By supervising the stability of 
individual institutions and the standard in the businesses, the supervision 
may contribute to the stability of the financial system.377  

My analyses of the development of the soundness requirement in Swedish 
law imply that soundness does not only include a comprehensive perspective 
on each individual, authorised and supervised, bank, but also includes the 
banking market concerns in general. The soundness concept in Swedish law 
has been developed from targeting the supervision of financial safety 
concerns in banking companies to becoming a general provision with the 
purpose of sustaining confidence in the banking market. Soundness has come 
to include, in its function, concerns related to the banking market overall. 
One remaining question is the potential to use the soundness provision as the 
sole legal ground for supervisory interventions in banks. This is discussed in 
the next section. 

5.3.4 Soundness as a prudential rule 

The preparatory works establish that the application of the soundness 
provision is not dependent on actual risking of confidence in casu. As an 
example, it is described how each individual bank is restricted by 
requirements of solidity, even if such restrictions are not actually based on 
stability concerns in some of the cases.378 The discussions in the preparatory 
works are somewhat difficult to comprehend in this part. The soundness 
provision, as it is designed and explained in lagen om bank- och 
finansieringsrörelse, aims at sustaining banking market confidence. This is a 
market-oriented perspective, with the management of a wider variety of risks 
and considerations behind the provision. Of course, the provision has to be 
applied in individual cases, and as such the provision must target the 
behaviour of the individual bank. The question is whether the soundness 
provision in itself, solely, may form the legal ground for sanctions against 
individual banks. If so, it is a prudential rule for banks to follow and for 
supervisors to enforce.379  
 
376 Ibid., p. 286. 
377 Ibid., p. 371. 
378 Ibid., p. 286. 
379 The Swedish term rörelseregel, which is the term used in the preparatory works related to this 
discussion, is here translated as prudential rule. 
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In the preparatory works to lagen om bank- och finansieringsrörelse, the 
regulatory nature of the soundness provision is explicitly expressed. It is 
stated that “the soundness rule for banks makes it possible for the inspection 
to intervene if a bank does not fulfil the requirements of the rule”.380 
However, this statement is not discussed any further or problematised in the 
preparatory works. This is quite remarkable, considering the discussions in 
earlier preparatory works and case law, where the soundness provision, on 
the contrary, was considered insufficient as a legal ground for supervisory 
interventions. In a decision from 1990, the Supreme Administrative Court of 
Sweden assessed the application of a soundness requirement in the 
legislation of insurance business.381 Insurance companies were required by a 
legal provision to “promote a sound development of the insurance 
system”.382 Also, the law stipulated that the competent authority at that time 
should act to contribute to the sound development of the insurance system.383 
The Supreme Administrative Court stated in the decision that a general 
reference to the requirement of soundness should not constitute the sole legal 
ground for intervening measures of the supervisory authority.384 There must 
be substantial insufficiencies, of a legal or other nature, according to the 
Supreme Administrative Court. The decision is commented on in the 
Government’s Bill 1992/93:89, which is a preparatory work with relevance 
for the current soundness provision in lagen om bank- och 
finansieringsrörelse. Here, it is said that the statement in the decision is 
equally valid for interventions according to the Banking Act.385 These 
preparatory works expressly state that the 1990 decision results in the 
assessment that supervisory interventions in banks cannot be carried out with 
reference to the soundness provision alone.386 There must be substantial 
insufficiencies established in relation to the requirements laid down in the 
various banking regulations. In the 1990 decision, however, the discussion of 
the soundness requirement in the relevant legislation of insurance business 
shows another dimension which is not elaborated on in the preparatory 
works to the current soundness provision for banking. The soundness 

 
380 Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, 
p. 287 in fine. 
381 Decision by Regeringsrätten, RÅ 1990 ref. 106. The case concerned judicial review of a 
governmental decision according to the Insurance Business Act (försäkringsrörelselagen 
1982:713). 
382 Försäkringsrörelselagen (1982:713), Chapter 7, Section 2. 
383 Ibid., Chapter 19, Section 1. 
384 RÅ 1990 ref. 106. 
385 Regeringens proposition 1992/93:89 om ändrad lagstiftning för banker och andra 
kreditinstitut med anledning av EES-avtalet m.m,. p. 145; 
The current legislation is försäkringsrörelselagen (2010:2043), which in many respects is 
explicitly designed with lagen (2004:297) om bank- och finansieringsrörelse as role model. See 
Regeringens proposition 2009/10:246, En ny försäkringsrörelselag, pp. 427-538. 
386 Regeringens proposition 1992/93:89 om ändrad lagstiftning för banker och andra 
kreditinstitut med anledning av EES-avtalet m.m., p. 145. 



  
121

requirement in the legislation of insurance business, which was relevant in 
the 1990 decision, was not a requirement directed at the business of 
insurance companies.387 Neither was it inserted in the provision on 
interventions or sanctions on these companies. Soundness was a requirement 
when authorising insurance companies, insurance companies must according 
to the legal provision “befit the promotion of a sound development of the 
insurance system”. The Supreme Administrative Court established in its 
decision that no explanations as to the interpretation of “a sound 
development of the insurance system” could be found in the preparatory 
works to this section in the law. The Supreme Administrative Court then 
concluded that a general reference to the soundness requirement could not 
“under any circumstances” constitute the sole ground for interventions of 
such far-reaching nature as injunctions or admonitions.388  

The objective-oriented wording “befit the promotion of a sound 
development of the insurance system” is not as directly connected to 
individual banks as in current banking legislation where “the business of a 
credit institution is to be operated in a sound way” (lagen om bank- och 
finansieringsrörelse, Chapter 6, Section 4). This may be one explanation for 
the different approaches to the prudential nature of the soundness provision 
in the earlier legislation on insurance business compared to the legislation on 
banking. It is difficult to draw any further conclusions from the Supreme 
Administrative Court’s decision. As described, the Government’s Bill 
2002/03:139 to lagen om bank- och finansieringsrörelse establishes the 
prudential nature of the soundness requirement without any reference to the 
Supreme Administrative Court case or the earlier preparatory statements in 
the Government’s Bill 1992/93:89 on this case. However, in the Public 
Report of the initial proposal to lagen om bank- och finansieringsrörelse, the 
interpretation of the soundness provision is addressed as unclear.389 The 
Public Report proposes a standard of god bankstandard (good banking 
standard) since such a standard, as opposed to the soundness requirement, 
would clarify the function of the provision to constitute a ground for 
sanctions.390 The Public Report thus takes a stand for the insertion of a 
general provision with the characteristics of prudential rule. In the 
preparatory works to lagen om bank- och finansieringsrörelse, the soundness 
requirement is considered better suited than the proposed standard of god 
bankstandard.391 Soundness is already used in the legislation and the concept 
is well established and commonly prevalent internationally, it is said. The 

 
387 RÅ 1990 ref. 106, p. 8. 
388 RÅ 1990 ref. 106, p. 8. 
389 SOU 1998:160. Reglering och tillsyn av banker och kreditmarknadsföretag, p. 407. 
390 Ibid., p. 412. 
391 More on this discussion is found in the next section. 
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Government thus opts for a soundness requirement.392 In the submittal for 
comments to the law proposal, Finansinspektionen opined that the prudential 
rules must be designed so that there is no doubt about their independence for 
sanctioning.393 This is referred to in the preparatory works, where it is also 
noted that the “concept of soundness does not bring clarification as to the 
reach of its scope”394 and that it is “necessary to relatively closely specify 
what aspects of the business are targeted by requirements”.395 With this 
background, it is frustrating that the soundness provision in Swedish law, 
which apparently in itself may form the ground for intervention by the 
supervisory authority, has not been more clearly formulated. The lack of 
discussion on the Supreme Administrative Court’s 1990 decision is also 
unsatisfying. In my opinion, this case is still very relevant for the 
understanding of the functions of the soundness requirement in Swedish law. 
The soundness provision contains requirements on banks’ businesses and 
constitutes a ground for sanctions, but the preparatory works offer little 
guidance as to the functions and contents of the provision. In particular, the 
later development, with added emphasis on consumer protection and a more 
market-oriented ambit would need clarification, as was pointed out initially 
in this section. An important question is how market concerns, as objectives 
of the soundness provision, are supposed to render application of the 
provision and possible sanctions in individual cases.  

In the next and final part of the analyses of Swedish law, I present a recent 
discussion on the functions of the soundness provision as a basis for rule 
making. 

5.3.5 Soundness and rule-making competence 

The Swedish authority Finansinspektionen proposed rules on amortisation 
requirements of housing mortgage loans in March 2015.396 Banks and credit 
institutions would have to conform to the proposed requirements. The 
amortisation would be mandatory for borrowers of new housing mortgage 
loans exceeding 50 per cent of the value of a house. Finansinspektionen 
based the proposal of the amortisation rules on the soundness provision in 
lagen om bank- och finansieringsrörelse, Chapter 6, Section 4 and the 
connected ordinance empowering FI to issue rules on the interpretation and 

 
392 Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, 
p. 286; 
See section 6.4.1 for a deeper analysis of god bankstandard. 
393 Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, 
p. 281. 
394 Ibid., p. 286.  
395 Ibid., p. 283.  
396 Finansinspektionens remisspromemoria, Förslag till nya regler om krav på amortering av 
bolån, FI Dnr 14-16628. 
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application of the soundness provision.397  Finansinspektionen referred to the 
statements of the preparatory works that the application of the soundness 
provision should take as its departure point an interests in protecting the 
banking market.398 Finansinspektionen moved on to discuss how the 
soundness provision had developed since the financial crisis of 2008. 
According to Finansinspektionen, financial supervision must “play an active 
part in mastering the imbalances in the national economy that the collective 
behaviour of the financial sector impels”.399 For this reason, it stated, the 
soundness provision must be seen in the light of the development of the 
market and the role and mission of Finansinspektionen. Even though the 
credit granting of banks and other housing mortgage creditors is not reckless 
in a market perspective, nor deemed unsuitable in relation to the customers, a 
high degree of debt incurrence may cause large fluctuations in the markets in 
general. Households become sensitive to disruptions and consumption is 
affected, which may have a great impact on the overall economic 
development. The debt incurrence of individual households risks creating or 
amplifying a recession.  

From January 1, 2014, Finansinspektionen’s responsibility for macro-
supervision was expanded, with the objective of countervailing financial 
imbalances and stabilising the credit market.400 In its proposal to 
amortisation rules, FI stated that it was an obligation of the authority, 
because of its expanded macro-supervision responsibilities, to act on the 
basis of relevant regulation – also the soundness provision – in order to 
countervail financial imbalances in the credit market. The responsibility for 
macro-supervision would form the departure point for adopting the 
amortisation rules, which would be well in line with the objectives of the 
soundness provision.401  
 The proposal regarding amortisation rules was submitted for comments. 
The Administrative Court of Appeal in Jönköping made a statement and 
questioned the conditions of using the soundness provision as a legal ground 
for adopting the amortisation rules.402 According to the Administrative Court 
of Appeal, the soundness provision could not be interpreted as widely as 
Finansinspektionen proposed. The Administrative Court of Appeal referred 
to the preparatory works and emphasised the objectives of the soundness 

 
397 Förordningen (2004:329) om bank- och finansieringsrörelse, Chapter 5, Section 2, paragraph 5. 
398 Finansinspektionen, Remisspromemoria, Förslag till nya regler om krav på amortering av 
bolån, FI Dnr 14-16628, p. 20. 
399 Idem. 
400 Förordningen (2013:1111) om ändring i förordningen (2009:93) med instruktion för 
Finansinspektionen. 
401 Finansinspektionen, Remisspromemoria, Förslag till nya regler om krav på amortering av 
bolån, FI Dnr 14-16628, p. 21. 
402 Kammarrätten i Jönköping (Administrative Court of Appeal in Jönköping), Remissyttrande 
2015-04-16, Yttrande över förslag till föreskrifter om krav på amortering av nya bolån, 82-
2015/51. 
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provision as a qualitative standard for banking business in order to sustaining 
confidence in the market. The Administrative Court of Appeal referred to the 
preparatory works’ description of situations which fall within the ambit of 
the soundness provision, namely, primarily situations that are clearly 
unsuitable and detrimental to sustaining confidence. As FI had pointed out, 
the credit granting of the housing mortgage creditors is not reckless in a 
market perspective and there is no reason to believe that the creditors 
generally act inappropriately in relation to their customers. According to the 
Administrative Court of Appeal, there could be no other conclusion from the 
proposal but that the housing mortgage creditors seem to conduct their 
businesses in a sound way. To use the soundness provision to adopt rules 
with the purpose of tackling the high debt incurrence would be an 
expansion/reinterpretation of the soundness provision. The Administrative 
Court of Appeal expressed great doubts about whether such an 
expansion/reinterpretation would be in line with the constitutional 
requirements, since amortisation rules have far-reaching and intervening 
consequences for individuals.403  
 As a result of the strong criticism, Finansinspektionen did not proceed 
with its proposal.404 Instead, the Government made a proposal for a new 
provision on amortisation requirements in lagen om bank- och 
finansieringsrörelse, which was adopted and came into force in May 2016.405 
Finansinspektionen was empowered to issue rules of amortisation on the 
basis of the new provision in the law.406 The conclusions from these 
proceedings show a clear restriction on the functions of the soundness 
provision in Swedish law. The soundness provision cannot be used for the 
supervisory authority to adopt rules with a general purpose of ensuring 
soundness. Rules adopted on the basis of the soundness provision must be 
aimed at correcting behaviour or situations that are clearly unsuitable and 
detrimental to the confidence of the banking market. These situations must 
be ascribed to individual banks’ businesses. Accumulated or collective 
 
403 Ibid., pp. 2-3. 
404 Finansinspektionen, Pressmeddelande, FI går inte vidare med amorteringskravet, April 23, 
2015. 
405 Finansdepartementet, Promemoria, Amorteringskrav, Fi2015/4235, November 2, 2015; 

Finansutskottets betänkande: Amorteringskrav, 2015/16:FiU30; 
Lagen (2016:346) om ändring i lagen (2004:297) om bank- och finansieringsrörelse. 
406 Förordningen (2004:329) om bank- och finansieringsrörelse, Chapter 5, Section 2 and 2a. 
The Administrative Court of Appeal in Jönköping and other consulting bodies remained critical of 
the powers of Finansinspektionen to issue rules and interpret the provision on amortisation 
requirements. See Kammarrätten i Jönköping, Remissyttrande 352/2015/51, Yttrande över förslag 
till nya föreskrifter om krav på amortering av nya bolån, February 12, 2016 and Juridiska 
fakultetsnämnden i Uppsala (Faculty of Law, Uppsala University), Remissyttrande, JURFAK 
2015/65, November 2, 2015. The rule making of Finansinspektionen, however, was especially 
assessed by the Law Council in connection to the Government’s proposal and found to be in 
conformity with the Swedish constitution, see the Government’s submittal to the Law Council: 
Lagrådsremiss, Finansdepartementet, Amorteringskrav, 2015-12-10; The Law Council abstract of 
protocol from meeting: Lagrådets yttrande, 2015-12-17. 
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effects in the economy as a whole are not valid motives for using the 
soundness provision in Swedish law as empowerment for the Swedish 
authority to adopt new rules. 
 The next section contains a comparative outlook, starting with Danish law 
and proceeding to the legislation of the United Kingdom and the United 
States of America. 

5.4 Comparative outlook 

5.4.1 Danish law 

In Denmark, banks are regulated by lov om finansiel virksomhed (LBK nr. 
174 af 31/01/2017). Executive orders and guidelines are issued by the 
Ministry of Business and Growth (Erhvervs- og Vækstministeriet) and by 
Finanstilsynet, which complements the Act. Most EU banking sector 
regulation is implemented by lov om finansiel virksomhed.407 Unlike 
Swedish law, the Danish legislation contains no general, explicit soundness 
requirement directed at banks’ businesses. Worth mentioning, however, is 
the provision in Section 344 in lov om finansiel virksomhed, which sets out 
standards for financial supervision. The provision entails the general goals of 
the regulation of banks and other financial undertakings. The provision 
stipulates an obligation for Finanstilsynet to carry out its supervision with the 
purpose of promoting financial stability and confidence in financial 
businesses and markets. The overarching objectives of stability and 
confidence are connected to the conductance of supervision. This provision 
resembles the earlier Swedish regulation on soundness, which also 
constituted a standard for the financial supervisor.  

As regards the explicit use of soundness, it appears as a specific 
prerequisite in two provisions in lov om finansiel virksomhed, both in 
relation to remuneration policies. Section 71 stipulates that a financial 
company, a financial holding company and an insurance company should 
have effective forms for business management, including a written 
remuneration policy, which corresponds to and promotes a sound and 
effective risk management.408 In Section 77a, the requirements of the CRD 
IV Directive to quantitatively restrict variable remuneration is 
implemented.409 The provision sets out standards for the remuneration of the 
 
407 M. Fritsch and T. L. Melskens in J. Putnis, The Banking Regulation Review, p. 194. 
408 En finansiel virksomed, en finansiel holdingvirksomhed og en forsikringsholding-virksomhed 
skal have effektive former for virksomhedsstyring, herunder 9) en skriftlig lonepolitik, der er i 
overensstemmelse med og fremmer en sund of effektiv risikostyring /…/. 
409 Directive 2013/36/EU on access to the activity of credit institutions and the prudential 
supervision of credit institutions and investment firms, Articles 92-95. More on soundness in the 
regulation of capital adequacy will be analysed in Chapter 8 below. 
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board, the executive managers and other employees. One of the requirements 
when deciding on variable remuneration is that consideration be given to the 
expected effect on the maintenance of a sound capital base.410 The provision 
on remuneration policies corresponds to the ditto provision in the CRD IV 
Directive. The prerequisites of soundness in Danish law were inserted as a 
result of the regulation of soundness in the EU legislation. 
 Soundness functions as an explicit standard in Danish regulation in these 
two provisions, which set out requirements on the remuneration of bank 
managers, board members and employees. As no general soundness 
requirement is laid down in the Danish banking legislation, further research 
of Danish law is necessary. As described above under 1.1.2, my analyses 
will not be restricted to considering only the explicit use of the exact 
wordings sound or soundness, but will rather look at the regulatory context 
of soundness. The functions of the concept of soundness are analysed in a 
broader sense. The purpose of this chapter is to clarify the contextual use of 
soundness in banking regulation. For this reason, other general standards in 
Danish law related to banking may be of interest for the understanding of 
sound banking.  

One such general standard in Danish law is the requirement of god skik 
(good business practice). In lov om finansiel virksomhed, Section 43 sets out 
a general provision on good business practice: financial undertakings, 
financial holding companies and insurance holding companies shall be 
operated in accordance with honest business principles (redelig 
forretningsskik) and good practice (god praksis) within the field of 
activity.411 The provision on god skik consists of the two components: 
redelig forretningsskik and god praksis and was first introduced in 
Realkreditloven (LBK nr 708 af 08/09/1997), in 1998.412 The preparatory 
works to lov om finansiel virksomhed state that the god skik provision should 
be used in situations of more serious unethical practices.413 As examples of 

 
410 Section 77a, paragraph 3 b) Det øverste organ skal tage beslutningen om benyttelse af et 
højere maksimalt loft på baggrund af en detaljeret anbefaling fra virksomheden, der begrunder 
indstillingen herom, herunder antallet af berørte ansatte, disses arbejdsområder, det nye 
foreslåede maksimale loft og den forventede indvirkning på virksomhedens mulighed for at bevare 
et sundt kapitalgrundlag. Kapitalejerne skal modtage anbefalingen senest samtidig med 
indkaldelsen til det øverste organs forsamling. 
411 Finansielle virksomheder, finansielle holdingvirksomheder og forsikringsholding-
virksomheder skal drives i overensstemmelse med redelig forretningsskik og god praksis inden for 
virksomhedsområdet. 
412 Lov nr. 1054 af 23/12/1998 om ændring af realkreditloven, lov om Dansk Landbrugs 
Realkreditfond, lov om ændring af forskellige skatte- og afgiftslove og 
pensionsafkastbeskatningsloven, Section 1, paragraph 6: Realkreditinstitutter skal drives i 
overensstemmelse med redelig forretningsskik og god realkreditinstitutpraksis. Finanstilsynet kan 
i tilfælde, hvor realkreditinstitutter handler i strid hermed, give pålæg om, at denne handlemåde 
bringes til ophør. 
413 Besvarelse af spørgsmål 13 (L 165 - bilag 18) stillet af Folketingets Erhvervsudvalg, March 
22, 2001; 
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such situations, a number of actual cases are referred to in which 
Finanstilsynet has intervened in a financial company by using the god skik 
provision. Banks refusing to allow customers to open deposit accounts 
without connecting bank cards or cheques, is one example. Another example 
is racial or political discrimination by banks. Also, an insurance company did 
not reply to a series of written inquiries, which was considered in breach of 
redelig forretningsskik og god praksis.  

Danish banking law is often divided into two pillars. Kundesøjlen (“the 
customer pillar”) comprises conduct regulation, which are rules of private 
law targeting the relation between financial firms and their customers. The 
other pillar, institutionssøjlen (“the institution pillar”) consists of structural 
or prudential regulation, targeting capital requirements, supervision and 
similar more refined public law rules. The provision on god skik belongs to 
kundesøjlen and is as such of a private law nature.414 However, also the 
relation between financial firms and their customers have increasingly 
become regulated by public law, for example by the inclusion of supervision 
and sanctions. The provision on god skik for banks is therefore often 
presented as an expression of public law regulation.415 It is nonetheless of 
interest to point out the background to god skik as a standard originating 
from private law and therefore resembling standards such as bonus pater 
familias, reasonableness and fairness in the interpretation of contracts and 
contractual liability.416 

Erhvervs- og Vækstministeriet (the Ministry of Business and Growth) is 
mandated to issue specifying rules on redelig forretningsskik og god praksis 
for the financial companies.417 In Bekentgørelse om god skik for finansielle 
virksomheder, the contents of the standard of god skik are drawn up.418 
Generally, a financial company must act honestly and loyally in relation to 
its customers (Section 3). It is not allowed to use incorrect or misleading 
information or to market with the purpose of inappropriately affecting 
customers’ financial behaviour in any substantial way (Section 4). Certain 
information requirements must be met when customers are advised to buy a 
product or service (Section 5). Contracts must be written and must include 
all material rights and obligations of the parties (Section 6). Marketing and 
advising in relation to minors must take due consideration of their lack of 

 
Breaches of the provision on redelig forretningsskik and god praksis may result in damage 

liability, see lov om finansiel virksomhed (LBK nr. 174 af 31/01/2017), Section 43 a. 
414 C. Hørby Jensen (ed.), et al., Bankjura, pp. 25, 183—. 
415 N. Dietz Legind, Privat kaution – behovet for en kodifikation af privat kaution for banklån, pp. 
92-94; 

T. Brenøe, et al., Lov om finansiel virksomhed – med kommentarer, p. 259. 
416 P. Schaumburg-Müller and E. Werlauff, Børs- og kapitalmarkedsret, pp. 173-175; 

See also P. Schaumburg-Müller, Kapitalmarketsret. En analyse af virksomedsområde- og god 
skik begreberne i dansk kapitalmarkedsret, pp. 32-36. 
417 Lov om finansiel virksomhed (LBK nr. 174 af 31/01/2017), Section 43, paragraph 2. 
418 Bekendtgørelse om god skik for finansielle virksomheder, BEK nr. 330 af 07/04/2016. 
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experience and impressionableness (Section 7). Advising must meet a series 
of requirements (Sections 8-14). Also, banks (pengeinstitutter) must comply 
with some special provisions regarding accounts (Sections 15-16).  

The standard of god skik obviously target banks’, and other financial 
companies’, relation to customers in a quite narrow, contractual sense. The 
examples from the preparatory works and the specifying provisions from 
Erhvervs- og Vækstministeriet show that the good practice provision in 
Danish banking regulation aims to protect consumers: private customers and 
their financial situation are the objects of good practice by the banks. The 
law comments to lov om finansiel virksomhed describe how the provision on 
god skik is supposed to be seen in connection to the Danish marketing 
regulation. Financial businesses are not governed by the general rules on 
marketing. Instead, god skik and the specifying provisions from Erhvervs- og 
Vækstministeriet replace the general marketing regulation for financial 
businesses.419 This adds to the contractual and concrete characteristics of god 
skik. The god skik provision is much narrower in its application compared to 
the Swedish soundness provision. I will make a short comparison of these 
two provisions in the following paragraphs. 

The general soundness provision was inserted in the Swedish lag om 
bank- och finansieringsrörelse and discussed at length in the preparatory 
works, as described previously under 5.3. The Banking Law Commission 
(Banklagskommittén, hereinafter: the Commission) which drafted the initial 
law proposal, however, did not propose a general soundness requirement, but 
a provision of a good banking standard (god bankstandard).420 According to 
the Commission’s proposal, banks should be required to conduct their 
business in accordance to god bankstandard.421 This provision would impose 
a general qualitative requirement on banks. God skik (including redelig 
forretningsskik og god praksis) in Danish law resembles the Swedish god 
bankstandard. In the Swedish report, the Commission describes the scope of 
god bankstandard. An important issue is the information disadvantage of 
bank customers in relation to the bank. God bankstandard would require 
banks to manage customers’ questions and complaints in a suitable way.422 
Breaches of other norms, regulatory norms or norms of moral or ethical 
nature, are also included in the good banking standard. Like the Danish god 
skik-provision, the Commission also exemplifies god bankstandard with a 
requirement that banks not discriminate against customers because of race or 
religion.  

In the final Government proposal to the Swedish lag om bank- och 
finansieringsrörelse, the contents of god bankstandard and a soundness 
provision are compared. The Government concludes that a general 

 
419 T. Brenøe, et al., Lov om finansiel virksomhed – med kommentarer, p. 260. 
420 SOU 1998:160. Reglering och tillsyn av banker och kreditmarknadsföretag.  
421 Ibid., pp. 405-412. 
422 Ibid., pp. 408-409. 
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soundness requirement better reflects the general objectives of sustaining 
confidence in the banking market than does a standard of good banking. God 
bankstandard targets established norms in a more restricted manner, 
according to the Government. The soundness concept would be better suited 
both to include compliance with established norms of banking and to be 
applicable in situations where other norms, outside the banking area, may 
call on compliance in order to sustain banking market confidence. The 
interests in protecting confidence in the banking market form the departure 
point in the application of the soundness provision.423  

As analysed in the previous section, the soundness concept in Swedish law 
has developed over time to include not only the economic state of banks in 
the individual supervision thereof, but all aspects of banks’ business and 
with an enhanced focus on banking market confidence and systemic stability 
as purposes of banking regulation. When soundness was inserted in the 
current lag om bank- och finansieringsrörelse, this concept was chosen over 
the narrower god bankstandard, which the Commission had proposed. In 
Danish law, as a comparison, god skik (which includes redelig 
forretningsskik og god praksis) addresses the same situations as god 
bankstandard, namely bank-customer-related concerns. As pointed out in the 
Swedish preparatory works, bank customers’ confidence in the bank system 
is important for the well-functioning of the system.424 Both god skik and god 
bankstandard aim at protecting the customers’ confidence in relation to 
individual banks and thus also in relation to the banking system as a whole. 
The Swedish Government opted however for inserting soundness as a 
general standard instead of god bankstandard, with the motivation that 
soundness would better fulfil the aim of constituting a qualitative provision 
that sustains the confidence in the whole banking system.  

The comparative analysis of Danish law in this section points out two 
important features of the regulation of soundness. First, soundness can 
arguably be viewed as a concept which includes, or comprises, standards like 
god skik and god bankstandard. Soundness would function as a standard 
both of good practice in the banking area and of other norms that need to be 
followed from a wider banking market perspective. With this view, god skik 
in Danish law is an expression of soundness. It is a type of soundness 
regulation. Second, soundness does not just connect banks’ behaviour and 
businesses to confidence per se, which is the main objective of the Danish 
general standard of god skik as well as the Swedish proposed god 
bankstandard, but also to the systemic implications of confidence – namely 
stability.425 By imposing a requirement of soundness in banking, customer 
confidence in individual banks is related to confidence in the banking 

 
423 Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, 
pp. 280-287. 
424 Ibid., pp. 283-284. 
425 About market confidence, see 3.2.2.4. 
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system. Soundness thus functions as a bridge between micro and macro 
concerns in banking regulation. I will develop this discussion in the final 
analysis in this chapter. The next sections contain comparative outlooks of 
British and American law, which will shed additional light on the functions 
of soundness. 

5.4.2 British law 

In the United Kingdom, the Financial Services and Markets Act 2000 
(FSMA) contains several requirements of soundness. By the amendments of 
FSMA in 2012 by the Financial Services Act, the Prudential Regulatory 
Authority (PRA) and the Financial Conduct Authority (FCA) were created 
and empowered as supervisors of financial businesses in the United 
Kingdom.426 Soundness appears as a general term in relation to the 
objectives of both the PRA and the FCA.  

The FSMA sets out the general duties and objectives of the FCA. In short, 
the FCA has one strategic and three operational objectives. The strategic 
objective is to ensure that the financial markets function well. The FCA's 
operational objectives are (a) the consumer protection objective; (b) the 
integrity objective; and (c) the competition objective. Soundness is inserted 
in relation to the FCA’s integrity objective in FSMA, Part 1A, Chapter 1 
(ID), (author’s emphasis): 
 
The integrity objective 
(1) The integrity objective is: protecting and enhancing the integrity of the UK 
financial system. 
(2)The “integrity” of the UK financial system includes— 

(a) its soundness, stability and resilience, 
(b )its not being used for a purpose connected with financial crime, 
(c) its not being affected by behaviour that amounts to market abuse, 
(d) the orderly operation of the financial markets, and 
(e) the transparency of the price formation process in those markets. 
 

In this general provision on the objectives of the FCA, soundness is 
connected to integrity in the financial system. Integrity of the financial 
system is, as discussed above in section 3.2.2.4, of direct importance to the 
confidence in the system. Maintaining confidence in the financial markets is 
the essence of the objective of the FCA. The FCA is focused on the conduct 
of banks and other financial firms in the markets. Protecting consumers is 
central in the supervision of the FCA. This is evident from the provisions in 
FSMA on the objectives of the FCA. Objective (a) explicitly refers to 
consumer protection. The competition objective (c) is also related to 
 
426 See 4.2.3.2. 
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consumers. It is stipulated in FSMA, Part 1A, Chapter 1 (1E) that the 
competition objective (c) is to promote effective competition in the interests 
of consumers in the markets. The integrity objective (b) is in this context a 
consumer protection objective. The integrity and confidence that the FCA 
should regard in its supervision of banks are mainly bank-customer 
confidence – both in a narrow sense, concerning the customers of each bank, 
and in a more collective and broader sense of consumer confidence in the 
financial system as a whole. Soundness relates to integrity and confidence in 
a consumer protection context. It is also connected to stability and resilience. 
In addition to soundness, the integrity objective also comprises ideas about 
market abuse and markets not being used for financial crime, and about the 
need for financial markets to be operated in an orderly fashion with a 
transparent price formation process. In British law, soundness is used as a 
general connective concept for linking the general objectives of the bank 
supervisor (1) with other crucial components which are fundamental in 
banking regulation (2) (a)-(e).  

Soundness is used in another similar context in FSMA, related to the PRA. 
Part 1A, Chapter 2 (2B), FSMA, stipulates the objectives of the PRA 
(author’s emphasis): 
 
The PRA's general objective 
(1)In discharging its general functions the PRA must, so far as is reasonably 
possible, act in a way which advances its general objective. 
(2)The PRA's general objective is: promoting the safety and soundness of PRA-
authorised persons. 
(3)That objective is to be advanced primarily by— 

(a)seeking to ensure that the business of PRA-authorised persons is carried on in 
a way which avoids any adverse effect on the stability of the UK financial 
system, and 
(b)seeking to minimise the adverse effect that the failure of a PRA-authorised 
person could be expected to have on the stability of the UK financial system. 
 

The PRA has a general objective of promoting the safety and soundness of 
firms. The objective has a distinct stability focus. The primary aim of the 
PRA’s prudential regulation of banks in the United Kingdom is the 
prevention and management of potential harm that firms can cause to the 
stability of the financial system. This includes assessing the impact of bank 
failure. “Safety and soundness” implies that the firms must have resilience 
against failure, both in the present and in the future. The PRA particularly 
prioritises the risk of disruption to the continuity of critical economic 
functions.427   

 
427 The Prudential Regulation Authority’s approach to banking supervision, March 2016, pp. 12-
15. 



  
132 

Soundness functions, in the general objective of setting out the tasks of the 
PRA, as an overarching description of the anticipated results of the 
prudential regulator and supervisor in the United Kingdom. It is connected to 
safety. The focus is on stability in the British financial system and avoiding 
and minimising adverse effects of failures. The adverse effects referred to 
are, among others, externalities such as systemic risks spreading in the 
financial markets. Soundness is thus directly connected to stability and 
macro-related concerns in British banking legislation. 

The next section contains a comparative outlook into American law and 
the normative functions of soundness.  

5.4.3 American law 

This section addresses the function of soundness in American banking 
regulation. As explained above under 4.4.3, this study considers only the 
national banks in the United States. In American banking law, soundness is 
used in many instances. It functions as a general requirement in the Code of 
Federal Regulations (CFR) Title 12, Chapter I, Part 5, Subpart B, Section 
5.20 (author’s emphasis): 
 
(f) Policy - 

(1) In general. In determining whether to approve an application to establish a 
national bank or Federal savings association, the OCC is guided by the following 
principles:  

(i) Maintaining a safe and sound banking system;  

(ii) Encouraging a national bank or Federal savings association to provide fair 
access to financial services by helping to meet the credit needs of its entire 
community;  

(iii) Ensuring compliance with laws and regulations; and  

(iv) Promoting fair treatment of customers including efficiency and better service.  

(2) Policy considerations.  

(i) In evaluating an application to establish a national bank or Federal savings 
association, the OCC considers whether the proposed institution:  

(A) Has organizers who are familiar with national banking laws and regulations or 
Federal savings association laws and regulations, respectively;  

(B) Has competent management, including a board of directors, with ability and 
experience relevant to the types of services to be provided;  

(C) Has capital that is sufficient to support the projected volume and type of 
business;  
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(D) Can reasonably be expected to achieve and maintain profitability;  

(E) Will be operated in a safe and sound manner; and  

(F) Does not have a title that misrepresents the nature of the institution or the 
services it offers.  

  
The marked provisions constitute two general requirements on soundness in 
CFR Title 12. The first functions as a standard for the authority and relates to 
the banking system overall. Maintaining a safe and sound banking system is 
a principle of guidance when the OCC authorises banks. Other principles for 
the authority are the credit needs of the entire community, compliance with 
laws and regulations and fair treatment of customers. The other requirement 
is related to the assessment of individual banks and sets out a general 
standard for the conduct of banking business. As a policy consideration, a 
bank’s business should be conducted in a safe and sound manner. Competent 
management, sufficient capital and profitability are other policy 
considerations in this provision.  
 Further, in CFR Title 12, soundness is found in the following provisions:  

• (g) Organising group. An organising group must have the experience, 
competence, willingness, and ability to be active in directing the 
proposed institution’s affairs in a safe and sound manner. 

• (h)(1) Business plan. The organisers of a bank must submit a business 
plan that reflects sound banking principles and demonstrate realistic 
assessments of risk in light of economic and competitive conditions in 
the market to be served.  

• (h)(5) Community service. The business plan or operating plan must 
indicate the organising group’s knowledge of and plans for serving the 
community. The organising group shall evaluate the banking needs of 
the community, including its consumer, business, non-profit, and 
government sectors. The business plan or operating plan must 
demonstrate how the proposed national bank or Federal savings 
association responds to those needs consistent with the safe and sound 
operation of the institution. 

• (h)(6) Safety and soundness. The business plan or operating plan must 
demonstrate that the organising group (and the sponsoring company, if 
any), is aware of, and understands, applicable depository institution 
laws and regulations, and safe and sound banking operations and 
practices. The OCC will deny an application that does not meet these 
safety and soundness requirements. 
 

Soundness is consistently connected to safety in the banking regulation of the 
United States. As pointed out initially in this chapter, prudential banking 
regulation in the United States is generally referred to as safety and 
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soundness regulation.428 As a normative concept, safe and sound is used to 
set the standard for all fundamental requirements for banking. Section 39 of 
the Federal Deposit Insurance Act requires each Federal banking agency to 
establish certain safety and soundness standards by regulation or by 
guidelines for all insured depository institutions. Under section 39, the 
agencies must establish three types of standards: (1) operational and 
managerial standards; (2) compensation standards; and (3) such standards 
relating to asset quality, earnings, and stock valuation as they determine to 
be appropriate. The Office of the Comptroller of the Currency, the Federal 
Reserve System, the Federal Deposit Insurance Corporation and the 
Department of Treasury have jointly adopted Interagency Guidelines 
Establishing Standards for Safety and Soundness.429 These guidelines set out 
the details on the standards for safety and soundness. Requirements of 
internal controls, information systems, effective risk assessments, prohibition 
of excessive compensation, and asset quality assessments are included, 
among many other detailed requirements.  

It is clear that in the more detailed guidelines as well as in legislation, the 
usage of safe and sound as a standard for banking business is intended to 
make a connection to an overarching purpose of safety and soundness. It is 
stated in the Interagency Guidelines that the standards therein are “designed 
to identify potential safety and soundness concerns and ensure that action is 
taken to address those concerns before they pose a risk to the Deposit 
Insurance Fund”.430 Safety and soundness in American banking regulation 
functions as an umbrella standard, under which most aspects of banking 
business are regulated. The standard connects to the systemic characteristics 
of banking and the need to maintain its stability (risk to the Deposit 
Insurance Fund). Soundness in American law thus functions as a “headline 
standard” under which specific regulatory requirements are applied on the 
various aspects of banking. The fact that soundness is almost always used in 
combination with safety further adds to the picture of soundness as a broad 
concept aiming at stability, systemic concerns and maintenance of a 
functioning banking market. 

The next and final section of this chapter will draw some conclusions from 
the elaborations on the context and functions of soundness.  

 
428 H. M. Schooner and M. Taylor, Global Bank Regulation: Principles and Policies, p. xii. 
429 Code of Federal Regulations (CFR), Title 12, Part 364, Appendix A to Part 364 - Interagency 
Guidelines Establishing Standards for Safety and Soundness. 
430 Code of Federal Regulations  (CFR), Title 12, Part 364, Appendix A to Part 364 - Interagency 
Guidelines Establishing Standards for Safety and Soundness: Introduction. 
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5.5 Analysis of the normative context of soundness 

5.5.1 Introductory remarks 

The previous sections in this chapter have described and analysed the 
functions and context of general soundness requirements and related 
standards in the central regulations of banking in the EU, Sweden, Denmark, 
the United Kingdom and the United States. In this final section, a comprising 
analysis on the normative context of soundness is presented. First, some 
remarks are made to review the functions of soundness. 

There are several aspects of the functions of soundness in banking 
regulation. Soundness is a qualitative standard for individual banks. 
Soundness also functions as a qualitative standard directed at supervising 
authorities. As a standard, soundness targets the qualities both of the bank 
and of certain individuals in connection to the bank (staff and owners).  
Moreover, soundness functions as a regulatory requirement which may form 
the legal ground for supervisory interventions. In Sweden, the validity of the 
soundness requirement as a basis for rule making by the supervisory 
authority has been questioned. The purpose of this chapter is to establish the 
normative context of soundness. I argue that soundness may be applied as a 
normative concept which is, in this contextual presentation, broader than the 
exact and explicit prerequisite of soundness. As a fruitful description of the 
normative soundness context, I propose the taxonomy soundness – 
confidence – stability. This is discussed in the next section. 

5.5.2 The taxonomy soundness – confidence – stability 

A fundamental characteristic of soundness that becomes clear from the 
elaborations of the material in this chapter is its function as a connective 
concept. Soundness is connected to various circumstances in a bank that may 
be in need of regulatory attendance. Soundness also connects to the 
objectives of banking regulation in various ways. The objectives and theories 
of the regulation of banks are presented in Chapter 4. Mainly, two forms of 
market failures motivate regulation in the banking field: systemic risk 
(negative externalities) and information asymmetry. The preparatory works 
to the Swedish lagen om bank- och finansieringsrörelse explain the 
soundness requirement with reference to concerns about sustaining bank 
customers’ confidence in the banking market. The preparatory works point 
out private persons and small and medium-sized companies as the primary 
group of customers whose confidence is at stake.431 Customers’ position of 

 
431 Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, 
pp. 283-284. 
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disadvantage vis-à-vis the bank, especially as regards information, is 
connected to the customer confidence issue.432 The details of this 
argumentation have been reviewed previously, in the analyses of Swedish 
law. What becomes clear from studying the Swedish soundness provision is 
that soundness is connected to confidence. More precisely, soundness is 
connected to the confidence of depositors and other customers who are in a 
position of disadvantage in relation to banks. Soundness thus functions as a 
regulation motivated by information asymmetry reasons. In the analyses of 
Danish law, soundness was discussed in the light of the other regulatory 
standards god skik and god bankstandard. From this analysis – together with 
the discussions in the Swedish preparatory works – a distinction between 
bank-customer confidence and bank-market confidence can be made. A 
general standard of soundness was opted for by the Swedish Government 
since it was felt that such a standard better reflected concerns related to the 
confidence in the banking market. Not only established norms that protect 
customers’ interests towards an individual bank in, for example, information 
situations, are important. The stability of the banking market must be 
attended to, and this is the added perspective which motivated the general 
soundness requirement in Swedish law. Sound banking requires a regulation 
which tackles both information asymmetry concerns (bank-customer 
confidence) and systemic risk concerns (bank-market confidence). The 
American regulation also uses this twofold function of soundness. Safety and 
soundness forms a standard applicable to most aspects of banks’ businesses 
and at the same time constitutes an overarching objective for banking 
regulation: the need to maintain banking market stability.  
 From the analyses in this chapter, the normative context of soundness can 
be established according to the taxonomy soundness – confidence – stability. 
The regulation of soundness includes confidence concerns, both of a micro 
(bank-customer) and macro (bank-markets) nature. Sustaining confidence in 
the banking market aims at achieving stability in the markets, which is a 
systemic concern. Soundness is intended to foster confidence in such a way 
that stability is obtained. Both customers’ confidence in individual banks and 
confidence between banks and other market actors are relevant for achieving 
stability. Bank-customer confidence is, as discussed, connected to the matter 
of information asymmetry. But it is also indirectly linked to stability by the 
interconnectedness of financial markets. Diminished confidence in one 
individual bank may in some cases spread to other banks, causing lowered 
confidence and failure – which in worst-case scenarios brings systemic 
effects and distinct macro, or stability, concerns. Bank-market confidence 
has a direct connection to stability by including market effects per se. The 
macro dimension of confidence aims at banks and other financial 
undertakings’ confidence in each other, or general market-wide confidence 

 
432 Ibid., p. 284. 
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such as customers’ and others’ confidence in the banking system in general. 
The distinction between the micro and macro dimensions of confidence and 
their relation to stability concerns can additionally be discussed in the light 
of the legal division of prudential regulation and conduct regulation. This 
division is explicitly envisaged by the two pillars of banking regulation in 
Denmark: “the customer pillar” comprising conduct regulation and “the 
institution pillar” comprising prudential regulation. As discussed, some 
aspects of soundness, such as the requirement of god skik, are included in the 
conduct regulation of banks. Conduct regulation expresses concerns of bank-
customer confidence, which may include more or less connection to 
prudential concerns of banking regulation. Other aspects of soundness, for 
example, the use of soundness requirements in British law, relate to 
maintaining confidence in the financial markets. Such soundness standards 
are part of the prudential, structural regulation of banks and are motivated by 
concerns about bank-market confidence and thus stability concerns in a more 
direct sense. 

The taxonomy shows the centrality of soundness in banking regulation. 
Soundness is connected to confidence, and confidence is connected to 
stability. The relation between confidence and stability can be understood by 
the use of the dualism micro-macro, as just discussed. The taxonomy can be 
illustrated by the figure below, where confidence has a macro version (upper 
case, directly linked) and a micro version (lower case, indirectly linked): 
 
 
 
 

 
 

 
 

       
 
 

 
 
The next chapters include regulation-specific studies of authorisation, 
capital requirements and failure regimes of banks, where the taxonomy – the 
normative context of soundness – is used as a tool for the analyses. I will 
discuss the regulation as well as supervisory cases in these three areas and 
see how the reasoning and arguments can be related to the taxonomy 
soundness - confidence – stability. This will hopefully shed additional light 
on the functions of soundness.  

 
SOUNDNESS 

STABILITY  
confidence
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6 Formation: authorisation 

What is the robbing of a bank compared to the founding of a bank?  
 
Bertolt Brecht, the Threepenny Opera act 3, sc. 3 (1928) 
 

6.1 Introduction 
I will present the studies in this dissertation in three parts: the formation, 
operation and failure of banks. This chapter presents the first part, namely 
how a bank is established. The object of study is the regulation of bank 
formation. The requirement of authorisation to commence banking activities 
is most central. The objective of the chapter is to show how soundness is 
used in the first phase of banking, the phase of banking formation: 
authorisation. The taxonomy of soundness – confidence – stability (the 
normative context of soundness, established in Chapter 5) is used to analyse 
the material. As stressed in Chapter 1, the material in this chapter, as well as 
in the other two parts, in Chapters 7 and 8, was initially compiled and 
analysed independently and without a specific perspective. Soundness 
appeared in many instances and was later used, in a more explicit and 
defined form (the taxonomy), to enhance the analyses and make stringent 
analyses of the regulation and supervisory decisions related to bank 
authorisation. The discussions and analyses in this chapter are a result of this 
process. 

The chapter is divided into three parts. In section 6.2, the regulatory 
background of bank authorisation is outlined. The universal aspects are 
introduced, focusing on definitions and use of the term authorisation. Also, 
EU regulation in this field is presented, as this is the only supranational 
regime on bank authorisation. Section 6.2 proceeds with the Swedish 
regulation of bank authorisation, followed by a comparative outlook of the 
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bank authorisation regulations in Denmark, the United Kingdom and the 
United States.433 

Section 6.3 contains case analyses, where three cases of bank 
authorisation are discussed. The case analyses use supervisory decisions that 
show how authorities or agencies responsible for supervising banks act when 
authorising banks. The case analyses aim to show how soundness – 
confidence – stability is used in selected cases of interventions in banks 
related to the requirements of authorisation. In section 6.4, the regulation and 
cases are analysed from a law and economics perspective to add an 
economic dimension to the functions of the soundness taxonomy. 

6.2 Regulatory background 

6.2.1 Introductory remarks 

As a direct result of banks’ considered centrality in the real economy and 
their especially large exposure to financial risk, the starting up of banking 
activities has long been associated with special requirements. Some sort of 
authorisation, licence or charter is needed. Special requirements are imposed 
on banking operations through the authorisation procedure. By receiving an 
authorisation, a bank subjects itself to substantial regulation and supervision. 
Authorisation thus has a central function in the structure of prudential 
regulation of banking.434 
 In the United States, a charter is needed to pursue banking activity. In the 
United Kingdom, the terms permission or licence are used. Earlier Swedish 
law used the term oktroj. For the sake of uniformity I will use authorisation 
when discussing regulative requirements on bank formation in general, and 
in specific instances will use the national term when focusing on national 
regulatory structures.435 Authorisation is the term used in the EU directive 
relating to the taking up and pursuit of the business of credit institutions.436 

The formation of a bank is often the first step taken to commence banking 
activities. However, other financial institutions may also engage in some of 
the activities that banks typically perform. Such institutions fall under similar 

 
433 About the comparative outlooks, see 2.2.4. 
434 Ross Cranston, Principles of Banking Law, p. 85; 

H. M. Schooner and M. Taylor, Global Bank Regulation: Principles and Policies, pp. 92—. 
435 Financial Services and Markets Act 2000, Financial Services Act of 1999, lagen (2004:297) 
om bank- och finansieringsrörelse. 
436 Directive 2006/48/EC relating to the taking up and pursuit of the business of credit 
institutions, Article 6. 
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restrictions of authorisation.437 In my study, I have chosen to focus 
exclusively on banks.438  

This section includes a comparative study in which the regulation in each 
jurisdiction is presented and analysed. EU law and Swedish law are 
presented first followed by a comparative outlook of Danish, British and 
American law. The implications from the jurisdictional comparisons are 
reflected upon in the last part of the section. The section forms a background 
to the case analyses and the finalising analyses where bank authorisation is 
studied from a law and economics perspective. 

6.2.2 EU 

6.2.2.1 Generally on the regulation of authorisation 
The first legislative measure in the field of banking law in the EU was 
directive 73/183/EEC, which removed obstacles to the free establishment of 
credit institutions within the Union.439 The actual harmonisation of 
substantial banking law was initiated through directive 77/780 of 1977, also 
called the First Banking Directive.440 Requirements of authorisation were 
harmonised and the first steps towards a single market for banking services 
were taken. The Second Banking Directive was adopted in 1993 and 
completed the harmonising ambitions for the EU banking market.441 A credit 
institution that is authorised in one member state is able to provide services 
throughout the Union, unimpeded by additional requirements of 
authorisation in other member states.  

By the early 1990s, almost all EU directives that had been introduced so 
far had been implemented into the member states’ national law.442 In 2006, 
the directives were amended into Directive 2006/48/EC relating to the taking 
up and pursuit of the business of credit institutions.443 The Directive 
harmonised the requirements for prudential supervision, technical 

 
437 E.g., credit institutions and other financial firms offering various financing and payment 
services such as credit cards, loans, financial advisory, discretionary portfolio management, 
capital investments services, etc. 
438 A definition of banks is found in 3.3.2. 
439 Council Directive 73/183/EEC of 28 June 1973 on the abolition of restrictions on freedom of 
establishment and freedom to provide services in respect of self-employed activities of banks and 
other financial institutions. 
440 First Council Directive 77/780/EEC of 12 December 1977 on the coordination of the laws, 
regulations and administrative provisions relating to the taking up and pursuit of the business of 
credit institutions. 
441 Second Council Directive 89/646/EEC of 15 December 1989 on the coordination of laws, 
regulations and administrative provisions relating to the taking up and pursuit of the business of 
credit institutions and amending Directive 77/780/EEC. 
442 European Commission, Credit Institutions and Banking (The Single Market Review Series). 
443 Directive 2006/48/EC relating to the taking up and pursuit of the business of credit 
institutions. 
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instruments of risk assessments, credit institutions’ assessment processes and 
issues of disclosure.  

By the end of 2013, Directive 2006/48 was repealed and the provisions 
were incorporated into Directive 2013/36/EU on access to the activity of 
credit institutions and the prudential supervision of credit institutions and 
investment firms. This Directive, together with the Regulation (EU) No 
575/2013 on prudential requirements for credit institutions and investment 
firms, constitutes the “CRD IV package”.444 In short, the Regulation 
comprises detailed and highly prescriptive provisions, directly applicable in 
the member states, on capital, liquidity, leverage and counterparty credit risk. 
The Regulation establishes a single rule book. The Regulation will be 
analysed in the next chapter, on capital requirements. The Directive is less 
prescriptive and leaves room for national deviations in its implementation. 
The Directive targets access to taking up or pursuing business, exercise of 
free movement and freedom of establishment of financial services, 
prudential supervision, capital buffers, corporate governance and sanctions. 

The departure point in the EU regulation on bank authorisation is that 
member states shall require credit institutions to obtain authorisation before 
commencing their activities (Article 8, Directive 2013/36). The Directive 
includes provisions on the amount of capital required, risk assessments, 
sound management, competence and suitability of the board members and 
executive management, governance arrangements, ownership and owners, 
withdrawal of authorisation and administrative rules. The next section 
analyses the functions and context of soundness related to authorisation in 
Directive 2013/36. 

 
6.2.2.2 Soundness in Directive 2013/36 
Soundness is frequently used in Directive 2013/36. In relation to 
authorisation, Article 15.2 is of direct relevance (author’s emphasis):  
 

The competent authorities shall refuse authorisation to commence the activity of 
a credit institution if, taking into account the need to ensure the sound and 
prudent management of a credit institution, they are not satisfied as to the 
suitability of the shareholders or members /…/. 

 
444 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on 
access to the activity of credit institutions and the prudential supervision of credit institutions and 
investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC and 
2006/49/EC Text with EEA relevance (hereinafter: Directive 2013/36/EU on access to the 
activity of credit institutions and the prudential supervision of credit institutions and 
investment firms); 
Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2016 on 
prudential requirements for credit institutions and investment firms and amending Regulation 
(EU) No 648/2012 (hereinafter: Regulation (EU) No 575/2013 on prudential requirements for 
credit institutions and investment firms). 
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The Article refers to Article 23.1, which sets out the specific requirements on 
natural or legal persons who will acquire or increase a qualifying holding in 
a credit institution. The competent authority must regard the likely influence 
of the proposed acquirer on the credit institution and assess the suitability 
and financial soundness of the proposed acquirer. Certain criteria are set out 
in the Article:  
(a) the reputation of the proposed acquirer;  
(b) the reputation, knowledge, skills and experience of any member of the 
management body and any member of senior management who will direct 
the business of the credit institution as a result of the proposed acquisition;  
(c) the financial soundness of the proposed acquirer, in particular in relation 
to the type of business pursued and envisaged in the credit institution in 
which the acquisition is proposed;  
(d) whether the credit institution will be able to comply and continue to 
comply with the prudential requirements based on this Directive and 
Regulation (EU) No 575/2013, and where applicable, other Union law, 
including whether the group of which it will become a part has a structure 
that makes it possible to exercise effective supervision, effectively exchange 
information among the competent authorities and determine the allocation of 
responsibilities among the competent authorities, and; 
(e) whether there are reasonable grounds to suspect that, in connection with 
the proposed acquisition, money laundering or terrorist financing is being or 
has been committed or attempted, or that the proposed acquisition could 
increase the risk thereof. 

If a proposed acquirer is likely to operate to the detriment of the prudent 
and sound management of a credit institution, Article 26.2 stipulates that 
member states shall require the competent authorities to take appropriate 
measures, for example, injunctions or penalties, to put an end to that 
situation.  

In authorisation procedures, soundness functions as a qualitative standard 
for individual bank management. In Directive 2013/36, soundness is 
explicitly connected to the suitability of shareholders and members. As seen 
in the background description of soundness in EU law above (5.2), sound 
and prudent management is a frequent expression in earlier banking 
directives. It relates to measurable circumstances in a bank’s business: the 
characteristics of owners, managers and members, the expected compliance 
with rules and regulations, financial soundness of owners, the structures of a 
bank from a supervisory point of view and the risk of money laundering or 
terrorist financing in the business. As pointed out in section 5.2, the rule of 
sound and prudent management is directed to the competent authorities; they 
are obliged to supervise in order to ensure soundness in banks. The functions 
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of soundness in relation to authorisation resemble its earlier functions in EU 
law. 

Soundness is also connected to authorisation in Recital (49) of the 
Preamble of Directive 2013/36 (author’s emphasis):  
 

Member States should be able to refuse or withdraw a credit institution's 
authorisation in the case of certain group structures considered inappropriate for 
carrying out banking activities, because such structures cannot be supervised 
effectively. In that respect the competent authorities should have the necessary 
powers to ensure the sound and prudent management of credit institutions. 
In order to secure a sustainable and diverse Union banking culture which 
primarily serves the interest of the citizens of the Union, small-scale banking 
activities, such as those of credit unions and cooperative banks, should be 
encouraged.  

 
Here, the objective of supervisory efficiency is in focus. If a banking group 
structure is considered inappropriate, so that the bank cannot be supervised 
effectively, the competent authorities must have the powers to refuse or 
withdraw authorisation in order to ensure the sound and prudent 
management of credit institutions. In the same Recital, the member states are 
urged to encourage “small-scale banking activities”, exemplified as credit 
unions and cooperative banks, with the objective to “secure a sustainable and 
diverse” banking culture in the Union, which “primarily serves the interest of 
the citizens of the Union”. This is a quite political statement, since, in my 
view, it implies a critique, or at least a problematisation, of large banking 
companies and the dimension of too big to fail problematics which became 
evident in the financial crisis of 2008. The statement adds to the impression 
of soundness and the term sound and prudent management as primarily a 
quality standard from a supervisory efficiency perspective. Recital (49) in 
the Preamble provides a wider ambit compared to Article 15.2, not least 
because of the statement of small-scale banking activities, but also in the use 
of sound and prudent management of credit institutions. Note the different 
use in Article 15.2, where sound and prudent management is related to the 
individual credit institution. This shows how soundness functions as a 
standard for supervisors in relation both to individual banks that are 
supervised and to all banks collectively – soundness thus forms an objective 
of the regulation of banking market in general. 
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6.2.3 Sweden 

The Swedish regulation of bank authorisation is found in lagen om bank- och 
finansieringsrörelse.445 In Chapter 2 of the Act, it is stated that “Unless 
otherwise stated in this Act, banking business or financing business may 
only be conducted pursuant to licence.”446 If banking is conducted without 
authorisation, Finansinspektionen (FI) may impose an injunction to cease the 
operations (lagen om bank- och finansieringsrörelse, Chapter 15, Section 
18). FI may decide to wind down or even to liquidate an unauthorised 
banking business. The undertaking or the natural persons responsible for the 
business can also be sanctioned with fines (Section 18, paragraph 2).  

Chapter 3, Section 2 of the Act stipulates the prerequisites for 
authorisation. A Swedish undertaking shall be granted a licence to conduct 
banking business where:  

1) its articles of association, by-laws or regulations accord with the 
provisions of this Act and other statutes and otherwise contain the specific 
provisions required taking into consideration the scope and nature of the 
planned operations;  

2) there exist reasons to assume that the planned business will be 
conducted in accordance with the provisions of this Act and other statutes 
that govern the undertaking’s operations;  

3) the holder or potential holder of a qualified holding of the undertaking 
is deemed suitable to exercise a significant influence over the management 
of a credit institution; and  

4) any person who is to serve on the undertaking’s board of directors or 
serve as a managing director, or be an alternate for any of the aforesaid, 
possesses sufficient insight and experience to participate in the management 
of a credit institution and is otherwise suitable for such duties.447 
 As a result of the rulings in 1) and 2), some other provisions in lagen om 
bank- och finansieringsrörelse become applicable for the authorisation of 
banking business. In Chapter 6 of the Act, credit institutions must meet 
requirements related to (inter alia): equity ratio, liquidity, risk management, 
transparency, proportionality and soundness. As described in 5.3.2, the 
current provision on authorisation does not explicitly include a soundness 
requirement, but a general reference to the requirements of the Act – by 
which the soundness requirement of Chapter 6, Section 4 is included.  

The examination as regards 3) addresses qualified holders. A qualified 
holding is a direct or indirect ownership in an undertaking, where the holding 
represents 10 per cent or more of the equity capital or of all voting 
participating interests or otherwise makes it possible to exercise significant 

 
445 Lagen (2004:297) om bank- och finansieringsrörelse. 
446 Chapter 2, Section 1: ”Bankrörelse eller finansieringsrörelse får drivas bara efter tillstånd, 
om inte annat framgår av denna lag.” 
447 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter  3, Section 2, paragraph 1. 
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influence over the management of the undertaking.448 In the examination of a 
qualified holder, FI must take into consideration the person’s reputation and 
financial strength. Also, FI examines whether there is reason to believe that 
the holder will hinder the credit institution from conducting business in a 
manner that is compatible with the requirement of this Act and other 
statutory instruments which regulate the business of the undertaking, or that 
the holding has a connection with or can increase the risk of money 
laundering or terrorist crimes.449 Earlier banking regulation in Sweden 
explicitly stipulated that the examination of authorisation needed to ensure 
that the qualified holders would not come to countervail a sound 
development of the business in the undertaking and would otherwise be 
suitable to exercise significant influence over the management of a bank.450  
In the preparatory works to this provision it is stated that larger owners must 
fulfil the requirements of knowledge and judgement that would enable them 
to “in a long-term and stable manner operate sound banking business”.451  

Chapter 14 in lagen om bank- och finansieringsrörelse contains specific 
provisions on the suitability of owners. FI must consent beforehand to an 
owner’s acquisition that would result in a qualifying holding in a credit 
institution. The assessment of owners is thus not only made in connection to 
authorisation, but also to the running of a banking business. The provisions 
of Chapter 14 address the requirements on acquisitions in established credit 
institutions, and the requirements largely resemble the assessment of 
qualified holders in the authorisation proceedings. In situations of 
acquisition, it is additionally stipulated that it must be believed that the 
anticipated acquisition is financially sound (Chapter 14, Section 2).  

Moving on to Chapter 3, Section 2 and paragraph 4, the suitability of the 
directors and managers of a bank is examined in the authorisation of banks. 
The members of the board of directors and the manager, and the alternates 
for these, must possess sufficient insight and experience to participate in the 
management of a credit institution and must otherwise be suitable for such 
duties. The preparatory works point out that a director or manager of a credit 
institution is required to possess sufficient proficiency in the area or at least 
be able to achieve such proficiency. Some experience of business operations 
is also presupposed. A bank director or manager should also have the 
personal qualities of judiciousness the duty requires.452 The assessment of 

 
448 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 1, Section 5, paragraph 14 and 
Section 5a; 

See also Lagen (1991:980) om handel med finansiella instrument, Chapter 4. 
449 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter  3, Section 2, paragraph 2. 
450 Bankaktiebolagslagen (1987:618), Chapter 2, Section 3, paragraph 2; 

Bankrörelselagen (1987:617), Chapter 9, Section 3, paragraph 3. 
451 Proposition 1989/90:116 om ägande i banker och andra kreditinstitut m.m., p. 60;  
452 Regeringens proposition 1995/96:173, Förstärkt tillsyn över finansiella företag, p. 85; 
Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, p. 
364. 
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persons in the management of a credit institution is restricted to the persons 
who are ultimately responsible for the lawful conduct of the business.453 

In Swedish law, the provisions on authorisation of banks connect 
soundness to the qualities of the planned business, the qualified owners and 
the proposed directors and managers of the applicant bank. Soundness is not 
an explicit requirement in the authorisation procedure, however, as was the 
case in earlier Swedish law, but is now one of the requirements included in 
the reference to lagen om bank- och finansieringsrörelse and other statutes 
relevant to banking business. Even if no substantial change in the 
examination of soundness in the authorisation procedure was intended, 
which is clear from the preparatory works,454 the new function of the 
soundness requirement in current Swedish legislation has had implications 
for the authorisation of banks. Soundness is no longer singled out as a 
paramount requirement in the authorisation of banks. The explicit use of 
soundness as a quality standard for the business, the owners and the directors 
indicated that it was an overarching objective of banking business to be 
sound. As is explained in the preparatory works, the substantial aspects of 
the soundness provision is not changed in lagen om bank- och 
finansieringsrörelse – a bank must still be considered sound – but its 
function is changed. Soundness has moved from an independent quality 
standard to a complementary standard. Soundness is one of the requirements 
in lag om bank- och finansieringsrörelse and other relevant statutes which 
must be regarded when authorising banks. Banks must fulfil all relevant 
requirements and “also in other respects” be conducted in a sound manner. 
Soundness thus comprises compliance with the rules on equity ratio, 
liquidity, risk management and transparency, and all other legal requirements 
of banks.455 Soundness both complements and includes other legal 
requirements on banks. The change of the function of soundness in 
authorisation clarifies its contents. Compliance with the rules on equity ratio, 
liquidity, risk management and transparency expresses soundness in a bank. 
But other aspects may also be included in the soundness requirement. The 
objective of authorisation is to ensure a bank’s capacity to fulfil all 
requirements of the law, of which soundness is one. If this is accomplished, 
the bank is considered fit for authorisation. In Swedish law, soundness thus 
functions both as a complement to, and an expression of, the requirements 
for banking authorisation. 

Next, a comparative outlook into Danish, British and American regulation 
follows. 

 

 
453 Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse, 
p. 367. 
454 Ibid., p. 367. 
455 Ibid., p. 366. 
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6.2.4 Comparative outlook 

6.2.4.1 Denmark 
According to lov om finansiel virksomhed Section 7, a licence is required for 
pengeinstitutter (banks and thrifts), which are defined as undertakings that 
carry out activities comprising receiving from the public deposits or other 
funds to be repaid as well as activities comprising granting loans on their 
own account but not on the basis of issuing mortgage-credit bonds.456 The 
law prescribes detailed requirements for various financial businesses, 
banking being one of them. In lov om finansiel virksomhed, Section 14, the 
Danish supervisor Finanstilsynet is given power to authorise (to give 
tilladelse) when the requirements in the Act are fulfilled. These requirements 
comprise standards for capital, administrative rules and various branch-
specific regulations. As an overarching standard, which has been discussed 
in 5.4.1, banks and other financial institutions must operate their business in 
accordance with honest business principles and good practice within the field 
of activity. Also, according to Section 64, a member of the board of directors 
or board of management shall, at all times, have sufficient knowledge, 
professional competence and experience to be able to carry out the duties 
and responsibilities of his position in the relevant undertaking.457 The 
provision is elaborated further with four sections containing detailed points 
on board members’ and managers’ qualifications. Managers and directors 
must have a sufficiently good reputation and demonstrate propriety, integrity 
and independence to be able to assess and effectively dispute decisions made 
by the day-to-day management. It is also required that managers or directors 
not be under penalty or in bankruptcy, not bring risk for losses due to their 
financial positions, and not have behaved in a way that gives reason to 
assume that they will not perform their duties or responsibilities 
adequately.458  

In the assessment of the managers and directors, Section 64 stipulates that 
emphasis shall be on sustaining confidence in the financial sector.459 This 
provision was inserted in lov om finansiel virksomhed in 2010.460 The 
preparatory works explain the new provision with reference to the need to 

 
456 Lov om finansiel virksomhed (LBK nr. 174 af 31/01/2017), Section 7. 

The Danish wording: Virksomheder, der udøver virksomhed, som består i fra offentligheden at 
modtage indlån eller andre midler, der skal tilbagebetales samt i at yde lån for egen regning, dog 
ikke på grundlag af udstedelse af realkreditobligationer, jf. § 8, stk. 3, skal have tilladelse som 
pengeinstitut. 
457 The Danish wording of Section 64: Et medlem af bestyrelsen eller direktionen i en finansiel 
virksomhed skal have fyldestgørende erfaring til at udøve sit hverv eller varetage sin stilling i den 
pågældende virksomhed. 
458 Lov om finansiel virksomhed (LBK nr. 174 af 31/01/2017), Section 64, paragraphs 2-5. 
459 Ibid., paragraph 4. 
460 Lov nr. 579 af 01/06/2010 om ændring af lov om finansiel virksomhed, lov om realkreditlån 
og realkreditobligationer m.v., lov om Danmarks Nationalbank og forskellige andre love. 
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give greater importance to “the consideration of confidence in the financial 
sector and thereby the consideration of sustaining financial stability /…/”.461 
It is thus explicitly required in Danish law that the examination of the 
behaviour of a member of the board of directors or board of management 
should include consideration of sustaining financial sector confidence. This 
applies to the examination in the authorisation procedures and during the 
day-to-day supervision of banks. The result of this, as the preparatory works 
point out, is a narrower scope of discretion for a bank director, compared to 
directors in other industries. It is emphasised that management failures and 
financial problems in small businesses may also have an impact on the 
confidence in the financial sector in general.462  

The explicit reference to confidence in the banking sector connects the 
requirements on directors and managers in the authorisation procedures to 
soundness as an expression of confidence. The linkage in the preparatory 
works between confidence in the financial sector and financial stability 
further connects the assessment of directors and managers to the taxonomy 
of soundness – confidence – stability. Examining the qualities of the persons 
responsible for the operations of a bank is an expression of the requirement 
of sound banking. By ensuring the suitability of the directors and managers, 
confidence in the financial sector is sustained, whereby the sustainment of 
financial stability is considered. 

6.2.4.2 United Kingdom 
In the United Kingdom, bank authorisation was not regulated in law until 
1979 when the Banking Act was brought about as a response to the first EU 
directive on banking. Prior to this Act, banks were supervised essentially on 
a nonstatutory basis.463 Today, the Prudential Regulatory Authority (PRA) is 
prudential regulator of all deposit-taking institutions in the United Kingdom 
(i.e., banks and building societies), insurance companies and certain large 
investment firms. In respect of conduct of business, banks are also regulated 
by the Financial Conduct Authority (FCA). Engaging in a regulated activity 
such as deposit taking requires authorisation by the PRA.464 Before granting 

 
461 Lovbemærkningerne (Bem L 175), Forslag 2009/1 LSF 175 til Lov om ændring af lov om 
finansiel virksomhed, lov om realkreditlån og realkreditobligationer m.v, lov om Danmarks 
Nationalbank og forskellige andre love, p. 72; 
T. Brenøe, et al., Lov om finansiel virksomhed – med kommentarer, pp. 330–. 
462 Lovbemærkningerne (Bem L 175), Forslag til Lov om ændring af lov om finansiel 
virksomhed, lov om realkreditlån og realkreditobligationer m.v, lov om Danmarks Nationalbank 
og forskellige andre love, p. 72; 
T. Brenøe, et al., Lov om finansiel virksomhed – med kommentarer, p. 331. 
463 T. P. Lee, Significant Developments in the United Kingdom in 1979, pp. 335-337. 
464 The Financial Services and Markets Act 2000 (Regulated Activities) Order 2001 (as amended) 
(Statutory Instrument 2001/544); 
The Financial Services and Markets Act 2000 (PRA-regulated Activities) Order 2013 (Statutory 
Instrument 2013/556). 
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authorisation, the PRA must obtain consent from the FCA, which may 
require information from the prospective bank.  

In FSMA 2000 Part IV, paragraph 41, it is stipulated that the competent 
Authority must ensure that the person concerned will satisfy, and continue to 
satisfy, the threshold conditions in relation to all of the regulated activities 
for which he has or will have permission. The threshold conditions for 
authorisation are found in Schedule 6. The PRA determines whether, if 
authorised, an applicant bank would meet, and continue to meet, the 
PRA Threshold Conditions.465 

Schedule 6 of FSMA 2000, Section 5, under the heading Suitability, sets 
out the following (author’s emphasis): 
 

The person concerned must satisfy the Authority that he is a fit and proper person 
having regard to all the circumstances, including— 

(a)his connection with any person; 

(b)the nature of any regulated activity that he carries on or seeks to carry on; 
and 

(c)the need to ensure that his affairs are conducted soundly and prudently. 

 
The rule provides a general requirement of soundness for all banks 
authorised under FSMA 2000. The function of soundness as a general 
concept resembles Swedish law. The application of the provision is wider 
compared to the Swedish equivalent, as FSMA 2000 covers not just banking 
but financial services in general. Soundness is included as a circumstance in 
the requirement that the applicant be fit and proper. The provision is 
elaborated on in the Threshold Conditions Order by the Prudential 
Regulation Authority (PRA) and the Handbook of the Financial Conduct 
Authority (FCA).466 Banks must meet both sets of threshold conditions.467 
The authorities’ assessments of fit and proper include:  

• the firm’s connection to any person 
• the nature and complexity of the regulated activity 
• the need to ensure that the affairs are conducted in an appropriate 

manner, having regard in particular to the interests of consumers and 
the integrity of the UK financial system 

 
465 The PRA’s approach to banking supervision April 2013. 
466 The Financial Services and Markets Act 2000 (Threshold Conditions) Order 2013 (Statutory 
Instrument 2013/555), Part 1B; 
Financial Conduct Authority, Handbook, Release 9, Aug. 2016: High level standards, Threshold 
conditions (COND), Chapter 2 (FCA Threshold Conditions). 
467 About the competences of the PRA and the FCA, see 4.4.2. The application of the two sets of 
rules is explained in the FCA Threshold Conditions 2.5.1B, 2.5.1D-F. 
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• whether the bank has complied and is complying with requirements 
imposed by the FCA or PRA 

• whether those who manage a bank’s affairs have adequate skills and 
experience and have acted and may be expected to act with probity 

• whether a bank’s business is being managed in such a way as to ensure 
that its affairs will be conducted in a sound and prudent manner 

• the need to minimise the extent to which it is possible for the business 
to be used for a purpose connected with financial crime468  
 

The British financial authorities have powers to consider any other 
circumstance that can influence a firm’s ability to satisfy the threshold 
conditions.469 Such considerations may be of a general or particular nature. 
The general considerations are for example whether the firm conducts its 
business with integrity and in compliance with proper standards, whether it 
has a competent and prudent management and whether it conducts its affairs 
with the exercise of due skill, care and diligence.470 The particular 
considerations include (but are not limited to) whether the firm has 
cooperated with regulatory authorities, whether the firm has made 
arrangements to put in place an adequate system of internal control in order 
to comply with the regulation, and whether the firm or a person connected to 
the firm has been subject to investigation or enforcement proceedings by a 
regulatory authority, or convicted of any criminal offence, especially 
financial crimes.471 Also, the FCA Handbook sets out an array of 
requirements related to a firm’s procedures and appropriate systems, 
especially as regards reporting and standards for staff competence.472 

The threshold conditions address the suitability of the firm itself. There 
are also fit and proper requirements related to each person who performs a 
controlled function. This is called the approved persons regime.473 However, 
it is possible for the authorities to consider the firm unsuitable because of 
doubts concerning the individual or the collective suitability of persons 
connected with the firm.474 The suitability of a firm, including the soundness 
standard as described in this section, may in some instances be dependent 
upon the suitability of individuals working at a bank. The functions of the 
standard fit and proper in relation to approved persons may shed some light 

 
468 The Financial Services and Markets Act 2000 (Threshold Conditions) Order 2013 (Statutory 
Instrument 2013/555), Part 1B, 3D (2) (d)-(g); 
FCA Threshold Conditions 2.5.1A-C. 

The Financial Services and Markets Act 2000 (Threshold Conditions) Order 2013, Part 1B, 4E 
and 5E. 
469 See FCA Threshold Conditions 2.5.2 (2). 
470 See FCA Threshold Conditions 2.5.4 (2). 
471 E.g., dishonesty, fraud, an offence under legislation relating to companies etc., money 
laundering, market manipulation and insider dealing. 
472 FCA Threshold Conditions 2.5.6. 
473 FCA Threshold Conditions 2.5.3. 
474 Ibid. 
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on the general functions of the fit and proper requirement, and of soundness, 
in British banking law. The section proceeds with a description thereof. 

FSMA 2000, Part IV, Section 59, requires persons that perform a 
controlled function475 within a firm to be approved by the British authorities. 
When the authorities carry out their approval according to the fit and proper 
test, they will determine the person’s 1) honesty, integrity and reputation; 2) 
competence and capability; and 3) financial soundness.476 All these 
circumstances, although they target individuals working at a firm, may be 
included in the fit and proper assessments of a firm. The honesty, integrity, 
reputation, competence, capability and financial soundness of individuals 
may affect the suitability of the firm itself. The fit and proper requirement 
functions as a firm standard that comprises an individualised fit and proper 
standard for persons working at the firm.   
 In British law related to bank authorisation, soundness functions as a 
qualitative standard for the conduct of banking. The affairs of authorised 
firms should be conducted soundly and prudently. Sound and prudent affairs 
are one of three circumstances envisaged by the law in order to be 
considered fit and proper. Soundness is thus connected to another general 
standard in the law: the standard of fit and proper. This standard has been 
analysed in the paragraphs above, which shed light on the context and the 
purpose of the regulation on suitability in Section 5 of Schedule 6 in FSMA 
2000. The context of this provision is distinctly business related. The 
provision targets the firm’s business relations, the firm's business activities 
and the firm’s conduct of business. The standard of fit and proper is 
supposed to include all relevant circumstances in a firm’s business. The 
examples from the authorities’ rulebooks emphasise regulatory compliance, 
avoidance of criminal influence, internal organisation and appropriate 
control systems and the competence and suitability of staff.  

In British law on authorisation, the normative context of soundness and 
the taxonomy soundness – confidence – stability, are relevant in a similar 
way as in Danish legislation. The fit and proper requirements target both the 
bank and its staff, and the affair of a bank must be conducted soundly and 
prudently. When authorising banks, one of the main regulatory tools is the 
assessment of skills, experience and probity of those who manage the affairs 
of the bank. Ensuring that responsible managers and directors of a bank 
possess these qualities is central in ensuring the sound operation of banking 

 
475 Function as chairman, senior manager, executive director, chair of the nomination committee 
or risk committee, compliance oversight function, head of internal audit, money laundering 
reporting function or other overall responsibility function at the authorised bank. 

See Financial Conduct Authority, Handbook, SUP 10C.4 1, Specification of functions;  
Amendments to the PRA Rulebook of March 7, 2016: 
http://www.bankofengland.co.uk/pra/Documents/authorisations/smr/prasmrinternal20160708.pdf; 

http://www.bankofengland.co.uk/pra/Documents/authorisations/smrsimr/prasmfs.pdf. 
476 FCA Handbook, Release 9, August 2016: High level standards, The Fit and Proper test for 
Approved Persons (FIT), Chapter 2. 
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business. Sound banking requires personally applied requirements. In 
authorisation, such requirements function as an expression of soundness. The 
centrality of the fit and proper test and the approved persons regime477 in the 
United Kingdom is a good example of this. 

6.2.4.3 United States of America 
The American provisions on bank licensing requirements are stipulated in 
the Code of Federal Regulations (CFR), Title 12, Chapter I, Part 5, Subpart 
B, Section 5.20. Any person desiring to establish a national bank shall 
submit an application and obtain prior approval by the Officer of the 
Comptroller of the Currency (OCC).478  

The CFR refers to the National Bank Act, which stipulates general 
administrative requirements for the incorporation of banking. Apart from 
these, and a few other, purely administrative, standards, Section 5.20 of the 
CFR contains a comprehensive elaboration on substantial requirements 
which the applying bank has to meet. Under f) (1) it is said that the 
marketplace is normally the best regulator of economic activity, and 
competition within the marketplace promotes efficiency and better customer 
service. Accordingly, it is the OCC’s policy to approve proposals to establish 
national banks, including minority-owned institutions, that have a reasonable 
chance of success and that will be operated in a safe and sound manner. The 
CFR further states that it is not the OCC’s policy to ensure that a proposal to 
establish a national bank is without risk to the organisers nor to protect 
existing institutions from healthy competition from a new national bank. 

Provision f) (2) continues to prescribe that the OCC has to make sure the 
applicant fulfils a row of policy considerations, namely (author’s emphasis):  

 
 (A) Has organizers who are familiar with national banking laws and 
regulations; 

(B) Has competent management, including a board of directors, with ability and 
experience relevant to the types of services to be provided;  

(C) Has capital that is sufficient to support the projected volume and type of 
business;  

(D) Can reasonably be expected to achieve and maintain profitability; and  

(E) Will be operated in a safe and sound manner.479  

 
477 FCA Threshold Conditions 2.5.3. 
478 Only national banks are analysed here. 
479 This includes the consideration of the risk to the Federal deposit insurance fund, and whether 
the proposed bank's corporate powers are consistent with the purposes of the Federal Deposit 
Insurance Act and the National Bank Act.  
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The CFR also sets up rules for the OCC evaluation of bank applications. A 
proposed national bank’s organising group and its business plan or operating 
plan must be evaluated together, and the judgement concerning one may 
affect the evaluation of the other. In addition, the organising group and its 
business plan or operating plan must be stronger in markets where economic 
conditions are marginal or competition is intense.  

The organising group of the proposed bank has to meet a range of 
requirements. The CFR holds that strong organising groups generally include 
diverse business and financial interests and community involvement. An 
organising group is required to have the experience, competence, 
willingness, and ability to be active in directing the proposed national bank’s 
affairs in a safe and sound manner. It is stated that the bank’s initial board of 
directors comprised of many, if not all, of the organisers. The organising 
group’s collective ability to establish and operate a successful bank in the 
economic and competitive conditions of the market must be demonstrated in 
the application. The CFR also holds each organiser responsible for being 
knowledgeable about the business plan or operating plan. It is clarified that 
the OCC generally denies applications with poor business plans or operating 
plans, since a poor business plan or operating plan reflects adversely on the 
organising group’s ability.  

The quality of management is further elaborated on in the CFR. Prior to 
the OCC granting final approval, the initial board of directors must select 
competent senior executive officers. Early selection of executive officers is 
recommended, especially the chief executive officer, because it “contributes 
favourably to the preparation and review of a business plan or operating plan 
that is accurate, complete, and appropriate for the type of bank proposed and 
its market, and reflects favourably upon an application”.480 As a condition of 
the charter approval, the OCC retains the right to object to and preclude the 
hiring of any officer, or the appointment or election of any director, for a 
two-year period from the date the bank commences business.  

As regards the organisers, each one must have a history of responsibility, 
personal honesty and integrity. Personal wealth, however, is not a 
prerequisite to becoming an organiser or director of a national bank.481 
Moreover, the organisers are expected to contribute time and expertise to the 
organisation of the bank.  

A proposed bank must of course also have sufficient initial capital. The 
capital should be net of any organisational expenses that will be charged to 

 
480 Code of Federal Regulations (CFR), Title 12, Chapter I, Part 5, Subpart B, Section 5.20 (g) 
(2). 
481 It is stipulated, however, that directors' stock purchases, individually and in the aggregate, 
should reflect a financial commitment to the success of the national bank that is reasonable in 
relation to their individual and collective financial strength. A director should not have to depend 
on bank dividends, fees, or other compensation to satisfy financial obligations, Section 5.20 (g) 
(3), i. 
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the bank’s capital after it begins operations and support the bank’s projected 
volume and type of business.  

The CFR also includes demands for the bank to serve the community. The 
organising group shall evaluate the banking needs of the community, 
including its consumer, business, non-profit, and government sectors. The 
business plan or operating plan must demonstrate how the proposed bank 
responds to those needs consistent with the safe and sound operation of the 
bank. In addition, the business plan or operating plan must indicate the 
organising group’s knowledge of and plans for serving the community. 
Finally, because community support is important to the long-term success of 
a bank, the organising group shall include plans for attracting and 
maintaining community support.  

The US regulation on authorisation of banks addresses soundness related 
requirements on the organising group to a large extent. As in Danish and 
British law, there is a distinct personal dimension of ensuring soundness in a 
bank when an application for authorisation is reviewed. The examination of 
an organising group of a bank targets competence, knowledge of rules and 
regulations, ability, experience, responsibility, honesty and integrity. All 
these requirements are related to safety and soundness in the bank. In the 
next section, the regulation on bank authorisation is compared and reflected 
on, especially as regards the functions of soundness. 

6.2.5 Conclusions and reflections on authorisation  

6.2.5.1 Conclusions on the use of soundness 
The core features of banking formation resemble each other in the compared 
jurisdictions. Regulatory traditions and supervisory structures may vary, but 
the main requirements for setting up a bank are the same. These can be 
summarised as requirements on qualified owners, directors and managers of 
banks, requirements on the capital structures, and general requirements on 
the planned business in banks. The latter includes both distinctive 
parameters, such as that the bank’s integrity regarding money laundering and 
the like, and also discretionary parts related to soundness, or that the bank 
should be fit and proper, and similar expressions. The American 
requirements for authorisation stand out by adding an expressed demand for 
the bank to fulfil the needs of society. Similar restrictions on banking existed 
earlier in Swedish law, but were repealed in 1990.482  

 In EU law, soundness functions as a standard for supervisors in relation 
both to individual banks that are supervised and to all banks collectively. 
Soundness forms an objective of the regulation of banking market in general 

 
482 Proposition 1989/90:116 om ägande i banker och andra kreditinstitut m.m., pp. 58–. 



  
155

as well as a standard related to the business of each bank that applies for 
authorisation. In Swedish law, soundness functions both as a complement to, 
and an expression of, the requirements for banking authorisation. The 
objective of authorisation is to ensure a bank’s capacity to fulfil all 
requirements of the law, of which soundness is one. If this is accomplished, 
the bank is considered fit for authorisation. As exemplified by the 
comparative outlook of Danish, British and American law, the assessment of 
the directors and managers of a bank is central in the authorisation 
procedures. Soundness, and its normative context of confidence and stability, 
is ensured by imposing certain requirements on a bank’s responsible 
managing persons. This is evident not least from the emphasis on fit and 
proper tests and similar regulatory schemes. The very fact that individuals 
managing a bank have to meet the same type of soundness requirements as 
the bank itself – they have to be fit and proper – shows the importance of the 
persons responsible for influencing and managing the operations of a bank. 

The emphasis in the rules on bank authorisation on connecting soundness 
to the persons responsible for influencing and managing a bank is worth 
some further reflection. The functions of soundness in this context may be 
discussed in light of the Swedish Supreme Administrative Court’s judgement 
in the case of Pernilla Ström.483 The case concerned the assessment of a 
member of an investment fund’s board of directors. As the rules for 
assessing directors for investment funds are similar to the equivalent rules 
for banks, the case is relevant in the context of banking regulation. In this 
case, Finansinspektionen decided not to approve Ström as a director of an 
investment fund, because of her earlier board assignment in HQ AB, the 
holding company of HQ Bank. The authorisation of HQ Bank was 
withdrawn in 2010 as a result of severe shortcomings in the risk management 
of the Bank that were found by Finansinspektionen.484 Ström was not 
considered suitable to be a member of the fund’s board of directors, and the 
decision by Finansinspektionen was appealed and ultimately tried in the 
Supreme Administrative Court. The Court concluded that 
Finansinspektionen had reason for its decision not to approve Ström as a 
director of the investment fund. The judgement stressed that the assessment 
of bank managers and directors is an important component of the regulation 
of financial businesses, which aims at ensuring financial stability and 
consumer protection. The assessment should be seen as including the 
requirement that persons whose suitability to be on a board of directors is not 
made clear should not be allowed to take on the assignment. The Court ruled 
that directors in holding companies have a responsibility for subsidiaries in 
the same company group, not least for matters with decisive importance in 

 
483 Högsta förvaltningsdomstolens dom, HFD 2013 ref. 74. Pronounced on 22 November, 2013. 
A petition for a new trial of the case was made and denied on February 10, 2015 by Högsta 
Förvaltningsdomstolen, HFD 2015 not. 9. 
484 See case analyses of HQ Bank in 8.3.4 and 8.4.3.2. 
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assessing financial conditions. The investment fund was responsible for 
furnishing Finansinspektionen with proof of Ström’s suitability to be a 
director on their board. Nothing in the case showed that Ström had not been 
responsible, together with the other directors of HQ AB, for what happened 
in HQ Bank. The Court ruled that Finansinspektionen had had reason for 
assessing Ström as not suitable to be a director in the investment fund.485  

The ruling in the case of Pernilla Ström provides insights into the 
assessment of managers and directors in undertakings whose businesses are 
regulated from stability concerns and consumer protection concerns. The 
public’s confidence in the banking system is to a large extent dependent on 
the suitability of bank directors and managers. Also, the confidence between 
financial firms is likewise affected by who takes charge of the management 
of an investment fund, or indeed a bank. Without drawing overreaching 
conclusions from this case, what is of interest to note here is the negative 
formulation of the suitability assessment. Persons whose suitability for 
membership on a board of directors is not made clear should not be allowed 
to take on the assignment. If the suitability of a director is unclear, this is to 
the disadvantage of the director. The requirement of suitability is directly 
linked to the arguments for banking regulation, information asymmetries 
(investor protection) and negative externalities (financial stability). Ensuring 
the suitability of the directors and managers is of direct importance to 
sustaining confidence in the financial sector, and ultimately contributes to 
financial stability.  

The responsibilities of directors and managers in banks have been subject 
to regulatory attention since the financial crisis of 2008. In the next section, I 
make a few remarks on the development of personal responsibility and 
banks. 

6.2.5.2 Reflections on soundness and personal responsibility 
Since the financial crisis of 2008, the overall tendency as regards banking is 
an enhanced and increased regulatory attendance. In many areas, regulation 
has become much stricter, and new areas are also regulated. This will be 
evident from the analyses in the two chapters on capital requirements and 
failure regimes. The changes to the regulation discussed in this chapter are 
less evident than those to be discussed in the next two chapters. 
Authorisation seems a traditional way to manage banks’ special position and 
risk exposures, which of course will remain – but it is possible that 

 
485 Justice of the Supreme Administrative Court Thomas Bull dissented from the Court’s ruling. 
According to Justice Bull, the mere fact that Ström had been a director of HQ AB at the time of 
the revocation of HQ Bank’s authorisation was not a sufficiently substantial reason for not 
assessing Ström as suitable to be a director of the investment fund. A sufficiently substantial 
reason is required when an authority decides on an individual’s suitability to hold certain 
positions, so that the person’s possibility to appeal is ensured.  
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authorisation requirements per se cannot be much stricter than they are 
today. 

To make some comparative reflections in a broader perspective, I would 
like to note certain post-crisis changes, which could be described as 
connected to the requirements on bank authorisation. The changes are related 
to the obligations of the owners and managers of a bank. The requirements 
on the directors are, as just mentioned, a fundamental part of the 
authorisation regimes in all compared jurisdictions. The qualities of the 
management or directorship of a bank are of utmost importance for the 
successful conduct of banking. The integrity, history, competence, 
experience and general suitability of the directors and executive managers 
are scrutinised in the authorisation procedures. Moreover, soundness is 
especially prevalent in relation to the competences and responsibilities of the 
physical persons influencing and managing banks: qualified owners, 
directors and executive managers. 

In this area, the requirements can be said to have been raised after the 
financial crisis. According to Section IV of Directive 2013/36, which deals 
with authorisation requirements among other things, the member states must 
be able to impose administrative pecuniary penalties up to 5 million euros to 
those who effectively control the business of an institution and to the 
members of an institution’s management body, if such persons breach the 
requirement of the CRD IV Directive, Regulation and delegated acts 
deriving from the CRD IV package. The administrative sanctions have been 
widely debated in Sweden, but were adopted and in force as of May 2015.486 
In Denmark, administrative fines have been at the Finanstilsynet’s disposal 
since 2011. Also, lov om finansiel virksomhed uses criminal sanctions for 
breaches of central provisions in the Act (see Chapter 24, Section 373). The 
administrative pecuniary penalties of the CRD IV Directive were 
investigated in Denmark, but Erhvervs- og Vækstministeriet concluded that 
the imposition of such penalties was not in line with Danish legal tradition. 
The criminal sanctions were considered sufficient in order to fulfil the 
requirements of the Directive.487 According to the Directive, member states 
may opt not to implement the rules on administrative penalties if the 

 
486 SOU 2013:65. Förstärkta kapitaltäckningsregler;  
Promemoria om sanktioner enligt CRD IV (Dnr Fi2014/1356/FMA/BF), April 4, 2014; 
Nya administrativa sanktioner på finansmarknadsområdet, submission for comment to the Law 
Council, December 4, 2014; 
Regeringens proposition 2014/15:57, Nya administrativa sanktioner på finansmarknads-området; 
Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 15, Section 1a. 
487 Administrative bøder. Lov nr. 182 af 18/02/2015 om finansiel virksomhet, Section 374; 
Finanstilsynet, Notat til EU-specialutvalget, Forslag om kapitalkrav og ledelse for banker (CRD 
IV), September 7, 2011, p. 16; 
Erhervs- og Vaeksministeriet, Kommissorium: Udvalg om bødesanktioner på det finansielle 
område, June 2, 2014; 
Erhvervs- og Vækstministeriet, Betænkning om bødesanktioner på det finansielle område, 
Betænkning nr. 1561, pp. 130-131. 
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breaches of the legal requirements in question are subject to criminal 
sanctions in national law.488 The legislation in the United Kingdom has 
allowed for individual administrative penalties under the Financial Services 
Act for breaches of the requirements related to financial services, but has 
also passed some changes pursuant to the CRD IV.489 The Dodd-Frank Act 
in the United States has, in a similar way, provided the Securities Exchange 
Commission authority to impose substantial administrative fines on anyone 
whose activities in any way involve securities.490  

The increased powers for bank supervisors to impose administrative 
penalties not just on the institute but on individuals in the management of the 
institute will obviously have an effect on the regulation as regards 
authorisation, as these regulatory tools put even higher requirements on bank 
managers and owners. Imposing sanctions as a result of a breach of the rules 
for banking constitutes an ex post tool for controlling banks’ behaviour, as 
compared to authorisation which is an ex ante control measure. Sanctions as 
high as 5 million euros, aimed at individual bank directors, will, I am sure, 
have a great impact on banks’ selection of directors and managers. There are 
established negative consequences of strict liability rules for directors, such 
as “overprecaution, refusals of good people to serve, demands for increased 
insurance, indemnification rights, and compensation of residual risk”.491 
Also, the tendency towards herd behaviour by boards has been discussed as a 
possible result of increased liability for board business decisions.492 It is 
easier to justify a questionable business decision after the decision was 
taken, with reference to how the rest of the industry would have acted, 
compared to explaining a new or different action. Thus, liability risks 
connected to board decisions and to failure to challenge such decisions tend 
to encourage boards to take the course of action that is most widely 
considered the best practice. Herd behaviour by bank managements has been 
pointed out as a catalyst of the financial crisis of 2008.493 In addition, 
increased liability risks may result in a stronger tendency for boards to 
choose the previously chosen course of action. A change of strategy may 
imply that previous decisions were wrong in some sense, which brings 
 
488 Directive 2013/36/EU on access to the activity of credit institutions and the prudential 
supervision of credit institutions and investment firms, Article 65. 
489 Financial Services Act 2012, Part VII, Section 92; 
Prudential Regulatory Authority and Financial Conduct Authority, Consultation Paper, 
Strengthening accountability in banking: a new regulatory framework for individuals, CP14/14; 
Financial Conduct Authority, Handbook, Release 9, Aug. 2016: Regulatory processes, The 
Decision Procedure and Penalties manual (DEPP), Chapter 6, Penalties. 
490 Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Pub.L. 111–203, H.R. 
4173), Section 929Pa. 
491 D. C. Langevoort, The Human Nature of Corporate Boards: Law, Norms, and the Unintended 
Consequences of Independence and Accountability, pp. 797-832. 
492 L. Enriques and D. Zetzsche, Quack Corporate Governance, Round III? Bank Board 
Regulation Under the New European Capital Requirement Directive, p. 229. 
493 Idem; 

W. H. Buiter, Lessons from the Global Financial Crisis for Regulators and Supervisors. 
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incentives to stick to the previous strategy in order to avoid liability.494 The 
prevalence of such sanctions will enhance the need for bank directors to take 
responsibility for all aspects of their decisions in relation to any effect on the 
actual banking business. Such far-reaching responsibilities will need a prima 
facie focus in a bank when applying for authorisation, and will need 
continued priority as the suitability of bank directors is fundamental for 
conducting banking business under an authorisation. 

Obviously, a bank’s capital structures and general business-related 
controls can only be sharpened up to a certain point. The natural 
development in order to tighten the regulation for banks would be to look 
beyond the institutions per se, and address the individuals behind the 
corporate structures. This is indeed a significant development of banking 
regulation and, as discussed, it has an effect on the formation of banks and 
the authorisation requirements. The motives for imposing administrative 
pecuniary penalties are the same as for the general requirement on bank 
directors and managers: to promote prudent operation of banking business 
and to sustain confidence in the markets. As discussed in the regulatory 
background and the comparative outlook, requirements on directors and 
managers are a central component in ensuring sound banking. The individual 
sanctions in the CRD IV Directive constitute an additional and tightening 
soundness regulation.  

The next section in this chapter provides case studies of supervisory 
interventions in three banks regarding authorisation requirements. 

6.3  Case study 

6.3.1 Introductory remarks 

In this section, case studies will be conducted in which selected cases of 
supervisory decisions related to bank authorisation are analysed. Of course, 
there are thousands of banks in the United States, the United Kingdom, 
Sweden and Denmark that are active due to a valid authorisation. Probably 
many interesting assessments have been made by authorities or agencies in 
these countries. In order to know how to find cases where the requirements 
of authorisation have actually been in question, I have chosen to take a 
different approach. The search for relevant cases has not been conducted 
among active banks, to analyse their authorisation procedures, but the 
opposite – I have chosen to search among banks that have not been granted 
permission to start a banking business or that have had their authorisation 

 
494 L. Enriques and D. Zetzsche, Quack Corporate Governance, Round III? Bank Board 
Regulation Under the New European Capital Requirement Directive, p. 229. 
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withdrawn at a very early stage (i.e., before the actual banking business was 
commenced). The criterion for my case selection is thus non-approved or 
early revoked bank authorisation applications.  

The reasons for this approach are several. First and most important, by 
focusing on cases where banks have not been authorised, the deficit or 
insufficiency of the applicant bank – and the regulator’s assessments 
regarding this – becomes immediately clear, since this is the selection 
criterion. I need not read through applications in vain where authorisation 
has been granted because the fulfilment of requirements was never a 
problem. Arguably, decisions by a supervisor to deny authorisation also need 
a more thorough justification than decisions to grant authorisation, since a 
denial is of adverse nature for the applicant.495 Second, the number of 
potential cases is dramatically diminished if only non-approved or early 
revoked authorisation applications are considered. Through my contacts with 
regulators in the relevant jurisdictions I found, at best, only a handful of 
available cases where banks have sought but not received authorisation to 
conduct banking business, or where the authorisation was revoked before 
business was commenced. The approach will, to sum up, produce fewer 
cases, and cases where there are relevant assessments on insufficiency 
related to the regulatory requirements. This implies the third reason for the 
approach: the case study is a qualitative study, which aims to deepen 
understanding of banking regulation and its rationales.496 Only a very few 
cases are sufficient to meet this aim. The approach, in this sense, contributes 
to the qualitative research method. 

In the following sections, my methods for the case studies will be 
described as will the search processes and final case selection. After this, the 
chosen cases are discussed and analysed. A final analysis concludes the 
section. 

6.3.2 Case method 

6.3.2.1 Case search 
The time period of my search for decisions on bank is from 1988, when the 
first international rules on banking were adopted (Basel I, see Chapter 7), 
until 2016. The Basel I Accord was the first international initiative which 
brought about widely accepted recommendations related to banking 
regulation, and therefore it is fruitful to relate the time period for the 

 
495 A study of a handful of approved applications for bank authorisation from the Swedish 
supervisor Finansinspektionen showed that the examinations in these decisions did not include 
any substantial elaborations on the application of the legal prerequisites for authorisation. 
496 See 2.4.3. 
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selection of decisions to the starting point for the convergence of banking 
regulation in many countries.  

It has been quite difficult to obtain documents on bank authorisation 
procedures, both where authorisation has been granted and where it has not 
been granted. I have received documents from the United States of America 
and from Sweden. Although there are not many cases, a few interesting 
applications will suffice to allow me to say something on how regulatory 
requirements are imposed in actual cases of bank authorisation. The case 
study is, as mentioned in the previous section, a qualitative one. The details 
from the selection processes in Sweden and the United States are discussed 
in the next two parts in this section.  

As regards the United Kingdom, several contacts have been made to the 
Bank of England, which is prudential regulator of the banking sector. For 
policy reasons I have been denied any details on decisions regarding denials 
of banking authorisation applications.497 

In Denmark, there have been no denials of bank authorisation applications 
during the requested time period. Finanstilsynet states that banks with 
insufficiencies of the type that would render disapproval of bank 
authorisation usually become aware of their shortcomings in prior dialogue 
with the supervisor. In such cases, a formal application for bank 
authorisation is never filed.498 This statement shows something that is worth 
mentioning as a probable fact for authorisation procedures generally: in the 
course of their day-to-day supervision, financial supervisors need to keep a 
close dialogue with the institutes within their jurisdiction. Information is of 
course formally disclosed, but the personal relationship between a firm and 
the supervisory authority or agency should not be underestimated. This is 
probably true in most supervisory matters and would explain why there are 
so few denials of applications for bank authorisation generally. In the next 
sections, something will be said about the Swedish and American case 
selection procedures. 

6.3.2.2 Specifically on Swedish case search 
The time period for the study of Swedish authorisation cases was initially 
intended to start in 1988, when the Basel 1 Accords499 were adopted, and 
continue to the present. However, Finansinspektionen (FI) was established in 
1991 and for reasons of documentary access I can consider only decisions 
from when FI was set up. Between January 1, 1991, and October 1, 2013, 
there are 34 applications for authorisation to commence banking business. 
Mergers, reconstructions and establishment of branches are not included. I 

 
497 E-mail correspondence on October 17, 2013. The Public Information and Enquiries Group, 
Bank of England, United Kingdom. Dnr JUR 2015/147. 
498 E-mail correspondence on October 29, 2013. Finanstilsynet, Denmark. Dnr JUR 2015/161. 
499 See Chapter 7. 
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have received a list of applications, sorted by date, applicants’ names and the 
matter of application (authorisation, merger, new business branch).500 The 34 
relevant applications on the list have been compared to the 
Finansinspektionen’s register of active banking businesses, information from 
bank home pages and reports from newspapers, in order to rule out 1) banks 
that are up and running at the time of writing, 2) banks that have been 
conducting banking business but for some reasons are not currently doing so, 
and 3) banks that never seem to have started banking businesses. 

 
1) The banks that exist in the register of business may be assumed to 

have received authorisation in connection to the application on the 
list. Most applications on the list belong to this category. Since they 
have received authorisation, the prerequisites for banking business 
must have been accomplished and for this reason I intend to look no 
further at these applications in this case study. Some of these 
applications will be reviewed in the case studies in Chapter 7 and 8. 

2) Banks that have applied for, and been granted, authorisation to carry 
out banking business, might for one reason or another not be active 
banks at the time of writing. Some of these banks have been taken 
over by a larger bank or have merged with another bank or financial 
business of another sort; some ceased to do business due to 
insolvency and bankruptcy (which will be examined in Chapter 8), 
and some banks have ceased to do business because, for some 
reason, their authorisation has been withdrawn by 
Finansinspektionen. I have looked into all the banks from the 
application list that fall into category 2 and found a few examples, 
one of which I will examine below under 6.3.3.1, where 
authorisation has been withdrawn. The reason for my choice is that, 
even though authorisation was approved, the bank never started any 
banking business and the reason for the withdrawal was not related 
to the conduct of business (as there was no business), but to 
conditions of fundamental importance to the starting up of banking 
business in the first place according to Swedish law. The early 
withdrawal in the chosen case can therefore be seen as based on a 

 
500 Search of Journals, document compiled 2013-10-04 by the Finansinspektionen upon inquiry. 
All applications for banking authorisation between January 1991 and October 2013 were 
requested. See Dnr JUR 2016/1188; 

In addition to the initial contact with Finansinspektionen, a new inquiry was made on August 31, 
2016, which showed that five additional applications had been made between October 1, 2013 and 
August 31, 2016. 

In November 2016, I received information about a case where an application of bank 
authorisation made in 1993 had been denied (the case is mentioned in note 756, Chapter 8). This 
application was not included in the document compiled on 2013-10-04 by Finansinspektionen, 
which was supposed to include all bank applications between January 1991 and October 2013. 
For this reason, an additional request was made to Finansinspektionen for this time period, in 
order to verify that all applications were included. See Dnr JUR 2016/1188. 
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similar assessment as that regarding whether authorisation should be 
granted or not. 

3) The banks in this category are banks that applied for authorisation 
but were never granted it. This category contains two applications in 
Sweden. Both applications were voluntarily withdrawn by the 
applicant and thus were never subject to examination.  
 

An updated inquiry for the time period October 1, 2013, to August 31, 2016, 
resulted in five additional applications.501 Three of these applications were 
approved, one was closed and one was denied. The denied application is 
reviewed in section 6.3.3 below. 

Before starting the actual case study of the Swedish cases according to the 
findings above, I will make a few remarks on the quest for American 
documents of denied bank charter applications. 

6.3.2.3 Specifically on American case search 
In the United States of America, banks and savings banks are organised as 
national banks and federal savings banks with charters issued by the Office 
of the Comptroller of the Currency (OCC) or as state banks with charters 
issued by the various state governments. For methodological reasons it has 
been difficult to obtain material from state governments, and my ambition 
has been to obtain information as regards the OCC’s decisions on national or 
federal savings banks charters. These are reviewed under federal law.  

I have received access to information through an open database, where I 
was able to list the names and addresses of banks that have been denied bank 
charters.502 There are 41 denials of such applications between January 1, 
1988, and August 31, 2016. I have applied for access regarding all these 
decisions. The OCC has granted me access to five of these applications.503 
All five applications are heavily censored to obscure personal information or 
to protect “information that is contained in or related to examination, 
operating, or condition reports prepared by, on behalf of, or for the use of 
any agency responsible for the regulation or supervision of financial 
institutions”.504  

The amount of withheld information is so vast that it is impossible to 
understand the motivation for the decisions in most of these five cases. In 
case 1, ExTran International Bank, the application was considered not to 
meet the standards for a bank charter as it had “major deficiencies”.505 The 

 
501 Dnr JUR 2016/935. 
502 http://apps.occ.gov/CAAS_CATS/. 
503 Dnr JUR 2017/17. 
504 The legal ground for these exemptions is Freedom of Information Act, subsection (b)(6) and 
(b)(8). 
505 OCC Control Number: 2008-SO-01-0009. Decision dated November 5, 2008.  
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legal prerequisites for a bank charter are stated. The facts of the case and the 
explanation as regards the details on which specific deficiencies were 
considered relevant cannot be read in the censored document. 

Case 2, Security National Bank, is eight pages long and is also largely 
censored.506 However, since a more comprehensive motivation is included, I 
will make a case study from this application, see 6.3.5 below. 

In case 3, Signature Bank of California, there are hardly any substantial 
facts.507 It is a case where the executive officer candidate somehow did not 
meet the demands of having “recent and relevant banking experience”. The 
same general writings are found in case 4, Bank of Commerce, where the 
organising group of the applicant bank had not demonstrated that they had 
the “necessary skills and experience to ensure that the proposed bank would 
be operated in a safe and sound manner and that the bank would have a 
reasonable probability for success”.508 Similar weaknesses were pointed out 
in the last case, Rock Asia Capital Bank, where the board did not meet the 
standards for approval of the charter application.509  

In summary, there is only one case available where enough facts are left 
undisguised to make some sort of case study; that is the case of the Security 
National Bank, which will be discussed following the two Swedish case 
studies below. 

6.3.3 The case: Aman BNK AB 

6.3.3.1 Case study 
Aman BNK applied for authorisation to commence banking business in 
February 2015. The business plan was to provide banking services according 
to the Islamic way of conducting banking, for example, by not using 
interest.510 By a decision on April 7, 2016, Finansinspektionen (FI) denied 
the application.511 According to a memorandum from FI, there are no general 
legal obstacles in Swedish law for Islamic banking. Each application will be 
examined regarding the applicant’s services and business sections.512 In the 
case of Aman BNK, the Islamic conditions for the proposed banking services 
were not part of the reasons for the denial. The Bank’s application to FI was 
incomplete and the Bank was requested to complement its application twice. 
After the second complementation, ambiguity as to the fundamental 

 
506 OCC Control Number: 2000-SE-01-012. Decision dated April 18, 2001. 
507 OCC Control Number: 2003-WE-01-0006. Decision dated January 15, 2004. 
508 OCC Control Number: 98-SE-01-0020. Decision dated January 6, 1999. 
509 OCC Control Number: 2003-WE-01-0003. Decision dated June 18, 2003. 
510 http://sverigesradio.se/sida/artikel.aspx?programid=83&artikel=6151425. 
511 FI Dnr 15-2711. 
512 Finansinspektionen, Promemoria, Inga hinder för islamisk bankverksamhet i Sverige, FI Dnr 
08-7999, August 28, 2008. 
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preconditions for banking business still remained. FI informed the applicant 
that in the case of non-existent or insufficient complementation, the authority 
may take a decision on existing documents. FI denied the application for 
authorisation of Aman BNK AB. The reasons for the decision were as 
follows: 

 
• The one and only owner of the applicant Bank was not considered 

suitable. Suitability includes capital strength and the reputation of 
the owner. FI had not received information as to the owner’s assets 
and liabilities, despite several reminders of complementation from 
the authority. FI decided on the basis of the available information 
that the capital strength of the owner was not sufficient. 

• The reputation of the owner was also questioned by FI. 
Finansinspektionen referred to the preparatory works and pointed 
out that doubts related to the integrity and professional competence 
are included in the examination of a qualified owner’s reputation. 
Previous business-related behaviour such as compliance with rules 
and regulations, experience and judgement, can be examined. In this 
part of the decision, some of the facts are censored. One of the 
readable circumstances is delayed reporting of the capital base in 
another financial firm, which the owner also owned and managed. 
FI had sanctioned that firm with a fine of 10 000 SEK because of 
the delayed reporting. Based on an aggregated examination of the 
capital strength and the owner’s reputation, the owner of Aman 
BNK AB was not considered suitable to exercise a material 
influence on the management of a credit institution.  

• The one owner of Aman BNK AB was also the proposed managing 
director of the Bank. FI examined whether the proposed managing 
director had sufficient insight and experience to participate in the 
management of a credit institution and also whether he was suitable 
for this assignment in other respects. The proposed managing 
director was educated as a school principal and had taken courses in 
school management, economics and accounting. He had 
employment experience as a school principal and founder of a 
number of schools. His experience in financial business was the 
ownership and management of his other financial firm. FI assessed 
that the proposed managing director lacked relevant education and 
experience for his role in the applicant Bank. The experience from 
the other financial firm was considered relevant to some extent, but 
since the requirements of banking business are generally higher 
than other financial businesses, this experience was not enough. The 
managing director did not fulfil the requirements of insight, 
experience and suitability. 



  
166 

• Aman BNK AB had not provided any information on how the 
initial capital requirement of at least 5 million euros was to be 
financed. The promise made by the owner and proposed manager to 
invest the capital in the Bank was too vague for FI to rely on. The 
applicant Bank had thus not shown that the capital required for 
commencing the business would be in place in the Bank.  

• An aggregated examination of Aman BNK AB’s application for 
authorisation to conduct banking business showed that the 
conditions for authorisation were not fulfilled. FI stated that the 
applicant Bank is responsible for showing that all preconditions for 
authorisation are met. This includes a responsibility to know 
applicable regulations and to submit an application that is in 
compliance with the rules, in order to show that the business will be 
conducted in a satisfactory manner if it is authorised. 
Finansinspektionen denied the application on these grounds. 

 
Denials of applications for banking authorisation are rare in Sweden. The 
decision is well explained and thoroughly justified. The examination showed 
insufficiencies in three of the most central requirements for banking: the 
suitability of the owner, the suitability of the managing director and the 
financing of initial capital. The insufficiencies are flagrant. Failing to furnish 
the supervisor with information regarding such a fundamental condition as 
the financing of the initial capital in a bank is remarkable in the context of 
applying for bank authorisation. The fee to submit an application to conduct 
banking business is 450 000 SEK (47 000 euros) and has to be paid before 
Finansinspektionen begins its examination.513 An applicant should thus be 
fairly sure about the chances of approval before filing an application. In this 
case though, the severe insufficiencies in the application, the repeated 
injunctions of complementation and Finansinspektionen’s emphasis on the 
responsibility of the applicant to know applicable regulations, imply that 
Aman BNK had not understood the requirements included in the 
examination. The reasons for the decisions are explained in great detail, 
probably to ensure that the applicant would understand the results of the 
examination. Perhaps also, Finansinspektionen needed to phrase its decision 
extra clearly since this was the first application of an Islamic bank in 
Sweden. The business plan or proposed banking services by Aman BNK 
were never tried by Finansinspektionen in its decision. The reasons for the 
denial were strictly connected to lack of competence and experience of the 
owner and manager of the bank and lack of information on how the initial 
capital was to be financed. The decision is, due to its clarity and meticulous 
reasoning, a textbook example of fundamental requirements of banking and 
how they are imposed in an examination of an application of bank 

 
513 Förordningen (2001:911) om avgifter för prövning av ärenden hos Finansinspektionen. 
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authorisation. The next section analyses some legal aspects of the reasoning 
of Finansinspektionen in this case. 

6.3.3.2 Legal aspects 
Finansinspektionen begins its examination by introducing the general 
motives for the requirements of banking authorisation.514 A well-functioning 
financial system is a precondition for the national economy in general. 
Therefore, it is of crucial importance that companies in the financial system 
maintain a basic quality standard in their businesses. In an application for 
authorisation, FI examines the conditions of the firm to maintain such a 
quality standard. FI refers to the preparatory works to lagen om bank- och 
finansieringsrörelse, where it is stated that the examination of authorisation 
includes a first control that the planned business will be conducted in a 
satisfactory manner “from the public point of view”515. The preparatory 
works also add that the same requirements are, in principle, as valid for 
banks during the examination of authorisation as they are later in the running 
business. These statements in the preparatory works are made in a section 
where the criteria for authorisation are discussed. It was proposed that the 
soundness requirement in the authorisation provision be replaced by a 
reference to lagen om bank- och finansieringsrörelse and other acts 
regulating the businesses of the institutions.516 The same change was made to 
the provision on supervision. Both in authorisation and supervision of banks, 
the requirement of the law must be fulfilled.  

As reviewed in 6.2.3, the provision on authorisation contains a number of 
requirements. The main components are suitable owners, suitable managers, 
initial capital, compliance with rules and compliance of the articles of 
incorporation with legal requirements. In the Aman BNK case, three of the 
fundamental requirements for authorisation were not fulfilled. The essence 
of FI’s decision to deny authorisation is that FI could not ensure the Bank 
would comply with the rules and regulations if the planned business should 
be allowed to commence. There must be reason to expect that the planned 
business will be conducted in accordance with lagen om bank- och 
finansieringsrörelse and other acts regulating the business, otherwise 
authorisation cannot be granted (Chapter 3, Section 2, paragraph 2). 
Soundness is one of the legal requirements in the law and must as such be 
regarded at all times in a bank, during the examination of authorisation as 
well as later, when the business is up and running. Additionally, the 
regulation on soundness in lagen om bank- och finansieringsrörelse is 
pointed out in the preparatory works as comprising the provisions on equity 
ratio, liquidity, risk management and transparency (Chapter 6, Sections 1-3). 

 
514 FI Dnr 15-2711, p. 3. 
515 FI Dnr 15-2711, p. 3. 
516 For a review of the changes of the soundness provision, see 5.3.3. 
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The business is to be operated in a sound manner in other respects besides 
those stipulated in Sections 1-3 (Chapter 6, Section 4). Equity ratio, liquidity, 
risk management, transparency, and also the recent insertion of amortisation 
of housing mortgage loans, are expressions of standards for sound banking 
business. Soundness thus functions as a summarising standard for banking 
business, comprising all fundamental requirements such as equity ratio, 
liquidity and risk management.  

Soundness connects the initial examination of a banking business to a 
prognosis of the future likelihood that the bank will comply with the rules 
and regulations. If the initial requirements are insufficiently met, as in the 
Aman BNK case, the future chances of fulfilling the requirements of sound 
banking are inevitably diminished in the eyes of the supervisor. If owners 
and managers are not sufficiently educated, experienced and suitable in other 
respects, how can risk management be ensured? If there is no plan for how to 
finance the initial capital, how will future equity ratio and liquidity in the 
bank be managed? As was discussed in 6.2.5.1, lack of clarity about the 
personal suitability of directors is definitely disadvantageous. The Aman 
case shows a larger picture of this unclearness application of soundness 
requirements in banking authorisation. Soundness-related authorisation 
requirements do not function as precise standards, specified by certain 
thresholds.  Rather the contrary, soundness brings a discretionary assessment 
to the authorisation requirements on banks. If the fulfilment of the 
requirements is unclear, the application is denied. A continued analysis of 
the motivation in the Aman BNK decision from a law and economics 
perspective is found in 6.4.3.1. I continue the case studies with the second 
Swedish case: the decision in the Coop Bank case. 

6.3.4 The case: Coop Bank AB 

6.3.4.1 Case study 
On May 22, 2002, Finansinspektionen granted Coop Bank AB bank 
authorisation.517 Almost exactly one year later, on June 18, 2003, the bank’s 
authorisation was withdrawn by FI.518 The bank, which was owned by a 
cooperative association (Kooperativa Förbundet, KF), an insurance company 
(Skandia Liv) and a telecommunications services company (TeliaSonera), 
had planned to take deposits, give credits and private loans, and offer 
payment services both to private and legal persons. The economic 
organisation KF carries out various businesses in the area of food 
production. The group targeted by the Coop Bank AB were the customers 
and members of KF. After one year of running the bank, the planned 
 
517 FI Dnr 01-8560-402. 
518 FI Dnr 03-1201-320. 
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business had not reached the intended proportion, and FI questioned whether 
the bank was conducting banking business at all. The board of the bank did 
not answer the questions from FI, mainly because the three owners of the 
bank had different opinions regarding the business and the plan for the 
bank’s future. One owner considered Coop Bank to be conducting banking, 
the other two owners did not. FI decided, after about 10 meetings with the 
bank and one formal request for a statement from the bank, to withdraw the 
authorisation.  

The reasons for the decision were as follows: 
 

• Coop Bank AB had not developed its businesses as was planned 
when applying for authorisation. No plan for alternative businesses 
or voluntarily winding-down had been presented. 

• The board of directors was responsible for the organisation of the 
bank and the management of the bank’s affairs. The responsibilities 
of the board cannot be transferred to somebody else. 

• Sound banking business presupposes decisive ability of the 
decision-making body of the bank, at any time, regarding important 
matters for the bank. 

• The bank had a duty to give out information to Finansinspektionen 
about the bank’s business, at the request of FI. 

• The board of Coop Bank AB had not answered the questions from 
FI, which gave rise to misgivings about their abilities. 

• The board’s inability to make decisions was exacerbated by the 
disagreement and inability to solve the situation demonstrated by 
the three owners regarding central matters of importance for the 
future business. 

• The board of directors was, according to FI, unable to fulfil its 
obligations and due to the mentioned conditions FI found Coop 
Bank AB unsuitable to conduct banking business. On these 
grounds, the bank authorisation withdrawn. 

 
The decision to withdraw the authorisation from Coop Bank AB is one of 
very few examples in Sweden where such an intervening supervisory 
measure has been used. The Coop Bank case gives rise to three main 
questions from a bank regulatory view. First, it is interesting to note the 
centrality of the stated absence, at least compared to the initial plans, of 
banking business. It is clear that Coop Bank never really got around to 
realising its business plans. Actual banking business was not conducted, 
even though some sort of testing of customers had been done.519 This is the 
main reason that FI initiated an inspection of the bank. As early as December 

 
519 Ca 900 testing persons, but no others, were customers of the bank. See FI Dnr 03-1201-320, p. 
1, second paragraph. 
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2002, not even seven months after the authorisation, FI had meetings with 
the bank and its owners regarding the low level of business acitivity in the 
bank.520 To receive an authorisation to start a banking business and then to 
fail to act in accordance with the authorisation is considered cause for 
regulatory intervention. If a bank has not commenced conducting banking, 
FI may, according lagen om bank- och finansieringsrörelse, withdraw the 
authorisation after one year from when authorisation was granted.521 The 
reasons for this will be analysed in 6.4.3.2 below. Seven months of no 
banking business thus led to investigations by Finansinspektionen. 

Second, the motivation for withdrawing Coop Bank’s authorisation was 
not the non-existence of banking business, but the indecisiveness and silence 
of the board of directors. FI did not get enough information from the Bank to 
know with certainty whether any banking business was going on at all. FI 
could probably not fully reject the potential for Coop Bank to become 
engaged in banking business according to its plans. It seems probable that if 
the Bank had given the requested information regarding its plan for the 
future, there might have been hope for continued business. However, the 
Bank failed to inform FI on this matter, which, together with the apparent 
disagreement among the owners, gave reasons for FI to assess the Bank as 
unsuitable to conduct banking. A great deal of responsibility is thus put on 
the board of directors to not only change the business plan if needed in order 
to stay authorised as a bank, but also to present a plan which all owners can 
accept. 

Third, the circumstances in the Coop Bank case leading to withdrawal of 
the authorisation must be considered very serious. This is because FI never 
imposed any less intervening measure before withdrawing the authorisation. 
Usually, according to lagen om bank- och finansieringsrörelse, warnings are 
imposed in serious cases of contraventions, if this is considered a sufficient 
sanction. Here, FI assessed warning as insufficient, which shows the 
examinations of the business and the board’s actions – or rather, inactions – 
as indeed very serious in this case. 

6.3.4.2 Legal aspects 
Finansinspektionen based its decision in the Coop Bank case on two main 
prerequisites: soundness and suitability. The Bank’s board failed to comply 
with the standard of sound banking as it could not present answers to FI and 
therefore the Bank was judged as unsuitable to carry out banking business. 
FI’s decision in the Coop Bank case is very brief. The assessments in the 
case, with around 10 meetings with the Bank, resulted in the most stringent 

 
520 FI Dnr 03-1201-320, pp. 1-2. 
521 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 15, Section 3, paragraph 2. 
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measure available: withdrawal of authorisation. In the following, the 
motivation of the decision will be related to the legal context.  

FI states in its decision that sound banking business presupposes decisive 
ability of the decision-making body of the bank, at any time, regarding 
important matters for the bank. Sound banking business is a legal 
prerequisite for bank authorisation and banking supervision according to 
both the former Banking Act of 1987, which was in force at the time of the 
decision, and the current lagen om bank- och finansieringsrörelse.522 The 
preparatory work of the Banking Act provides some explanation of how 
sound banking business should be interpreted.523 Based on the soundness 
criterion, it is stated, the supervisory authority shall assess the organisation 
of the bank, its business according to the articles of association, the balance 
of capital related to the business, internal control, safety structures and other 
organisational conditions.524 The preparatory work also states that the larger 
owners and executive management of the bank should have sufficient 
knowledge and discernment in their acting in order to steadily and over the 
long term conduct sound banking business.525 It is thus clear that the 
soundness criterion includes the behaviour of the board of directors of a 
bank.  

FI concluded in its motivation that the soundness of the Bank was at stake, 
as the board and also the owners could not agree or provide information 
about the business or the future plans. Because of these conditions, FI 
considered Coop Bank AB unsuitable to conduct banking business. This 
concluding statement relates to the former Banking Act of 1987, where 
Chapter 7, Section 16 stipulated that a Swedish bank’s authorisation shall be 
withdrawn if the bank has shown its unsuitability to conduct such business as 
regarded by the authorisation. According to the preparatory works, 
unsuitability in this provision is supposed to be applied in cases where 
business is not carried out in a way that can be assessed as sound.526 
Consequently, there is a direct link between the grounds for withdrawing 
authorisation and sound banking business. The same interpretation of the 
FI’s decision would be made according to the current lagen om bank- och 
finansieringsrörelse as well.527 

 
522 Bankrörelselagen (1987:617), Chapter 9, Section 3; Lagen (2004:297) om bank- och 
finansieringsrörelse, Chapter 3, Section 2; Chapter 15, Section 1; Chapter 6, Section 4. 
523 See 6.3. 
524 Regeringens proposition 1989/90:116 om ägande i banker och andra kreditinstitut m.m. 
525 ”Vidare skall bankens verkställande ledning och större ägare bedömas uppfylla de 
kunskapsmässiga krav och vara så omdömesgilla i sitt handlande som erfordras för att de skall 
kunna på ett långsiktigt och stabilt sätt driva en sund bankverksamhet.” (Regeringens proposition 
1989/90:116 om ägande i banker och andra kreditinstitut m.m., p. 60). 
526 Regeringens proposition 1992/93:89 om ägande i banker och andra kreditinstitut m.m., pp. 
202-203. 
527 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 15, Section 1 and Chapter 6, 
Section 4. 
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From this study it is clear that the Coop Bank decision corresponds to the 
legal context, the legislation and its interpretation according to the 
preparatory work. A further discussion would include the investigation on 
the necessity to withdraw the authorisation – were there no less infringing 
measures available? The preparatory works discuss the use of withdrawal 
and point out that even in cases of obvious breaches of law by a bank, the 
withdrawal might appear “too draconian” and Finansinspektionen may 
instead just issue a warning if that is assessed as sufficient to manage the 
disproportions.528 However, such analysis would end up with nothing more 
than speculations, as there is no supplementary information, except for the 
accounts in the decision, on the conditions as regards the Coop Bank’s 
business. The likely conclusion is that the Coop Bank actually was not 
conducting banking at all and had never done so. Neither were there any 
prospects of banking to be commenced, as the owners and board of directors 
could not provide concurrent information or plans. In the final conclusions, I 
will conduct an analysis from a law and economics perspective, which I 
think will add to the discussion of banking regulation in a better way than 
further purely legal considerations. 

I continue with a study of the American case of the Security National 
Bank, which was denied a bank charter in 2001. 

6.3.5 The case: Security National Bank 

6.3.5.1 Case study 
On August 28, 2000, an organising group filed an application to charter 
Security National Bank, located in Spartanburg, South Carolina.529 The 
business plan was to serve consumers and small and medium-sized 
businesses. The market in Spartanburg for this type of business was 
considered highly competitive, with 16 already established banks and seven 
new banks that had opened in the past two years.530 The Security National 
Bank planned to have a community development focus and to turn to 
consumers of low to medium income (LMI). The LMI areas of the market 
were predominately minority neighbourhoods in Spartanburg.  
 The Security National Bank had started the application procedures in 
1998, but the two draft applications that were produced had serious 
deficiencies which the American regulator of national banks and federal 
savings banks, OCC, had pointed out, and so, after some amendments, the 
application was filed in 2000. The organising group had changed 
substantially during this period. Even though the procedures had included the 

 
528 Regeringens proposition 1992/93:89 om ägande i banker och andra kreditinstitut m.m., p. 203. 
529 OCC Control Number: 2000-SE-01-012. Decision dated April 18, 2001. 
530 Ibid., p 2. 
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OCC and improvements had been made prior to the application, the OCC 
made the decision on April 18, 2001, to disapprove the application to charter 
Security National Bank.531  

The ground for denial was the failure of the organisers to demonstrate to 
the OCC that the proposed bank would have a reasonable chance of success 
and would be operated in a safe and sound manner. The OCC stated that it 
had made an “extensive and thorough investigation” of the application and of 
other information collected through field investigations. 

The reasons for the decision were as follows: 
 

• There was an obvious insufficiency in the organisers’ knowledge of 
national banking laws and regulations. Only the proposed President, 
who was also the proposed CEO, and three of the other organisers had 
experience in banking. One had served as a management trainee for 
two years at a bank, two had served on local advisory boards of 
national banks and one director, who was not an organiser, had 
worked at a bank for nearly 30 years in human resources. None of the 
remaining organisers had any experience of board membership or 
executive management in a national bank.  

• The proposed President and CEO had banking experience from a 
federal savings bank in Alabama, where he had lived and worked for 
five years. The operating plan of the Security National Bank was very 
different from that of the Alabama savings bank, which operated as a 
traditional thrift. 

• The organising group was divided with regard to the overall focus of 
the Bank. Some persons saw the Bank as primarily focused on 
community development and others viewed it as a more traditional 
bank. The organising group had no consistent vision about the goal 
for generating business from LMI areas. When asked by the OCC, 
organisers’ responses ranged from 12 per cent of business derived 
from the LMI community to 85 per cent. Two organisers expressed no 
view at all on this critical issue. 

• When the organising group provided supplemental information on the 
community development focus, the group agreed on the Bank 
obtaining 30-40 per cent of its business from the LMI community in 
loans. The calculations showed, however, that the actual figure was 
20 per cent, and only after five years of operation. This level was 
similar to that of other banks operating in the market. The operating 
plan data thus did not support the intended focus on the LMI area. 
This inconsistency reflected adversely on the organising group. 

• Although the group made a good analysis of the need for financial 
services within the LMI areas of Spartanburg, the plan developed by 

 
531 Ibid. 
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the group would not effectively deliver those services. According to 
the plan, 80 per cent of loan products would come from the non-LMI 
areas. There was little detail about how the Bank would identify the 
non-LMI community’s needs and solicit its business, develop 
products and deliver services in that highly competitive market.  

• The overall lack of sufficient details on how the business plan would 
be implemented and the absence of a consistent vision on important 
issues reflected negatively on the group’s ability to develop an 
operating plan that would enable the Bank to operate successfully. 

• The planned capital of 5 million US dollars would not be sufficient in 
light of the high levels of credit risk and projected losses that were 
called for in the operating plan. Also, the Bank’s application included 
plans to open a branch in Greenville within three months after 
opening, but this venture was not accounted for in the planned capital 
levels. 

• The OCC was unable to evaluate the profitability prospects of the 
Bank, as the operating plan had so many inconsistencies and had been 
amended by supplemental material many times. 

• The weaknesses in the operating plan reflected negatively on the 
organising group’s ability to lead the operations of the Bank in a safe 
and sound manner. 

• Finally, the OCC concluded that the proposed Bank would constitute 
an undue risk to the bank insurance fund.  

6.3.5.2 Legal aspects 
The ground for denial – the failure of the organisers to demonstrate to the 
OCC that the proposed bank would have a reasonable chance of success and 
would be operated in a safe and sound manner – is based on CFR, section 
5.20 (f)(1).  All of the above points are meticulously referred to the 
corresponding provisions in the CFR.532 The decision on the Security 
National Bank case is eight pages long, including detailed reasoning of the 
OCC, although some parts are hidden. However, it is easy to follow the 
outline of arguments and how the decision is motivated. 
 The failure of the organising group to show that the Bank would have a 
reasonable chance of success and would be operated in a safe and sound 
manner is based on the points in the previous part. Just as in the Coop Bank 
case, soundness is central. Ten deficiencies are pointed out in the decision. 
The most significant failure of the organising group of the Security National 
Bank, if summarising these 10 points, is insufficient competence of the 
organising group, which represented the management of the Bank. Just as in 
the Coop Bank case, there was no consistent vision on the focus of the 
 
532 For the final point on the bank insurance fund, see CFR Title 12, Chapter XVIII, Section 
1816(5). 
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Bank’s planned business. When reading the review of the OCC, it becomes 
evident that this inconsistency depended on a significant lack of knowledge 
for most of the organisers. The various views on whether the Bank would 
engage in LMI-directed business or offer services to the whole market was 
not just a business choice about how to “brand” a bank. Choosing an LMI 
focus rendered a range of specific results, benefits and requirements. It 
meant fundamental differences to the whole structure of the business. It is 
clear that the organising group had not acquired information in order to 
design the bank charter application conclusively.  

It is also clear that the organising group was not individually competent to 
understand the consequences of choosing an LMI-targeting business line. Six 
of 10 organisers had no prior experience at all in banking business. They had 
neither been directors nor executive managers of a national bank. The OCC 
mentions that these persons, however, had expressed a commitment to 
increase their knowledge of banking laws and regulations.533 This had no 
effect on the assessments in the rest of the decision, perhaps because the lack 
of knowledge and experience proved to be so great. The insufficiency of 
competence among the organisers is very evident from the decision. It shines 
through in every aspect of the evaluation of how the authorisation 
requirements are fulfilled. The picture compiled from the decision is an 
organising group with, altogether, a great lack of knowledge, experience and 
competence to make apt banking business decisions. 

As regards the calculation of capital, there was obviously a lack of 
competence. The planned branch was not at all accounted for in a risk sense. 
The high level of competitiveness in the general market was overlooked, 
since the application stated that the Bank would specifically focus on the 
LMI area market – which it actually did not do, as was apparent when the 
OCC inquired about the exact amount of lending to the LMI sector. The lack 
of knowledge on fundamental issues rendered unfit decisions, which led to 
inconsistencies. The ambition to offer services with a community 
development focus was honourable, but the demands for competence could 
not be lowered for this reason.  

In the next section I will draw some conclusions from a law and 
economics perspective, starting with an examination of the general economic 
arguments of banking authorisation. Thereafter the Aman BNK case, the 
Coop Bank case and the Security National Bank case are analysed from a 
law and economics point of view. 

 
533 OCC Control Number: 2000-SE-01-012. Decision dated April 18, 2001, p 3. 
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6.4 Analysis 

6.4.1 Introductory remarks 

This section includes a discussion on the economic arguments of bank 
authorisation. As a regulatory technique, authorisation (to require licence or 
permit) dates back to medieval times.534 Typically, authorisation involves a 
certain set of standards. If the standards are not fulfilled, the activity cannot 
be lawfully conducted. The central function of authorisation is to ensure that 
an activity is prohibited unless the person or firm undertaking the activity is 
granted permission as a prior approval. As it is a prior evaluation, the result 
is preventive. Socially undesirable effects can be avoided by a control 
beforehand, which ensures that only activities that meet certain requirements 
are allowed.535 The question in this section is not about whether or not 
authorisation is needed in the banking sector, as this is not really a practical 
or even theoretical issue. Rather, the law and economic elaborations on bank 
authorisation add an understanding to the regulation of banks and the 
motives for regulating banks in general. The requirements related to banks in 
the authorisation procedure must be fulfilled in the continued business of a 
licensed bank. As such, bank authorisation cannot be seen as independent 
from the rest of the prudential regulation of banks. The analyses of economic 
rationales for bank authorisation in this chapter do, however, make the 
departure points for banking regulation clear, which is of value for the 
discussions in the next two chapters in the dissertation. 

In the next section, the fundamental economic arguments for bank 
authorisation as such are analysed (6.4.2). Thereafter follows a discussion of 
the case studies from a law and economics perspective (6.4.3). The 
discussions in these parts are connected to the functions of soundness and its 
normative context in the final part of the section (6.4.4), which concludes 
this chapter.  

6.4.2 The law and economics of bank authorisation 

6.4.2.1 Departure points 
Generally, as regards regulatory interventions, an evaluation from a law and 
economics perspective may use a cost-benefit measurement. The benefit of 
imposing the regulation must be higher than the cost of doing so, in order for 
the regulation to be justified in an economic sense. Authorisation in general 

 
534 A. I. Ogus, Regulation: Legal Form and Economic Theory. p. 214. 
535 The general theory of banking regulation is found in Chapter 4.  
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entails administrative costs related to the review of applications.536 Also, if 
an authorisation is delayed, costs in connection with the period without 
authorisation, so-called opportunity costs, may arise. Moreover, 
authorisation constitutes barriers to entering, for example, the banking 
market, which may imply less competitiveness. If misused, this may lead to 
welfare losses.  

In order to be able to assess whether banking authorisation is imposed in 
line with a cost-benefit measurement, the economic reasons for regulating in 
this field must be evaluated first. If these reasons prove beneficial enough, 
the potential costs of the regulation might be considered justified. As 
previously described in Chapter 4, there are four reasons according to 
economic theory to regulate a market: asymmetric information, externalities, 
public goods and monopoly. Two of these apply to the regulation of 
authorisation; such regulation may be justified to correct information deficits 
and externalities.537 I will look into both of these justifications in the next 
sections.538 

6.4.2.2 Information 
Banking is a broad term for a specific range of services, which are offered to 
the markets and to society at large. It is often difficult for a purchaser, 
consumer or end user to verify the quality of products, be they goods or 
services, in advance. Consumption is almost always necessary, but 
sometimes not even the consumption of a service provides sufficient 
information on the actual quality thereof.539 The provider of a product or 
service is an expert in relation to its clients or customers. Communicating 
indicators of quality is particularly hard in such instances. Research shows 
that in these situations, the lack of market regulation will result in the 
lowering standards of quality as regards the product or service at hand.540 A 
prior approval scheme may be needed. This is because asymmetry in 
information about the quality of goods or services will lead to diminishing 
the spread of the price for high quality and low quality; in other words, the 
price will not be differentiated in relation to the quality. If dealers cannot 
distinguish between high quality and low quality they will assume an 
average quality, including high-quality products, which means the standard 
for high quality will be lower. The price of high-quality products or services 

 
536 A. I. Ogus, Regulation: Legal Form and Economic Theory, p. 214. 
537 Ibid., pp. 216-217. 
538 The fundamental theories for general banking regulation are found in 4.3. 
539 Idem. 
540 G. A. Akerlof, The Market for “Lemons”: Quality Uncertainty and the Market Mechanism, 
pp. 488—. Akerlof was awarded the Nobel Prize in Economics in 2001 for this article; 
A. I. Ogus, Regulation: Legal Form and Economic Theory, p. 216. 
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is lower than it should be, relatively. According to economic theory, high-
quality products may disappear from the market as a result.541  

As regards banking authorisation, it is obviously a typical case of prior 
approval regulation. The question is, however: To what extent might 
authorisation and its imposition of requirements on banking services be 
motivated by reasons related to information deficits as just described? For 
many consumers, financial choices may be quite difficult to make with a 
thorough understanding and full ability to evaluate the alternatives. There is 
clearly a knowledge gap between the bank as a provider of financial services 
and its customers when these are unsophisticated clients (small savers or 
private persons not in positions of financial strength). As banks typically 
engage in deposit taking, the interests of unsophisticated clients are 
important. The information deficits would indeed be very large if there were 
no regulation guaranteeing the serious conduct of banking business. The 
authorisation regulation clarifies which financial institutions are approved 
for taking deposits or other related activities and this helps the customer 
assess the quality of different banking service providers. Authorisation of 
banks is a control of – and becomes a guarantee for – the quality which the 
legislator sees as necessary for banking business. In this sense, authorisation 
reduces information deficits and may be justified according to the economic 
arguments thereto. Of course, the validity of this argument must be related to 
the type of banking services. Some services, such as deposit taking, are quite 
easy to evaluate, primarily because of deposit guarantees. The information 
deficit for deposit taking is thus largely overbridged by regulation 
guaranteeing a certain management of this type of service.542  

Not all banking clients are unsophisticated small savers or consumers. 
Companies of various sizes, sophisticated private investors, other banks, 
large corporations, governmental bodies and whole states interact with banks 
and use their services. These clients most often lack neither information nor 
the ability to assess the quality of the service provider. For these clients, 
authorisation will not prevent the quality from diminishing in the banking 
market, since the authorisation does not add any information about the 
quality of the bank that these clients cannot already access. There is, in other 
words, no information deficit here. The question is, then: Can the economic 
argument of prior approval regulation and information deficit be decisive if a 
considerable part of the banking business is directed to clients that are not in 
a disadvantageous informational position? I would say yes, provided that the 
deficit of information is very large for those that are affected by it. This 

 
541 G. A. Akerlof, The Market for “Lemons”: Quality Uncertainty and the Market Mechanism, 
pp. 488—, 
A. I. Ogus, Regulation: Legal Form and Economic Theory, p. 132. 
542 A. Busch, Banking Regulation and Globalization, pp. 26-27; 
E. P. Ellinger et al, Modern Banking Law, pp. 45-46; 
A. Turner, et al., The Future of Finance – And the theory that underpins it, pp. 167-168. 
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analysis, which implies a cost-benefit measurement, is quite difficult to 
conduct. Of course, perhaps especially in the financial field, investors are 
exposed and may suffer as a result of wrongly provided services. The 
importance of consumer protection measures has grown enormously in the 
last decade, not least in the EU, as consumer protection is a vital part of 
creating an internal market within the Union.543 Nonetheless, the measures 
most often used to achieve consumer protection are enhanced requirements 
for disclosure and strengthened liability regimes. Arguably, the existence or 
non-existence of authorisation of financial institutions does not have a 
sufficient effect on the actual protection of consumers’ rights as to day-to-
day financial services. Even if consumers are helped by the guarantee 
provided by an authorisation, the main part of consumer protection remains, 
namely, to provide consumers with information about the bank’s individual 
financial services, for example, information on a financial product, such as a 
fund or savings account. Mandatory disclosure, requirements on financial 
advising and other requirements target this need. Even though consumers 
and other unsophisticated clients are at a disadvantage in relation to the 
banks, and might indeed benefit from authorisation as a guarantee of quality, 
the core problem for consumers is not fully remedied by authorisation but 
needs much further treatment at the individual consumer level of financial 
decision making.  

Moreover, in a situation of banking business, the client or customer 
typically confers on the bank substantial scope of discretion. This is true for 
most bank customers, small savers as well as larger companies. The bank 
must decide and provide the best solution for each client, which may well be 
beyond the client’s scrutinising, at least somewhat beyond the client’s ability 
to scrutinise knowledgably. This conferred discretion, whether small or large 
in scope, can create conflicts of interests. The service provider may, for 
financial reasons, want to provide a service that is not as beneficial to the 
client as a service the client would have chosen. This phenomenon is often 
called demand generation in economic theory.544 In the banking sector, the 
problem of demand generation is not so comprehensive, as a bank most often 
has a long-term relation with its clients. A bank has typically strong 
incentives to build trust and take good care of the discretion clients confer 
upon it. The very conduct of banking business relies on trustful bank-client 
relations. This is the case with many other types of businesses as well, even 
though banking has historically been a business quite dependent on gaining 
confidence. Also, bank-customer relations are not as fixed today they used to 
be. Today, many bank customers change banks several times during their 
lifetime and it is not unusual to use several banks for different services. The 

 
543 European Free Trade Association, Bulletin EFTA Guide to EU Programmes (2007-13), 
Consumer, published in November 2007. 
544 A. I. Ogus, Regulation: Legal Form and Economic Theory, pp. 216-217. 
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idea of staying true to one’s bank no longer applies; rather, the opposite is 
true. Banks compete in a rather mobile market these days. Even so, 
whenever a customer enters into a relationship with a bank, for a single 
engagement or for a more all-inclusive approach, the services provided by 
the bank are most often long-term in nature. Even if customers may change 
banks because they can get a better deal somewhere else, the deposit taking, 
saving, investing and other core banking activities are typically engagements 
that run over many years. Regardless of the in- and outflow of clients, 
banking entails services that typically demands long-term contracts. For this 
reason, banks do have incentives to provide their customers with services 
which are financially sustainable over a longer period of time. These 
incentives prohibit banks from abusing their clients’ trust by taking 
advantage of the discretion given to them and choosing inappropriate 
financial products.  The role of authorisation to guarantee the seriousness of 
a bank is, for this reason, not of exclusive importance when banks provide 
financial services on the ground of clients’ conferred discretion.  

From these discussions it is clear that authorisation can be justified as a 
remedy for an information deficit, but only to the extent that the regulated 
activity (banking) addresses clients that are at a disadvantage in relation to 
the bank. Since banks have clients with various degrees of sophistication, 
authorisation cannot rely only on the information deficit argument unless the 
deficit is sufficiently large for the unsophisticated clients. Clients who are at 
an information disadvantage additionally need consumer protection measures 
that specifically target the need for information on specific financial 
products, for example. Moreover, the need for quality guarantees as regards 
a bank’s discretional advantage – which indeed applies to all clients – is low 
in those instances where banks engage in long-term relations which require 
huge investments in trust. The incentive to act in the best interest of the 
client relies in these cases on the long-term relations. The informational 
deficit argument does not in itself fully show the economic rationales for 
bank authorisation. In the next part, the economic theory of externalities will 
be analysed.  

6.4.2.3 Externalities 
As the quality of a service or product may affect not only the client but also 
third parties, regulation may be required to diminish such external effects. 
Authorisation, as a prior control for entering certain businesses, may be 
justified if the problems of externalities cannot be met by any less restrictive 
regulatory techniques.545 According to economic arguments, if especially 
severe effects of certain behaviour have an impact on society at large, it is 
probable that regulation such as authorisation is necessary in order to cope 

 
545 A. I. Ogus, Regulation: Legal Form and Economic Theory, pp. 217-218. 
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with the problem. Less restrictive regulation or the market’s own structures 
may not provide sufficient incentives for a firm to take appropriate 
preventive measures.546 Most economists agree that the banking sector needs 
at least some special regulation due to the special risk exposure.547 The 
enhanced likelihood of spreading financial risk is a type of externality, which 
may justify regulation. Factors such as systemic interconnectedness and the 
nature of financial risk may turn financial problems in an individual bank 
into a concern for third parties and affect whole markets very severely. As 
described in the general theory chapter, Chapter 4, the externalities on the 
banking market are comprehensive and severe. Bank failure may lead to 
bank runs and lost confidence in the financial markets overall. Such 
incidents must be prevented. Strict and formal rules for the banking sector 
are thus in line with the public interest justification argument. There are 
justifying risks of externalities which also are of public interest to prevent.  

As initially pointed out in this section, there is really no debate about 
whether or not bank authorisation is a desirable type of regulation – it is a 
well-established type of regulation. The intention here is to clarify the 
economic rationales for the requirement of authorisation for banking 
business. Authorisation seems to find solid arguments from a negative 
externalities point of view. First, authorisation is a prior control of the 
quality of a banking business, that is, it is a control ex ante. Another 
regulatory approach would be to apply quality standards ex post together 
with monetary sanctions. This is a regulatory technique which is employed 
for most externality problems. In economic research, however, it is often 
stressed that, if it is possible to establish a prior approval system that 
excludes actors whose insufficient competence may result in high social 
costs, it is probably a more effective measure. The administrative costs are 
usually much lower for such ex ante approval procedures, where an actor can 
be assessed and any associated business risks identified in the course of a 
thorough review of the application for permission.548  

Second, authorisation is a flexible way to manage externalities in the 
banking sector. The procedures give room for discretional evaluation of 
practices that could render high risks or costs. This is especially true for 
financial services. The discretional and, in many jurisdictions, dialogue-
based supervision of financial institutions qualifies for continuous check-ups 
and regular balances off the record. Authorisation procedures have the 
 
546 Idem. 
547 A. Busch, Banking Regulation and Globalization, p. 26; 
E. P. Ellinger et al., Modern Banking Law, pp. 26-28; 
R. Cranston, Principles of Banking Law, pp. 66-67; 
J. Bessis, Risk Management in Banking, pp. 38-39. 
548 A. I. Ogus, Regulation: Legal Form and Economic Theory, pp. 217-229; 
H. M. Schooner, Central Banks’ Role in Bank Supervision in the United States and United 
Kingdom; 
R. M. Goode (ed.), Consumer Credit, p. 44. 
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flexibility to, as one leading economist stated, “nudge business away from 
practices which, though not unlawful, are generally accepted as 
undesirable”.549  

It is possible to dig even deeper into the economic theoretical debate on 
how authorisation and other formal requirements on business may be 
analysed. For example, there are discussions on the danger of making the 
authorisation procedures too strict and thus stifling business initiatives.550 
Obviously the cost of having diminished business development may reach 
the point where it is higher than the benefit of very strict requirements for 
entering the market. These discussions target the design of the authorisation 
procedures, the requirements on banking business and how the requirements 
are applied. The law and economics analysis proceeds with some reflections 
on the case studies. 

6.4.3 The case studies 

6.4.3.1 The Aman BNK case 
Finansinspektionen refers in its decision to the preparatory works to lagen 
om bank- och finansieringsrörelse and the purposes of controlling banks by 
authorisation.551 A well-functioning financial system, which is a precondition 
for the national economy at large, requires a basic quality standard in the 
businesses of the firms within the system. The authorisation procedure aims 
at examining the conditions of the firm to maintain such a quality standard. 
In the Aman BNK case, the core arguments behind bank authorisation as an 
ex ante regulation were used. The applicant bank was assessed as not 
meeting the basic conditions required to run a bank in the long term. I will 
use the arguments from the general law and economics analyses in the 
previous section to address the three areas of insufficiencies in the Aman 
BNK case: 1) the suitability of the owner; 2) the suitability of the managing 
director and; 3) the financing of the initial capital. 

1) The suitability of the owner. The examination of the qualified holders of 
a bank targets the suitability of owners to exercise significant influence over 
the management of a bank. From a company law perspective, the owners of a 
company may generally make decisions which are beneficial to themselves, 
if the company is financially sound.552 The owners of banks are restricted by 
the fact that banking is governed by many legal requirements and subject to 
strict and constant supervision. Since the regulation of banks is so extensive, 

 
549 Idem. 
550 Idem. 
551 FI Dnr 15-2711, p. 3. 
552 D. Stattin, Företagsstyrning. En studie av aktiebolagsrättens regler om ägar- och 
koncernstyrning, p. 472. 
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the decision-making of bank owners becomes associated with a need for high 
competence, discretion and judiciousness. The interests and rights of bank 
owners must be evaluated in the light of the purposes and motives behind 
banking regulation. Bank owners may not steer a bank in a particular 
direction in order to make a profit or otherwise gain benefits if the conduct 
of the business is not in line with the requirements of banking. The motives 
for regulating banks, to manage information asymmetries and prevent the 
spread of externalities in the form of systemic risk, restrict the owners’ 
decisions about a bank’s business. For this reason, owners must demonstrate 
their suitability in the sense that they must have the capacity to govern a 
bank in ways that meet the requirements related to, among other things, 
equity ratio, liquidity, risk management, transparency and soundness in other 
respects. Meeting these requirements takes precedence over seeking personal 
gain for an owner or financial benefits for the bank. The economic 
arguments for regulating banks are balanced against, and might outweigh in 
some situations, the fundamental interests of owners and shareholders in 
influencing a company. This is why the qualities of bank owners are 
scrutinised. The fact that the legal requirements on the examination of 
owners include reputation, financial strength and connection to financial 
crime connects to the economic rationales behind banking regulation. Good 
reputation and financial strength and integrity of banks’ owners are 
important characteristics that contribute to sustaining confidence in the 
banking market. As pointed out by FI in the Aman BNK case, an owner must 
have the financial capacity to contribute resources to a bank in order to 
secure the business and sustain a financially sound structure in the 
company.553 FI explicitly states that the existence of strong owners, who may 
contribute resources to the bank when needed, “is an important factor when 
it comes to sustaining the public’s confidence in the actors on the financial 
market”.554 Reputation is even more closely connected to confidence in the 
market. This discussion and explanation in the decision clearly relies on 
arguments of confidence in a market-oriented sense.  
2) The suitability of the managing director. The suitability of the person or 
persons managing the bank is also examined in the authorisation procedure. 
A proposed managing director must show sufficient insight and experience 
to participate in the management of a bank and must also be suitable in other 
respects for the assignment. The requirement for insight and experience is 
motivated by the need to ensure that banks are managed in a lawful way. A 
managing director must be experienced in business operations and 
demonstrate the qualities of proficiency and judiciousness. Owners delegate 
much of the decision making in a bank to a board of directors, which in turn 
delegates the day-to-day running of the bank’s business to one or several 

 
553 FI Dnr 15-2711, p. 4. 
554 Idem. 
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managing directors. Responsibility for running the bank and ensuring 
compliance with rules and regulations rests largely in the management 
function in a bank. The persons responsible for the management are 
examined as part of the bank’s authorisation process, based on the same 
criteria as those applied in examining the owners. Confidence in the banking 
system would quickly diminish if banks were run by managers who lack 
sufficient insight and experience. Not only would the risk of costly mistakes 
be higher if inexperienced managers were in charge, the prevalence of such 
managers would per se pose a threat to the public’s confidence in the 
banking system. This is why the election of managing directors is not only a 
matter for the owners of a bank, but also a matter for the supervisor to 
approve. Normally, if a company’s owners elect a board of directors that is 
somewhat or even completely ineffective, that decision is the problem for the 
owners to solve. In a bank, however, directors are examined by the 
supervisor beforehand due to the need to sustain confidence in the market at 
large. 

3) The financing of the initial capital. As will be presented in the next 
chapter, the requirements of capital in a bank are of central importance to 
managing risks connected to banking business.555 Research shows that 
beyond the profit-driven rationale for keeping capital in a bank, banks have 
little incentive to differentiate between small and large failures. Banks will 
not internalise the costs related to the systemic implications of the risks in 
their businesses.556 This is the reason for requiring more capital than is 
motivated by banks’ own profitability incentives. The prevalence of initial 
capital is one of the central components when authorising a bank. Capital 
requirements are directly connected to mitigating risk taking and thus 
preventing banks from failing. Arguments of confidence in relation to the 
banking market at large are valid for this type of regulation. 

6.4.3.2 The Coop Bank case 
From a financial risk perspective, an indecisive board of directors, owners 
with different views, and lack of information provided to the supervisor are 
conditions that may be readily viewed as dangerous in terms of stability. The 
reason for the supervisory measures in Coop Bank in the first place, 
however, was that the Bank had not commenced banking business according 
to its plan. It is difficult to see the same obvious risks here. Coop Bank had 
only been granted authorisation for a few months when Finansinspektionen 
started to investigate its business, or the lack thereof. It also seems very far 
from the regulation of companies in general to have such infringing effects 
connected to lack of business; for companies in most other sectors, a lack of 

 
555 This section will not include an in-depth analysis of the law and economics connected to 
capital structures in a bank. See Chapter 7 for a more detailed discussion on this theme. 
556 S. Gleeson, International Regulation of Banking, p. 21. 
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business would mainly be a problem for the owners. In the Coop Bank case, 
however, it was assessed as very serious that almost no banking was being 
carried out.  
 According to lagen om bank- och finansieringsrörelse, Chapter 15, 
Section 3, Finansinspektionen may revoke a bank authorisation if the bank 
has not commenced banking business within a year from the time of 
authorisation.557 Lack of banking business is thus a ground for revocation of 
authorisation, which might explain the early calls of Finansinspektionen in 
the Coop case. This provision is not explained anywhere in the preparatory 
works to the current or previous banking acts. It is originally derived from 
the First Banking Directive of 1977, Article 8, where it is stipulated that the 
competent authority shall withdraw the authorisation issued to a credit 
institution where such institution does not make use of the authorisation 
within 12 months.558 The Commission’s proposal of Article 8 was even 
narrower, as it proposed a six-month period.559 The reasons for this 
provision, or how the time limit was considered, are not at all mentioned in 
the EU preparatory works of the Commission or the Economic and Social 
Committee.560 In Directive 2000/12/EC,561 which amended the First and 
Second Banking Directives, the provision remained. Neither do the 
preparatory works from the Commission and the Economic and Social 
Committee offer any clue about the considerations in relation to the 
provision or the time period.562 Perhaps there are considerations of order and 
clarity behind the time limit. If a bank has not started to conduct banking 
business within one year, it is unlikely ever to start. On the other hand, many 

 
557 Paragraph 1, Section 3. Also, if banking business has not been conducted during a period of 
altogether six months, the authorisation may as well be revoked, Section 5. For such a situation, 
as for Sections 1, 3, 4 and 6 in this provision, there are obvious reasons for the grounds of 
revocation. If banking has been commenced but is not continued, there might be deposits and 
other outstanding claims which need a winding down of the bank in order to meet depositors’ 
claims. 
558 First Council Directive 77/780/EEC of 12 December 1977 on the coordination of the laws, 
regulations and administrative provisions relating to the taking up and pursuit of the business of 
credit institutions. 
559 European Commission, Proposal COM (74) 2010 final, for a Council Directive on the 
coordination of laws, regulations and administrative provisions governing the commencement and 
carrying on of the business of credit institutions, December 10, 1974. 
560 Ibid.; 
Opinion of the European Parliament: Official Journal of the European Communities, Vol. 18, No. 
C 128, June 9, 1975, p. 25; 
Opinion Economic and Social Committee: Official Journal of the European Communities, Vol. 
18, No. C 263, November 17, 1975, p. 25. 
561 Directive 2000/12/EC of the European Parliament and of the Council of 20 March 2000 
relating to the taking up and pursuit of the business of credit institutions. 
562 European Commission, Proposal COM (97) 0706 final, for a European Parliament and 
Council Directive relating to the taking up and pursuit of the business of credit institutions, 
December 15, 1997; 
Opinion of the Economic and Social Committee; Official Journal of the European Communities, 
Vol. 47, No. C 157, May 25, 1998, p. 13. 
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financial institutions are already operating financial businesses prior to their 
application for banking authorisation. These finance houses or finance 
corporations might need some extra time before starting up the actual 
banking services. There could be many circumstances that would explain a 
late start-up. Twelve months is not a very long period of time to develop a 
business. In the Coop Bank case, the enterprise had many other operational 
categories. Finansinspektionen was inspecting their business after only a few 
months. Even though it is hard to say anything with certainty about the Coop 
case, it is, in a larger perspective, curious that non-activity in the banking 
sector renders such infringing legislative and supervisory measures.  

In section 6.5.2 above, the law and economics related to bank 
authorisation in general was presented. The severe effects of realised 
externalities in the form of systemic risk spreading through the financial 
markets justify legislation in the form of prior control over who is allowed to 
conduct banking business. But what about the specific provision of 
revocation in a situation where a bank has not engaged in banking business 
within 12 months? From what I can understand, no specific externalities 
arise when a bank does not conduct banking business even though it is 
authorised to do so. The externalities connected to banking are just that – 
they are connected to the activity of banking, not the non-existence thereof. 
However, the revocation of authorisation might be explained, and perhaps 
somewhat justified as well, in another part of the regulation of banks. In the 
EU directives, the phrase concerning the revocation after a period of 12 
months is if the institution “does not make use of the authorisation”.563 This 
phrase externalises some sort of utility reasoning. This could be analysed in 
relation to the earlier restrictions in many jurisdictions, including Sweden, 
where the economic need of the market was a condition for authorisation. 
The authorisation process entailed not only an examination of the qualities of 
the applicant bank itself, but also a consideration of the economic scope for a 
new actor on the banking market. A bank had to be considered “useful for 
the public”, as the Swedish law put it.564 There was concern that 
“unnecessary” banks would distort the markets, but that concern gradually 
became outdated in the modern financial markets.565 It is probably hard to 
find a valid economic rationale for restricting the number of markets actors 
in this way.566 Due to the developments in the EU, this quantitative 
 
563 See the current provision in Directive 2013/36/EU on access to the activity of credit 
institutions and the prudential supervision of credit institutions and investment firms, Article 18. 
This wording can be compared to the Swedish and Danish equivalents, where the provisions are 
put: “if the financial business is not started within one year…” (lagen (2004:297) om bank- och 
finansieringsrörelse, Chapter 15, Section 3; lov om finansiel virksomhed (LBK nr. 174 af 
31/01/2017), Section 224).  
564 Bankaktiebolagslagen (1987:618), Chapter 2, Section 3.  
565 See e.g., the discussions in the Swedish preparatory works on account of the First and Second 
Banking Directives: Proposition 1989/90:116 om ägande i banker och andra kreditinstitut m.m. 
pp. 58-59. 
566 Proposition 1989/90:116 om ägande i banker och andra kreditinstitut m.m. p 59. 
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assessment was eventually expressly forbidden.567 Only the quality of the 
institution applying for bank authorisation should be judged. The directive 
wording to “not make use of” undeniably connects to the idea of usefulness 
as a central function in the conduct of banking business under an 
authorisation. To make use of the authorisation would be to actually conduct 
banking business and in doing so being useful. Unused authorisations would, 
with this argumentation, constitute a deviation in a system where 
authorisations are granted if the applicant bank is found useful to the public 
good. Also, imposing a time limit on authorisations indirectly raises the costs 
of applying for authorisation, since the time limit adds to the requirements on 
the applicant, namely, the requirement for a timely start-up of the business. 
Scrutinising applications of bank authorisations is costly, so a time limit on 
the actual starting of the business may constitute a tool to ensure that only 
serious applicants enter the banking market. Herein lies at least some 
economic rationale for the time limit for starting business in banking 
regulation. 

As there are no statements at all in the preparatory work, I cannot draw 
any further conclusions than this, rather speculative analysis. It is 
nonetheless clear that banks failing to start up business within one year of 
authorisation face revocation of that authorisation (legislative provisions) 
and that non-business, at least in one actual case, has been assessed as very 
serious and constituted grounds for inspection and further supervisory 
measures (the Coop Bank case). Cost aspects of dealing with authorisations 
and incentivising applicants to be serious may form an economic rationale 
for this order. Another rationale might be related to a desire to maintain 
order and clarity, or – as argued – because something of the old quantitative 
rationale in the authorisation assessment also had an effect on the 
supervisory measure of revocation.568  

6.4.3.3 The Security National Bank case 
The denial of authorisation in the Security National Bank case was based on 
the assessment of the competence of the organising group, which was found 
to be insufficient. Incompetence of the management of a bank is of course a 
typical risk that could lead to externalities, if realised. The question is 
whether economic arguments justify the application of requirements of 

 
567 See the original provision in Directive 77/780/EEC, Article 3, pargraph 3 (nb. the exemptions) 
and the current provision in Directive 2013/36/EC relating to the taking up and pursuit of the 
business of credit institutions, Article 11. 
568 The fact that the First Banking Directive introduces the elimination of quantitative 
assessments as a capital rule and also contains the wording “make use of” does not imply that the 
rationales for these provisions must necessarily correspond. In EU legislative procedures, 
especially in the early EU regulation, member states’ legal options and wording play a central role 
to the design of the final EU measure. As there are no clues as to how the 12-month rule has been 
derived it is difficult to say anything on the degree of how well reasoned this provision was. 
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competence as a prior approval for bank business. As discussed above, the 
public interest justifications may impose a need for prior approval. If 
especially severe effects of certain behaviour affect society at large, 
regulation such as authorisation may be necessary. Less restrictive regulation 
or the market’s own structures may not prove sufficient to combat the 
problem of externalities in such instances.569 Another way to regulate 
competence standards could be to apply such standards ex post together with 
a sanction of some sort. Indeed, even in current legislation the supervisors 
usually have the power to replace a bank director if he or she proves to be 
unfit for the assignment.570 Even the whole board can be replaced, if 
necessary to ensure the safe and sound management of the bank. This is a 
type of ex post regulation, aiming at mending a running bank’s deficit in 
competent managers. Such powers for the licensing authority may be 
expanded and sanctions could also be sharpened. Competence would be 
ensured without putting a lot of pressure on a perfectly fit board of directors 
or organising group at the initial stage of authorisation proceedings. A time 
frame of a few months would allow the bank to find appropriate candidates, 
if some of the initial board members or managers are not as competent as 
required. My arguments centre the analysis of whether it is justified to make 
authorisation of banking dependent on a board or management filled with 
sufficiently competent persons. The following arguments can be used. 

When applying economic arguments on requirements for competence, it is 
clear that, first, competence is indisputably needed in a bank to ensure 
soundness and thus minimise the risk of externalities. The rationale for 
regulating is, per se, at hand. Second, the ex ante – ex post discussion 
becomes a discussion on defensible remedies for revealed incompetence. 
Incompetence is revealed either in the application for a charter, or in the day-
to-day supervision once the bank is up and running. What are the benefits 
and costs of either including competence requirements in the prior approval 
of charter, or conferring sufficient powers to the supervisor to replace an 
incompetent bank director or manager after approved authorisation when the 
business is running?  

Let me start with the challenging view of extending the ex post standards 
of competence. One benefit would be that banks would have greater scope to 
appoint competent directors and managers when the business has been 
conducted for a while. The bank may get some time to become well known 
and to be seen as an attractive employer. No evaluation based on strict 
competence standards is made prior to bank approval, but the supervisor 
makes a statement as to the competence of the board and the bank may 
remedy contingent deficits in competence within a certain period of time. 
 
569 A. I. Ogus, Regulation: Legal Form and Economic Theory, pp. 227-228. 
570 See for example: Code of Federal Regulations, Title 12, Chapter I, Part 5, Subpart B, Section 
5.20 (g) (2); 
Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 15, Section 2. 
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Arguably, the incentives to start a banking business would be enhanced if the 
competence requirements were less strict. Such a system would probably 
result in a number of banks starting up but never finding suitable directors or 
managers within a reasonable time and therefore having to shut down, 
incurring significant social and administrative costs. Also, the risk of 
realisation of externalities, namely, the spread of financial risk through badly 
managed banks, could be enhanced. A well-adopted ex post regulation would 
remedy the problem of externalities, but it may presuppose an evaluation just 
as extensive as in the ex ante regulation. The costs of administration might 
therefore not be avoided by applying the standards ex post. However, ex post 
competence standards offer the benefits of flexibility and room for a 
discretional trial period during which the supervisor may let the bank 
develop its competence.  

The ex ante competence requirements, as in the current regulations in both 
the United States and the EU, are based on a view that the sound conduct of 
banking needs sufficiently competent management from the start. In the 
Security National Bank case, the OCC refers to studies showing that many 
bank failures that occurred in the 1980s and 1990s can be attributed 
primarily to poor management decisions. Deficiencies within boards of 
directors and management were the primary cause of most problems and 
failing banks.571 Management is held to be the dominant factor. The benefit 
of including strict standards of competence in the authorisation requirements 
is, from a risk perspective, that is minimises the rise of externalities through 
bank failure. Requiring that bank managers meet high standards of 
competence ensures that banks with poor management never get started 
(even if they could attract competence at a later stage).  

The costs of ex ante requirements of competence are mainly 
administrative. However, they might not be larger than the costs of ex post 
evaluation of competence as presented above. According to the public 
interest justifications, it is a good idea to use prior approval in situations 
where actors – if they are insufficiently competent – may give rise to high 
social costs and can thus be excluded. It seems that the standards for 
competence in the authorisation procedures are meant to minimise the indeed 
serious effects of poorly managed banks and the potential spread of financial 
risk. However, I like to stress, much may happen in the management of a 
bank after it begins operating. New directors can be elected and management 
can be changed, hence initial standards for competence are no guarantee for 
continuing sound management. The supervisory authority may, for this 
reason, use prior approval of directors, and also replace directors if there are 

 
571 OCC, An examiners Guide to problem Bank Identification, Rehabilitation, and Resolution 
(2001), 

OCC, Bank Failure: An Evaluation of the Factors contributing to the Failure of National Banks 
(1988). 
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deficiencies in competence. It could be argued that the legislators’ choice of 
ex ante requirements of competence in reality only plays a restricted role and 
that the day-to-day supervision of banks is what really matters. However, the 
one thing does not preclude the other. Ex ante regulation of competence is in 
line with economic arguments about prohibiting externalities and, in 
addition, is recommended in economic research according to the public 
interest justifications, since there might be very high costs connected to 
incompetent bank management. 

6.4.4 Conclusions on soundness – confidence – stability 

The law and economics analyses in section 6.4 connect the normative 
context of soundness to the theoretical underpinnings of bank authorisation. 
Section 6.4.2 deals with the two main economic rationales for regulating 
banks: information asymmetries and externalities, and their validity for bank 
authorisation. As shown in Chapter 5, regulation aiming at sustaining 
confidence can be divided into micro and macro dimensions. Bank 
customers’ confidence in an individual bank is basically motivated by 
information asymmetry (bank-customer confidence) but has implications of 
systemic importance since confidence in an individual bank is connected to 
confidence in the whole banking system (bank-market confidence). The 
latter situation renders regulatory attendance from an externalities point of 
view. As discussed, the rationale for bank authorisation has to do with the 
need to countervail both information asymmetries and externalities, even 
though the externalities arguments must be given higher importance in 
connecting authorisation to its actual purpose. The various requirements of 
soundness in relation to bank authorisation rely on an overarching normative 
context of soundness – confidence – stability, where the most relevant 
confidence is customers’ confidence in the banking system (macro 
concerns). As discussed above, bank customers’ need for appropriate 
information must be targeted with numerous other requirements for financial 
advising etc. Such requirements address the information deficit in banking 
and would be motivated from the micro application of confidence (bank-
customer confidence). Bank authorisation is clearly motivated by the need to 
achieve soundness, confidence and stability in the banking market. 
 I will now look at the law and economics evaluation of the supervisory 
decisions in this chapter and see how the discussions can be connected to the 
normative context of soundness. In the case of Aman BNK, the suitability of 
the owner and managing director and the financing of initial capital were 
found insufficient according to Finansinspektionen’s examinations. As 
evaluated, the decision in this case clearly relies on the confidence of bank 
customers in relation to the banking market. The decision is motivated from 
a clear ex ante perspective. The insufficiencies were related to the prospects 
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of successfully running a bank in the long term. The Aman BNK decision 
shows how concerns about confidence in connection to stability motivate the 
application of authorisation requirements. Fundamental concerns about 
soundness in banking, in its broad sense (soundness – confidence – stability) 
are expressed in this case. Also, the case shows the discretionary character 
of the assessment of soundness-related requirements in the field of bank 
authorisation. The unclearness related to the suitability and competence of 
the owner, the manager and the funding of the initial capital amounted to the 
denial of authorisation for the Bank. 
 In the Coop Bank case, the bank licence was never used actively by the 
Bank, since its banking business was never started. When 
Finansinspektionen made inquiries as to the Bank’s business plans, no 
information was provided. FI concluded in its decision that the soundness of 
the Bank was at stake, as the board and also the owners could not agree or 
provide information about the business or the future plans for the Bank. 
Because of these conditions, FI considered Coop Bank AB unsuitable to 
conduct banking business. The law and economics rationales for sanctioning 
banks for not beginning business have been reviewed previously. There seem 
to be no hands-on economic reasons for withdrawing authorisations of banks 
that do not conduct activities related to their licences. However, in the Coop 
Bank case, there are economic arguments regarding the insufficient 
information and indecisive owners and board of directors. Soundness was 
explicitly stated as a motivation for the withdrawal. Also in this case, the 
confidence of the banking market was central. The Bank did not have any 
customers, as the banking business had not commenced, so the concerns 
about confidence were purely market oriented in this case. The law and 
economics discussion in 6.4.3.2 adds to this apprehension, since the absence 
of any banking business and the unused authorisation seem to have been the 
reason for FI to start its investigation of the Bank. Concerns related to 
stability are important in this case. As with Aman BNK, the long-term 
conduct of banking and a future-oriented view form the departure points for 
the investigations and examinations. Banks must have stability in order to 
conduct banking in the long run. There must be potential for the bank to 
remain in business and to continually comply with the requirements of 
banking. The use of soundness in the Coop Bank decision is expressly 
connected to suitability to conduct banking. As the Bank had no customers 
of its own, the decision finds its rationales in market concerns and the 
potential for the Bank to conduct long-term, sound banking business, which 
implies stability. 
 The decision in the Security National Bank case shows the centrality of 
bank director and manager competence. The decision is based on stability 
concerns, which is evident in the explicit reference to the fact that the Bank 
would pose a threat to the bank insurance fund. Confidence in banks rests 
heavily on the persons managing the banks. Both confidence in individual 
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banks and confidence in the banking market are at stake. The normative 
context of soundness may be applied fully with regard to the requirements in 
authorisation procedures related to bank managers and directors. Soundness 
functions as a main purpose of such requirements. The purpose of 
authorisation requirements in this part is to achieve soundness – confidence 
(both micro and macro) – stability.  

The relation between “personal” soundness and institutional soundness, 
as was discussed previously in 6.2.5, is central in the authorisation of banks. 
Requirements of personal competence and responsibility seem to be the most 
central expression of soundness in this field. Additionally, it is an area where 
there have been significant changes since the financial crisis of 2008, as was 
analysed previously. The assessment of the suitability of qualified bank 
owners, directors and managers is distinctly discretionary, even though legal 
requirements determine some of the criteria. Soundness in banking is 
ensured by sound persons managing the bank’s operations. If it cannot be 
made clear that an owner, director or manager can adequately conduct sound 
banking, that unclearness is often determined to be a risk to the confidence in 
both individual banks and the banking market in general. This can be 
described as another variant of the micro-macro dualism, where the micro 
suitability (and indeed soundness) of individuals responsible for the 
management of a bank is closely linked to the macro qualities of the institute 
(the bank). Sound banking requires sound owners, directors and managers. 
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7 Operation: capital requirements 

I believe that banking institutions are more dangerous to our liberties than 
standing armies. 

Thomas Jefferson, president of the United States of America 1801-1809 

 

7.1 Introduction 
This chapter deals with capital requirements in banking. The study targets 
the second phase of banking: the operation of banking activities. It is a 
central regulatory requirement for banks to keep adequate levels of capital 
related to the risks in their businesses.572 The regulation of capital in banks 
has become increasingly harmonised on an international level, most 
significantly by the Basel Committee on Banking Supervision.573 During the 
deregulation of the financial markets in the 1970s, when rules such as 
deposit rate ceilings and restrictions on permitted banking activities were 
revoked, capital requirements became a tool to keep some regulatory control 
over banks by creating capital buffers in case of financial distress and thus 
limiting the probability of bank default.574 In recent years, the functions and 
effects of capital requirements in banks have been widely discussed in 
economic and legal research.575 Not least in the aftermath of the financial 
crisis of 2008, stricter capital requirements have been adopted as a regulatory 
response and there is a notably increased interest in the construction of 
capital requirements in banks. Capital requirements in banks and other 
financial firms have long been discussed, and much has been written on this 
subject. In order to find representative and apt material for the studies in this 

 
572 S. M. Stolz, Bank Capital and Risk Taking, the Impact of Capital Regulation, Charter Value 
and the Business Cycle, p. 1. 
573 See http://www.bis.org/bcbs/ and under 7.2.1 below. 
574 S. M. Stolz, Bank Capital and Risk Taking, the Impact of Capital Regulation, Charter Value 
and the Business Cycle, p. 1. 
575 Ibid., p. 2. 
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chapter, I have taken my departure point in the frameworks of the Basel 
Committee and, in addition, consulted text books and standard works. In 
addition, some of the thousands of academic articles about capital 
requirements have been used to complement the other reference sources. 

In this chapter I will discuss capital requirements in the banking sector. 
The purpose of the chapter is to examine how soundness is used in this field, 
and how the normative context of soundness consisting of soundness – 
confidence – stability functions related to capital requirements. The chapter 
is divided into three subchapters, starting with a presentation of the 
regulatory context (7.2).  

First, the standards of the Basel Committee and the international capital 
standards are briefly presented as a background. The use of soundness is not 
in focus here, since the Basel Accords are non-binding and consist largely of 
policy statements addressed to national legislators. Though soundness-
related content may very well be detected and discussed in the Basel 
documents, these are not normative in the sense that they are mandatory for 
banks to comply with. The presentation of the Basel Accords thus functions 
as a background and introduction to capital requirements in general. In the 
following part, though, the use of soundness is analysed in the regulations of 
capital requirements in the EU, Sweden, Denmark, the United Kingdom and 
the United States of America. The functions of soundness – confidence – 
stability are evaluated. 

As a response to the financial crisis of 2008, the Basel Committee adopted 
a framework for liquidity standards, which augment the Basel Accords on 
capital requirements.576 This regulation imposes minimum thresholds for 
liquidity in banks. Liquidity requirements are not directly connected to 
capital coverage in a bank, and the mechanisms of liquidity ratios differ from 
capital requirements. Capital and liquidity are two different parameters. For 
example, a bank may be liquid and still lack capital. Since liquidity standards 
are part of the Basel III Accord, and additionally a part of the regulation 
aiming at the operation of banks, which is the theme of this chapter, I will 
include some examinations of the regulation of liquidity, even though 
“capital requirements” as a title does not include this type of regulation per 
definition. 

In the middle section, a case study of supervisory decisions is conducted 
(7.3). Two Swedish, one Danish and one American case of supervisory 
intervention in individual banks because of capital adequacy issues, are 
studied. The third and final part includes a compiling analysis of the 
regulation and the supervisory decisions from a law and economics 
perspective (7.4). In this final analysis, the normative context of soundness 

 
576 Basel Committee on Banking Supervision: Basel III, International framework for liquidity risk 
measurement, standards and monitoring, final version published in December 2009. 
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in capital requirements gains an added dimension with the examination of 
economic arguments. 

7.2 Regulatory context 

7.2.1 Introductory remarks 

As an international initiative and response to the enhanced globalisation of 
the banking market, the Basel Committee on Banking Supervision was 
established in 1974.577 The purpose of the Committee is to set up unanimous 
minimum standards for the supervision of international banking groups and 
to foster enhanced cooperation between regulators responsible for the 
banking sectors in different countries. The standards are in the form of non-
binding recommendations (soft law), but since the Committee consists of 
very prestigious members, its standards are in practice followed by many 
countries. The Basel Committee has become very influential, and the 
combination of its importance and the lack of legal status of its 
recommendations (as well as lack of a treaty or legal agency features) has 
generated significant criticism from scholars to the effect that the Committee 
is undemocratic and technocratic.578 The first agreement was the 1975 
Concordat, concerning the sharing of information and control responsibility 
between home country and host country. The home country was responsible 
for controlling solvency, and the host country was responsible for liquidity. 
The Basel Committee’s work continued, and the 1983 Agreement 
recommended assessing capital adequacy on a consolidated basis. The 
efforts for consolidated supervision of the banking sector led to the 1988 
Capital Accord (Basel I), in which a common structure for calculating capital 
adequacy was agreed as a recommendation.579 The Capital Accord of 1988 
was transposed into two EC directives and the capital requirements thus 

 
577 The Basel Committee is a part of the Bank for International Settlements (BIS) in Basel, 
Switzerland, which is the world’s oldest international financial organization. It initially consisted 
of the central bank representatives from 10 countries, namely, Belgium, Canada, France, Italy, 
Japan, the Netherlands, the United Kingdom, the United States, Germany and Sweden. Today, 
additional members have joined the Committee from Argentina, Australia, Brazil, China, Hong 
Kong SAR, India, Indonesia, Korea, Luxembourg, Mexico, Russia, Saudi Arabia, Singapore, 
South Africa, Spain, Switzerland and Turkey. The countries are represented by their central bank 
and by the prudential banking supervisory authority if this is not the central bank. 

See E. P. Ellinger et al., Modern Banking Law, pp. 77-78; 
http://www.bis.org/about/index.htm?l=2. 
http://www.bis.org/bcbs/history.htm. 

578 See for a review: P. E. Hubble, U.S. agency independence and the global democracy deficit, 
pp. 1802—. 
579 Basel Committee on Banking Supervision: International convergence of capital measurement 
and capital standards, July 1988; 
E. P. Ellinger et al., Modern Banking Law, p. 77. 
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became binding for the member states of the European Community.580 Basel 
I was amended in 1996 to allow greater scope for banks’ own decisions on 
risk assessment methods.581 In 2004, the Basel II Accords were published. 
Three pillars sustained the agreed recommendations: minimum capital 
requirements, a supervisory review procedure and effective use of market 
discipline.582 Basel II was also implemented through Directive 2006/49.583 
 
580 Directive 2006/48/EC relating to the taking up and pursuit of the business of credit 
institutions; 
Directive 2006/49/EC on the capital adequacy of investment firms and credit institutions. 
581 Basel Committee on Banking Supervision: Overview of the amendment to the capital accord 
to incorporate market risks, January 1996;  
Directive 98/31/EC of the European Parliament and of the Council of 22 June 1998 amending 
Council Directive 93/6/EEC on the capital adequacy of investment firms and credit institutions. 
Repealed with Directive 2006/49/EC on the capital adequacy of investment firms and credit 
institutions. 
582 Pillar 1 of the Basel II Accord aims at ensuring sound internal processes of banks’ 
assessments. The core principle is capital adequacy; the assessment of the need for capital cover 
should be based on a thorough evaluation of the risks of the bank. Apart from credit risk, the 
Basel II Accord addresses interest rate risk, operational risk and liquidity risk. Banks should hold 
capital corresponding to the level of interest rate risk. For the measurement hereof, banks’ internal 
systems and a strong supervisory control are the main tools. Operational risk is, according to the 
Basel Committee, defined as “the risk of direct or indirect loss resulting from inadequate or failed 
internal processes, people and systems or from external events” (The Basel II Accords, Section 
644). Also, for operational risk assessments, different approaches may be chosen to calculate the 
regulatory capital needed. Liquidity risk, which is the risk that a given security or asset cannot be 
traded quickly enough in the market to prevent a loss, was addressed in June 2008 by the Basel 
Committee. 

The second pillar of the Basel II Accord deals with the supervisory review process, pointing 
out that supervisors are responsible for evaluating how well banks are assessing their capital 
needs relative to their risks. The risk sensitive approaches developed by the Basel II Accord allow 
banks to decide, largely on their own, how to calculate their capital requirements. Banks’ own 
internal methods for assessment are much relied upon in the regulation of minimum capital 
requirements. For this reason, disclosure requirements are central in the Basel II Accord, enabling 
supervisors to monitor banks’ internal methods for credit risk and other implementations. The 
Basel Committee also stresses the importance of effective disclosure in the view of market 
participants, being able to understand banks’ risk profiles and the adequacy of their capital 
positions. The Basel Committee has formulated four basic principles that should inspire 
supervisors’ policies. First, banks should have a process for assessing their overall capital 
adequacy in relation to their risk profile and a strategy for maintaining their capital levels. Second, 
supervisors should review and evaluate banks’ internal capital adequacy assessments and 
strategies, as well as their ability to monitor and ensure their compliance with regulatory capital 
ratios. Supervisors should take appropriate supervisory action if they are not satisfied with the 
result of this process. Third, supervisors should expect banks to operate above the minimum 
regulatory capital ratios and should have the ability to require banks to hold capital in excess of 
the minimum. Fourth, supervisors should seek to intervene at an early stage to prevent capital 
from falling below the minimum levels required to support the risk characteristics of a particular 
bank and should require rapid remedial action if capital is not maintained or restored (The Basel II 
Accords, Part 3). 

Pillar 3 of the Basel II Accord is market discipline. The potential for market discipline in 
reinforcing capital regulations and other supervisory efforts is emphasised. Safety and soundness 
in banks and financial systems are best promoted by the market demanding information and 
transparency. Since the capital requirements are established on banks’ internal methods for 
assessing risk weight assets, comprehensive disclosure is vital for market participants’ 
understanding of the link between risks and capital of an institution. The Basel II Accord thus 
recommends a number of disclosure requirements, some of them being prerequisites of 
supervisory approval. Disclosures are subject to materiality; information is material if not 
disclosing it or misstating it could change or influence the assessment or decision of any user 
relying on that information. 
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Following the financial crisis that started in 2008, the Basel Committee 
brought forward reinforced recommendations for banking supervision, for 
example, regarding liquidity risks. The new recommendations, called Basel 
III, were agreed upon on September 28, 2011.584 Basel III is implemented in 
the EU by a regulation and a directive.585 The next section contains the 
fundamental features of the Basel Accords on capital requirements. 

7.2.2 The international regulation of capital adequacy 

7.2.2.1 The functions of capital in banks 
Fundamentally, a bank’s equity is its capital, and the equity consists of the 
difference between liabilities (deposits and other debt instruments) and assets 
(loans and other investments). A simplified bank balance sheet may provide 
a basic starting point to understand the calculation of capital:586 
 
  
 
 
 
 
 
 
 
 
 
 
 
 
 

 
583 Basel Committee on Banking Supervision: Basel II, International capital framework, revised 
November 2005; 

Directive 2006/49/EC on the capital adequacy of investment firms and credit institutions. 
584 Basel Committee on Banking Supervision: Basel III, International framework for liquidity risk 
measurement, standards and monitoring, final version published in December 2009; 
Basel Committee on Banking Supervision: Basel III, A global regulatory framework for more 
resilient banks and banking systems - revised version June 2011, September 2011. 
585 Directive 2013/36/EU on access to the activity of credit institutions and the prudential 
supervision of credit institutions and investment firms; 
Regulation (EU) No 575/2013 on prudential requirements for credit institutions and investment 
firms; 

The Capital Requirements Directive and Regulation, often referred to as the CRD IV package, 
will be discussed under 7.2.5. 
586 H. M. Schooner and M. W. Taylor, Global Bank Regulation, principles and policies, pp. 10-
11. 

 

Assets       
 

Commercial Loans  €40 

Mortgage Loans   €30 

Investment Securities €20 

Other assets    €10

   

Total:      €100 

 

Liabilities 
 

Deposits                   €60 

Loans from other banks €10 

Bonds       €10 

Equity (Capital)    €20 

   

Total:             €100 
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Banks use a mixture of debt and equity to fund their operations.587 Typically, 
though, banks have very low levels of capital compared to other firms. This 
is because banks make profits by offering deposit taking, mostly payable on 
demand and protected by deposit insurance, at low interest rates, which 
render lower marginal costs of short-term debt than other firms. Banks thus 
prefer using debt over equity. The proportion of debt relative to equity is 
connected to the probability of insolvency. If the value of a bank’s assets 
declines, the capital will correspondingly decline. Large losses may absorb 
all the capital, leaving the bank insolvent. Since bank insolvency may imply 
negative externalities for the banking system and even the real economy, the 
debt/equity ratio optimal for an individual bank becomes too high from a 
social cost perspective.588 Capital, or equity, functions as a cushion between 
a bank’s assets and liabilities. The motive for the regulation of capital in 
banks is to require banks to hold more capital than would be necessary if 
only the private costs of insolvency were considered. Capital requirements 
for banks attempt to internalise the external costs of bank failures.589 

7.2.2.2 Capital ratios 
The Basel I Accord of 1988 set out standards for internationally active banks 
to hold capital for credit equal to at least 8 per cent of weighted assets. This 
is called the Cooke ratio for credit risk: 

 
risk weight × value of asset = capital 

 
Assets are weighted according to a scale measuring the risk from zero to 100 
percent. Assets are divided into four categories with different risk weights 
depending on the type of counterparty: states (0 per cent), banks and 
municipalities (20 per cent), residential mortgage-backed loans (50 per cent) 
and other, such as private businesses (100 per cent). The regulatory capital 
under the Basel I Accord is then calculated as the product of the asset in 
relation to its risk weight and the credit risk ratio of 8 per cent. For example, 
a mortgage, backed by property, must be covered by capital by 50 per cent. 
This means a capital base equal to half of the regulatory capital requirement 
of 8 percent, which is 4 per cent capital of the asset value. The capital ratio 
can be simplified with the calculation:590 
 

 
587 On basic bank operations, see 3.3.2. 
588 On banking theory and externalities, see 4.3. 
589 See further on the value of firms related to capital structures: F. Modigliani and M. Miller, The 
Cost of Capital, Corporation Finance and the Theory of Investment, pp. 261–297 and M. C. 
Jensen, A Theory of the Firm, pp. 110-111. 
590 Basel Committee: International convergence of capital measurement and capital standards, 
July 1988; 

 J. Bessis, Risk Management in Banking, pp. 227-231. 
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        50 % × 8% × loan value = capital 
 
The Basel I Accord provided for a simple calculation of credit risk. The 
simplicity was its major strength; however, its guidelines were not risk-
sensitive enough.591 The Basel I Accord was thus amended in 1995-96, with 
a measure for weighing market risk. The work with improved calculations of 
risk-weighted capital led to the implementation of the Basel II Accords.592 
The calculation of capital is covered in Pillar 1, where the asset classes are 
modified compared to Basel I. There are five main asset classes in Basel II: 
corporate, banks, sovereign, retail (individuals and small and medium-sized 
enterprises) and equity.  

The capital held by a bank must be of a certain quality. The Basel I 
Accords introduced two tiers of capital which remained much the same in 
the Basel II Accords. Tier 1 capital, also called core capital, is composed of 
shareholders’ equity593 and disclosed reserves.594 Tier 2 capital, or 
supplementary capital, may consist of undisclosed reserves, revaluation 
reserves, general loan-loss reserves, hybrid (debt/equity) capital instruments, 
and subordinated debt. Tier 2 capital is not allowed to exceed 100 per cent of 
Tier 1 capital as a contribution to the total capital.595 The Basel Accords 
ensure a uniform definition of capital. The quality of capital is of great value 
at times when the capital buffers need to be used due to stressed market 
conditions. As a response to the financial crisis starting in 2008, the Basel 
Committee put forward a revised international capital framework, the Basel 
III Accord,596 which among other things addressed the enhancement of the 
quality of capital in banks. 

7.2.2.3 Assessment approaches 
The capital calculation takes as its departure point the asset class and varies 
according to different assessment approaches. Basel II introduced several 

 
591 There was, for one thing, no differentiation between different private corporations, which of 
course could range from very risky to highly rated financially. Also, there was no differentiation 
between credit risk portfolios with different degrees of diversified risks. 
592 New rules for making credit risk capital charges more risk sensitive were adopted, recognising 
various forms of credit risk mitigation, adding capital requirements to operational risk and 
detailing the supervision of the banking sector; 

Basel Committee on Banking Supervision: International Convergence of Capital Measurement 
and Capital Standards, A Revised Framework Comprehensive Version, June 2006; 

J. Bessis, Risk Management in Banking, pp. 232-266. 
593 Issued and fully paid ordinary shares or common stock and perpetual non-cumulative 
preference shares. 
594 Created or increased by appropriations of retained earnings or other surplus, e.g., share 
premiums, retained profit, general reserves and legal reserves. 
595 Basel Committee on Banking Supervision: Basel II, International capital framework, revised 
November 2005, pp. 18-20. 
596 Basel Committee on Banking Supervision: Basel III, A global regulatory framework for more 
resilient banks and banking systems, December 2010. 
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approaches to capital calculation, which further developed the capital 
requirements regulation. Pillar 1 in Basel II contains three approaches to the 
calculation of minimum capital requirements. Banks may select which of 
these approaches best fits them. The standardised approach is used only for 
banks that have no eligible credit rating system. Here, risk weights are based 
on external credit assessments made by rating agencies. The reliance on 
credit ratings is a distinctive feature of Basel II and was motivated by the 
need to make capital more risk sensitive.597  The counterparties are given risk 
weights according to the ratings. A majority of corporations are not 
externally rated, and for these a 100 per cent risk weight is proposed. This is 
interesting to compare to, for example, corporations rated below BB- on a 
credit rating scale, which are given the risk weight of 150 per cent. The 
credit rating scale ranges from AAA as the highest rating to D as the lowest. 

Unrated counterparties thus render lower capital charges than do low-rated 
entities. In order to adjust this discrepancy, national supervisors are given 
flexibility to adjust the risk weights in cases where this otherwise becomes 
inconsistent. The two other approaches, the foundation approach and the 
advanced approach, use internal ratings assigned by the bank to all 
counterparties and are therefore called internal ratings based frameworks. 
The capital charge is calculated as the risk weight of each asset class. For 
some assets the foundation approach should be used and for others the 
advanced approach is used. The main difference between these two is that, 
under the foundation approach, banks rely to a greater extent on supervisory 
estimates, while under the advanced approach they provide their own 
estimates in many more aspects. Supervisory approval is needed for any of 
the internal ratings based framework.  

Regardless of the approach used, the Basel II Accord stipulates eligible 
credit risk mitigations, which are transaction-specific features that mitigate, 
or reduce, the credit risk of the transaction. Such credit risk mitigations can 
include the possibility to choose collateral on trading with cash or securities, 
the prevalence of third-party guarantees and the use of credit derivatives 
when trading.  

In summary, capital calculation under the Basel II Accord begins with the 
asset class and differs according to the approach chosen. In the standardised 
approach, risk weights are supervisory, depending on external ratings when 
applicable. In the foundation approach, risk-weighted functions depend on 
all credit risk components and differ by asset class. In the advanced 
approach, the rules are simpler because banks have the flexibility of using 
their own estimates, both for the inputs of risk-weighted functions and for 
credit risk mitigation. 

 
597 J. Bessis, Risk Management in Banking, p. 233. 
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7.2.2.4 Basel III 
The Basel III Standards are built upon the Basel II Accord.598 The purpose of 
the new instruments is to deal with the negative cross-border externalities 
created by global systemically important banks, improving the ability of the 
banking sector to absorb shocks in times of stressed financial and economic 
conditions, improving risk management and governance and strengthening 
banks’ transparency and disclosures. The assessment methodology for global 
systemically important banks is formed on an indicator-based approach and 
comprises five broad categories: size, interconnectedness, lack of 
substitutability, global (cross jurisdictional) activity and complexity. The 
new framework covers both micro-prudential and macro-prudential 
elements. As a whole new feature to capital requirements regulation, Basel 
III introduces two global liquidity standards. The rules of the Basel III 
Accord are implemented step by step and are supposed to be fully applied by 
December 31, 2019. The Basel III Accord includes:  

1) Improved rules for capital. Basel III prescribes strict criteria on banks’ 
own funds with the purpose of enabling the effective use of these funds to 
absorb losses in times of stress. The objective is to raise the quality, 
consistency, and transparency of banks’ regulatory capital base.   

2) More balanced liquidity. Basel III imposes more scrutiny on the 
management of cash flows and liquidity in banks. The purpose is to ensure 
that sufficient cash is available in stressed market conditions. An observed 
problem during the crisis was the lack of liquid assets and funding. For this 
reason, two minimum thresholds for funding liquidity are included in the 
Basel III Agreement and will be implemented fully by 2018 and 2019. First, 
a liquidity coverage ratio is introduced with the purpose of promoting the 
short-term resilience of banks’ liquidity risks. The requirement is imposed in 
order to ensure a sufficiently high quality of liquid resources so that a bank 
may stand strong during an acute stress scenario lasting 30 days. The second 
threshold is the Net Stable Funding Ratio, which aims at incentivising banks 
to use, over a longer time horizon, more stable sources of funding. The ratio 
is imposed relative to the assets and needs at the banks and with a time 
horizon of one year. 

3) Leverage ratio. In case the calculated risk weights of Basel II contain 
errors, if models contain errors, or if new products are developed and risk 
weights are not measured precisely, a traditional back-stop mechanism is 
introduced in Basel III which limits the growth of the total balance sheet as 
compared to available own funds. This mechanism also helps prevent the 
build-up of excessive leverage in the system as a whole. The leverage ratio 
complements the risk-based requirements according to Basel II. The 
requirement of the leverage ratio is related to a capital measure and a total 

 
598 Basel Committee on Banking Supervision: Basel III, A global regulatory framework for more 
resilient banks and banking systems - revised version June 2011, September 2011. 
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exposure or assets measure, which are drawn up and calibrated by the Basel 
Committee.  

4) Counter-party credit risk. Basel III enhances risk weights for what is 
called counterparty credit risk in relation to derivatives contracts and for 
central counterparties (CCPs). A derivative is a financial instrument whose 
value depends on another instrument, another underlying value. The crisis 
revealed that exposures and losses related to derivatives trading could be 
material. This has been considered a justifying reason for specific treatment 
of derivatives contracts in the supervisory framework of Basel III. A CCP 
facilitates trading in European derivatives and equities markets; it can be a 
clearing house, often operated by the major banks in the country, or a 
function at a stock exchange. The central counterparties bear most of the 
credit risks connected to clearing market transactions. 

5) Conservation buffer. The conservation buffer is a fixed target buffer of 
2.5 per cent meant for a specific objective, namely to prevent the situation 
where collapsing banks must be recovered by capital injections in the form 
of taxpayers’ money. The total required capital level is increased 
substantially (risk-weighted capital base plus conservation buffer plus 
countercyclical buffer, see below) and Basel III requires, moreover, that the 
capital be covered by instruments of much higher quality than before. 

6) Countercyclical buffer. This refers to a buffer that is built up in good 
times and used in economic downturns. The countercyclical buffer is created 
to stabilise the supply of credit in an economy. Requiring a higher buffer in 
good times prevents exposures from building up in an excessive way due to 
credit becoming very cheap when risk profiles seem safe. Conversely, in 
hard economic times when risk profiles show more and more expected 
losses, this extra buffer can be used to prevent credit from becoming very 
expensive and banks from reducing their exposures in an excessive way. It is 
necessary to base these buffers on how each national market functions, since 
dynamics can be very different across different markets. 

The Basel III standards are much more complicated than previous 
standards, and there is criticism that it will be hard to assess whether a bank 
is compliant with the new framework.599 The additional ratios and 
assessment methods will inevitably put higher demands on banks as well as 
supervising authorities and regulators. Not least, the liquidity coverage ratio 
and the leverage ratio are controversial, and widely discussed.600 

This chapter continues with an in-depth analysis of the EU capital 
requirements, with the specific objective of examining the use and functions 
of soundness in Regulation 575/2013. 

 
599 K. Lannoo, The forest of Basel III has too many trees. 
600 See notes 645-647. 
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7.2.3 Capital requirements in the EU 

7.2.3.1 Generally on the regulation of capital requirements 
The Basel Accords, with their recommendations for internationally active 
banks, were fully enacted as EU law for all banks within the Union. The 
Capital Requirements Directives 2006/48 and 2006/49 were implemented in 
the member states from January 2007.601 The overarching goals of the EU 
capital regulation are to ensure continuing financial stability, maintain 
confidence in financial institutions and protect consumers.602 The proposal to 
the implementation of Basel III stresses the need to restore financial stability 
after the financial crisis.603  

The Commission proposed in 2011 that the Basel III Accord be transposed 
into a new directive together with a regulation, which would replace the 
earlier EU Capital directives. The so-called CRD IV package entered into 
force in July 2013.604 The rules for capital requirements are covered in the 
EU Regulation, directly applicable and binding for all member states. It 
comprises 488 Articles, of which some need national implementation in the 
member states. The Regulation will follow the pace of the Basel 
developments and become fully implemented in 2019.605 The EU is the first 
jurisdiction where the new Basel framework is being transposed into binding 
law.606 In addition to implementing the Basel III standards, the CRD IV 
package introduces a number of additional changes to the banking regulatory 
framework. For example, it indicates that credit institutions need to reduce 

 
601 Directive 2006/48/EC relating to the taking up and pursuit of the business of credit 
institutions; 

Directive 2006/49/EC on the capital adequacy of investment firms and credit institutions. 
602 See e.g., the Preambles, Directive 2006/48/EC relating to the taking up and pursuit of the 
business of credit institutions and Directive 2006/49 on the capital adequacy of investment firms 
and credit institutions. 
603 European Commission, Proposal COM (2011) 452 final, for a Regulation of the European 
Parliament and of the Council on prudential requirements for credit institutions and investment 
firms, July 20, 2011, pp. 1-2. 
604 Directive 2013/36/EU on access to the activity of credit institutions and the prudential 
supervision of credit institutions and investment firms; 
Regulation (EU) No 575/2013 on prudential requirements for credit institutions and investment 
firms. 
605 European Commission, Proposal COM (2011) 453 final, for a Directive of the European 
Parliament and of the Council on the access to the activity of credit institutions and the prudential 
supervision of credit institutions and investment firms and amending Directive 2002/87/EC of the 
European Parliament and of the Council on the supplementary supervision of credit institutions, 
insurance undertakings and investment firms in a financial conglomerate, July 20, 2011; 
 European Commission, Proposal COM (2011) 452 final, for a Regulation of the European 
Parliament and of the Council on prudential requirements for credit institutions and investment 
firms, July 20, 2011. 
606 European Commission, MEMO/11/527, CRD IV – Frequently Asked Questions, Brussels, July 
20, 2011. 
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their reliance on external credit ratings. There is a requirement that all banks’ 
investment decisions be based not only on ratings but also on their own 
internal credit opinion. Banks with an essential amount of exposure in a 
certain portfolio should develop internal ratings for that portfolio instead of 
relying on external ratings for the calculation of their capital requirements. 
Also, the CRD IV includes a mandatory systemic risk buffer for globally 
systemically important banks. Member state supervisors may additionally 
impose such buffers for other institutions that are assessed as systemically 
important at the national or EU level.607 

There is much less room for national options and discretionary solutions 
with the CRD IV. In order to achieve full harmonisation, member states are 
allowed to apply stricter requirements only where these are justified by 
national circumstances (e.g., real estate), or needed on financial stability 
grounds, or because of a bank’s specific risk profile. Also, a single rule book 
has been adopted, which for the first time would create a single set of 
harmonised prudential rules which banks throughout the EU must respect.608 

The coming sections contain an examination of the use and functions of 
soundness – confidence – stability (the normative context of soundness) in 
the capital-adequacy-related provisions two EU instruments: Directive 
2013/36/EU and Regulation 575/2013 on prudential requirements for credit 
institutions and investment firms.609 

7.2.3.2 Soundness in Directive 2013/36 
Soundness is used in many instances in Directive 2013/36, many of which 
were examined in Chapter 6. As regards capital requirements in the 
Directive, there are a number of Articles using soundness as a parameter. 

• Sound, effective and comprehensive strategies. In Article 73 it is 
stipulated that “Institutions shall have in place sound, effective and 
comprehensive strategies and processes to assess and maintain on an 
ongoing basis the amounts, types and distribution of internal capital 
that they consider adequate to cover the nature and level of the risks to 
which they are or might be exposed.” 

• Sound and well-defined criteria. Article 79 sets out standards for 
credit granting, which has direct relevance to the calculation of capital 

 
607 Directive 2013/36/EU on access to the activity of credit institutions and the prudential 
supervision of credit institutions and investment firms, Articles 133 and 134; 
The systemic risk buffer targets 14 institutions in the EU, according to the criteria set up by the 
Financial Stability Board. See European Commission, Capital Requirements - CRD IV/CRR – 
Frequently Asked Questions, Brussels, July 16, 2013. 
608 The Single Rulebook of the European Banking Authority, available at: 
http://www.eba.europa.eu/regulation-and-policy/single-rulebook. 
609 Directive 2013/36/EU on access to the activity of credit institutions and the prudential 
supervision of credit institutions and investment firms; 
Regulation (EU) No 575/2013 on prudential requirements for credit institutions and investment 
firms. 
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in a bank. Credit granting should be based on sound and well-defined 
criteria, and the process for approving, amending, renewing and 
refinancing credits must be clearly established. 

• Sound capital base. Institutions that benefit from government 
interventions are mandated to keep a sound capital base (Article 93). 
A “sound and strong capital base” is also one of the requirements in 
relation to variable remuneration (Article 94 and Article 104 (g)). 

• Sound management. According to Article 97, the supervisory review 
and evaluation should comprise the determination of the competent 
authorities of whether the arrangements, strategies, processes and 
mechanisms implemented by institutions and the own funds and 
liquidity held by them ensure a sound management and coverage of 
their risks. 

• Sound internal methodologies. Article 98, paragraph 2, includes that 
“competent authorities shall regularly carry out a comprehensive 
assessment of the overall liquidity risk management by institutions 
and promote the development of sound internal methodologies. While 
conducting those reviews, the competent authorities shall have regard 
to the role played by institutions in the financial markets. The 
competent authorities in one Member State shall duly consider the 
potential impact of their decisions on the stability of the financial 
system in all other Member States concerned.” 

7.2.3.3 Soundness in Regulation 575/2013 
Soundness is explicitly used 31 times in Regulation 575/2013. I will relate 
soundness in the Regulation to its functions in each instance, in order to 
examine the context of soundness in the central piece of EU legislation on 
capital requirements. 

• Prudential soundness is used in Recital (42), Recital (50) and Article 
105. Prudential soundness and risk sensitivity are two necessary 
qualities of the rules of credit risk and the rules of securitisation 
activities and investments (Recitals 42 and 50). The valuation of all 
trading book positions of credit institutions must achieve “an 
appropriate degree of certainty, having regard to the dynamic nature of 
trading book positions, the demands of prudential soundness and the 
mode of operation and purpose of capital requirements in respect of 
trading book positions” (Article 105). Credit institutions are 
responsible for particularly ensuring these qualities of trading book 
valuation. 

• Principles of sound management are referred to in Recital (60). The 
management of exposures incurred by a credit institution to its own 
parent undertaking or to other subsidiaries of its parent undertaking 
must be carried out in a fully autonomous manner. The principles are 
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referred to as standards which the competent national authorities must 
apply in such cases. Further, the management of the risk of excessive 
leverage must be sound (Article 511, paragraph 3 (c)). 

• Safe and sound derivatives markets. Treatment of counterparty credit 
risk and requirements for bilateral derivatives contracts form “an 
integral part of the Commission's efforts to ensure efficient, safe and 
sound derivatives markets” (Recital 87). 

• Sound remuneration policies. “Good governance structures, 
transparency and disclosure are essential for sound remuneration 
policies.” Adequate transparency requires that information about 
remuneration policies be held available to all stakeholders (Recital 
97).  

• Uniform soundness standard. In Recital (101), a liquidity coverage 
requirement is set out. Liquid assets should be available at any time to 
meet the liquidity outflows. It is explained that “liquidity needs in a 
short term liquidity stress should be determined in a standardised 
manner so as to ensure a uniform soundness standard and a level 
playing field.” Sound liquidity management is also referred to in 
Article 419, paragraph 3. Related to quantitative standards, it is set out 
in Article 322, paragraph 2 (a), that an “institution shall calculate its 
own funds requirement as comprising both expected loss and 
unexpected loss, unless expected loss is adequately captured in its 
internal business practices. The operational risk measure shall capture 
potentially severe tail events, achieving a soundness standard 
comparable to a 99,9 % confidence interval over a one year period.” 

• Sound banking structures. Recital (115) states that the diversity of 
business models of institutions in the EU must be taken into account, 
and therefore certain long-term structural requirements such as the 
“net stable funding ratio” and the leverage ratio “should be examined 
closely with a view of promoting a variety of sound banking structures 
which have been and should continue to of service to the Union’s 
economy” (sic). 

• Sound stress testing processes are required for the assessment of 
capital adequacy by Article 177.  

• (Conceptually) sound and implemented with integrity. Various 
standards in Regulation 575/2013 use the phrasing “sound and 
implemented with integrity” or ”conceptually sound and implemented 
with integrity”, or other similar expressions. In Article 144 it is related 
to the institutions’ systems for managing rating credit risk exposures. 
In assessing the requirements of own funds, Article 186 (d) states that 
“mapping of individual positions to proxies, market indices, and risk 
factors shall be plausible, intuitive, and conceptually sound”. The 
Regulation sets out standards for the use of an internal models 
approach and requires the institutions to have in place a system for 
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managing the risks which is conceptually sound and implemented with 
integrity (Article 221, paragraph 4 and Article 368, paragraph 1). 
Internal models must be “adequately validated by suitably qualified 
parties independent of the development process to ensure that they are 
conceptually sound and adequately capture all material risks” (Article 
369, paragraph 1). In an internal model, it is additionally required that 
“correlation assumptions” be supported by analysis of objective data 
in a conceptually sound framework (Article 374, paragraph 2). The 
system for measuring correlations must be sound and implemented 
with integrity, if an institution should be allowed to use “empirical 
correlations” within or across risk categories (Article 221; paragraph 
5, Article 322, paragraph 2 (d) and Article 367, paragraph 3). The 
criteria for determining whether an internal model is sound and 
implemented with integrity are specified by EBA (paragraph 9). Also, 
capital assessments made with an internal model must be consistent 
with the required soundness standard (Article 455). Moreover, the 
employment of other methods for calculating exposures is met with 
similar requirements on the systems. Article 283 requires the 
competent authorities to verify that the systems for the management of 
counterparty credit risk are sound and properly implemented by the 
institution. Further, an institution has to establish and maintain a 
counterparty credit risk management framework consisting of policies, 
processes and systems which has to be conceptually sound, 
implemented with integrity and documented (Article 286).  

• Sound administrative and accounting procedures and adequate 
internal control mechanisms. Article 393 relates this requirement to 
identifying, managing, monitoring, reporting and recording all large 
exposures and subsequent changes to them. According to Article 185 
(e) and Article 188 (e), institutions must have sound internal 
standards. Additionally, Article 209, paragraph 3 (a) requires 
institutions to have in place a sound process for determining the credit 
risk associated with receivables. Here, the institutions must in some 
instances also review credit practices to ascertain their soundness and 
credibility. 

• Sound and well-defined criteria are required in credit granting (Article 
408).  

• Sound and effective manner. According to Article 320 (f), internal 
validation processes of institutions must operate in a sound and 
effective manner. 
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The capital requirements in the CRD IV package contain numerous 
references to soundness, as just presented.610 Similar to the authorisation 
requirements in Directive 2013/36, soundness functions as a qualitative 
standard for individual bank management. Many aspects in the CRD IV 
Directive and Regulation are targeted with a requirement of soundness. As 
seen above (5.2 and 6.2.2), prudential soundness, sound and prudent 
management and sound administrative and accounting procedures are 
frequent expressions in EU banking law and also in the area of capital 
requirements. A reoccurring theme of the various soundness contexts in the 
CRD IV package is risk management and the structures related to risk 
management in a bank. Enhanced risk sensitivity has been one the major 
objectives in reforms of capital requirements (see 8.2.2). Risk sensitivity is 
central in a bank’s choice of valuation models, which directly impacts the 
calculation of capital. In the CRD IV Directive and Regulation, soundness as 
a requirement on risk management in banking business is related to 
securitisation activities, investments, trading book positions, large and risky 
exposures, derivatives contracts, counter-party credit risk, credit granting and 
internal validation processes and methodologies. By using soundness as a 
standard for risk management, soundness becomes connected to ensuring 
sufficient risk sensitivity in a bank’s valuation models, exposures and 
contracts – as in the business overall. Sound risk management would 
arguably be equal to management which regards risk connected to banking in 
a sufficient and accurate manner. Soundness thus functions as an expression 
of the overall purpose of capital requirements.  

Soundness also functions as a structural requirement in the CRD IV 
package. Remuneration policies must be sound, which presupposes “good 
governance structures, transparency and disclosure” (the Regulation, Recital 
97) and a “sound and strong capital base” (the Directive IV, Article 94 and 
Article 104 (g)). According to the Regulation, Recital (101), liquidity needs 
should be “determined in a standardised manner so as to ensure a uniform 
soundness standard and a level playing field”. The soundness standard is also 
regulated by the Regulation Article 322, paragraph 2 (a), where operational 
risk measure is required to “capture potentially severe tail events, achieving 
a soundness standard comparable to a 99,9 % confidence interval over a one 
year period.” These structural requirements are quantitative ones, setting out 
standards related to uniformity and statistics and calculations related to 
security in banks’ business operations.  

Soundness functions as an overarching quality requirement on the 
structures of a bank’s capital management. This resembles the way 
soundness is used in the previous chapter on authorisation, where soundness 
 
610 See also Commission Delegated Regulation (EU) 2015/61 of 10 October 2014 to supplement 
Regulation (EU) No 575/2013 of the European Parliament and the Council with regard to 
liquidity coverage requirement for Credit Institutions, Article 19, paragraph 2: “sound liquidity 
management”. 
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to a large extent targets the qualities of directors and managers in a bank. By 
ensuring certain qualities such as competence, experience and integrity of the 
persons influencing and managing a bank, the quality of the business in itself 
may be controlled. Similarly, by requiring sound structures and systems in a 
bank, the soundness of the actual business is sustained. Again, soundness 
functions as a connective concept for both the means of regulation (sound 
systems/management) and the objectives of regulation (sound banking).  

7.2.4 Sweden 

Regulation 575/2013 is directly applicable in Sweden and other member 
states in the EU.611 This means that the central rules on capital requirements 
are found in EU legal acts and not in national law. In Sweden, the CRD IV 
Directive and Regulation is implemented and complemented by lagen 
(2014:968) om särskild tillsyn över kreditinstitut och värdepappersbolag, 
lagen (2014:966) om kapitalbuffertar, and förordningen (2014:993) om 
särskild tillsyn och kapitalbuffertar. The competent Swedish authority is 
Finansinspektionen, which issues binding complementary rules and general 
guidelines regarding capital requirements.612 Detailed capital adequacy rules 
are found in Kontracykliskt buffertvärde (FFFS 2014:33), Tillsynskrav och 
kapitalbuffertar (FFFS 2014:12) and Krav på likviditetstäckningsgrad och 
rapportering av likvida tillgångar och kassaflöden (FFFS 2012:6). The rules 
implement the EU Regulation in the parts that need national 
complementation and follow the development on an international level at the 
Basel Committee.  
 For Swedish law, the CRD IV package contain the most central rules in 
the area of capital adequacy, including provisions on soundness. The 
functions of soundness in the CRD IV Directive and regulation have been 
examined in the previous section, and constitute part of Swedish law. The 
complementing legislative Acts, Ordinances and Rules by 
Finansinspektionen, contain no explicit rules on soundness. In order to 
analyse how soundness and its normative context are used in a more specific 
Swedish legal perspective in relation to capital requirements, I have 
consulted the preparatory works to the two Swedish laws implementing and 
complementing the CRD IV package (lagen (2014:968) om särskild tillsyn 
över kreditinstitut och värdepappersbolag, lagen (2014:966) om 
kapitalbuffertar).613 I will examine a specific discussion in the preparatory 
works which connects soundness to a central issue of risk management in 
banking, namely the enhanced requirements on liquidity in banks. 
 
611 EU regulations are legal acts defined by Article 288 of the Treaty on the Functioning of the 
European Union. Regulations have general application, are binding in their entirety and directly 
applicable in all European Union member states. 
612 The regulatory code of Finansinspektionen is the series FFFS. 
613 Regeringens proposition 2013/14:228, Förstärkta kapitaltäckningsregler. 
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Liquidity requirements have been in focus as a result of the financial crisis of 
2008.614 In Directive 2013/36, member states’ competent authorities are 
mandated to assess whether any imposition of a specific liquidity 
requirement is necessary to capture liquidity risks to which an institution is 
or might be exposed. On the basis of this Article, it was considered necessary 
to adopt a new provision in Sweden which would give Finansinspektionen 
powers to decide on a specific liquidity requirement. The requirement should 
be imposed on a credit institution which, after an assessment, would prove to 
be in need of additional capital in order to capture liquidity risks to which the 
institution is or might be exposed.615  

The preparatory works discuss the interpretation of the proposed provision 
by referring to Article 97, paragraph 3 of Directive 2013/36. According to 
this Article, the competent authority shall determine whether the liquidity 
held by the institutions ensures a sound management and coverage of their 
risks. The Swedish Government points out the reference in the Article to 
systemic risks, and states that: 

 
In order for an institution to hold sufficient liquidity from a real economy 
perspective, it needs liquidity which covers both the risks that the institution is 
exposed to (the risk of failure) and the risk it poses to the financial system and 
the real economy (the effect of failure).616 

 
According to the Government, Article 97 in the Directive 2013/36 aims at 
managing “both these aspects of risk”.617 It is concluded in the preparatory 
works that Finansinspektionen, on the basis of the proposed provision on 
specific liquidity requirements, should also pay attention to the risk an 
institution poses to the financial system.  

The discussion of the specific liquidity requirement, which was adopted in 
lagen (2014:968) om särskild tillsyn över kreditinstitut och 
värdepappersbolag, Chapter 2, Section 3, connects to the normative context 
of soundness. Sound management is explicitly used in CRD IV Directive to 
include systemic risks and institutions’ imposition of risks to the financial 
system in the regulation of liquidity requirements. The two types of risks 
discussed in the Swedish preparatory works connect to the micro-macro 
dualism of the taxonomy which was established in Chapter 5. First, the risks 
the institution is exposed to (the risk of failure) can be connected to bank-
customer confidence. A bank must hold liquidity in order to meet its 
contractual obligations and to cover for its exposures, otherwise it may fail. 

 
614 See 7.2.2.4 on the liquidity standards of Basel III.  
615 Regeringens proposition 2013/14:228, Förstärkta kapitaltäckningsregler, p. 230; 

The new provision is found in lagen (2014:968) om särskild tillsyn över kreditinstitut och 
värdepappersbolag, Chapter 2, Section 3. 
616 Regeringens proposition 2013/14:228, Förstärkta kapitaltäckningsregler, p. 230. 
617 Ibid. 
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Second, the risk an institution poses to the financial system and the real 
economy (the effect of failure) is another type of risk and can be connected 
to bank-market confidence. If liquidity levels must be raised to prevent a 
bank from failing, such intervention is necessary. Otherwise the confidence 
in the whole banking system is at stake, which may cause the liquidity 
problems to spread and become a systemic threat. The two types of risks are 
of course, like the micro-macro dimension of the taxonomy, closely linked 
together. The realisation of both risks may cause severe disruptions in the 
financial markets and need regulatory attendance due to stability concerns. 
Sound management as regards liquidity requirements thus connects to 
confidence in individual banks (micro) and in the banking system (macro), 
which is of direct relevance to financial stability. 

I will now proceed to a comparative outlook into Danish, British and 
American regulation. 

7.2.5 Comparative outlook 

7.2.5.1 Denmark 
The Danish capital requirements regulation is found in the current lov om 
finansiel virksomhed, where the rules of the CRD IV Directive and 
Regulation are implemented.618 Finanstilsynet has the main supervisory 
responsibility for capital requirements compliance and has issued guidelines 
for capital adequacy.619 The guidelines aim at setting up clear boundaries for 
the decisions of credit institutions as regards capital standard 
implementations. As the Danish rules on capital adequacy correspond to the 
CRD IV package, and there is not much room for national variation in terms 
of substantial law, I choose to make a comparative outlook on a supervisory 
method for assessing banks’ solvency which is found in the Danish capital 
requirements legislation. In December 2012, the Danish parliament 
Folketinget agreed upon new rules for determining the solvency requirement 
for banks. These new rules entered into force on January 1, 2013.620 
Finanstilsynet had, up until then, applied two methods for solvency 
assessment: the credit reservation method and the probability method.621 

 
618 Lov om finansiel virksomhed (LBK nr. 174 af 31/01/2017), Sections 124-143; 
See also Bekendtgørelse om opgørelse af risikoeksponeringer, kapitalgrundlag og solvensbehov, 
BEK nr 295 af 27/03/2014. 
619 Lov om finansiel virksomhed (LBK nr. 174 af 31/01/2017), Section 344; 
Finanstilsynet, Vejledning om tilstrækkelig basiskapital og solvensbehov for kreditinstitutter, 
November 27, 2015. 
620 Lov nr. 1287 af 19/12/2012 om ændring af lov om finansiel virksomhed, lov om 
værdipapirhandel m.v., lov om betalingstjenester og elektroniske penge og forskellige andre love.  
621 Kreditreservationsmetoden and sandsynlighedsmetoden; 
Finanstilsynet, Vejledning om tilstrækkelig basiskapital og solvensbehov for kreditinstitutter, 
January 18, 2010; 
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Briefly, the credit reservation method is applicable in cases where the 
minimum solvency requirement of 8 per cent of risk-weighted assets covers 
the ordinary risks in a bank. Such a bank may, however, be exposed to 
enhanced risks in specific areas, typically in the credit area. If the 8 per cent 
requirement would not cover the credit risks, an additional solvency 
requirement is imposed.  

The probability method was used for banks that employ their own 
calculations of the losses that would realise if a row of less probable events 
should occur simultaneously. Such events would include large credit losses, 
diminished earnings and losses related to securities. The solvency 
requirement in the probability method equals the capital that covers the 
losses expressed as a percentage of risk-weighted positions. The method is 
not related to the 8 per cent requirement, but starts at 0 per cent, and includes 
all types of risks that have to be covered by capital.622 

The new method, which is called the 8 + method, resembles the credit 
reservation method. It entails that in addition to the minimum solvency 
requirement of 8 per cent of risk-weighted assets, Finanstilsynet will add 
risks and conditions which are outside of the ordinary risks covered by the 
minimum solvency levels. Ordinary risks are assumed to be included in the 8 
per cent requirement, and the assessment of Finanstilsynet targets the extent 
of exposure to additional risks in a bank. If there are additional risk 
exposures, these will be addressed with extra solvency requirements. The 
new method thus includes all types of additional risks, even though credit 
risks are still the main risk areas.623 For some banks, the 8 + method 
amounted to stricter application of solvency requirements. One example of 
this is the solvency requirement applied to Tønder Bank, a Danish bank that 
eventually filed for bankruptcy. The case is analysed in the next chapter, on 
bank trauma (see 8.3.5). In this case, Finanstilsynet required a solvency of 
13.5 per cent by applying the probability method. If the credit reservation 
method had been applied, the solvency requirement would have amounted to 
18.4 per cent.624  

According to the law comments on the new rules on solvency 
requirements, the examination of the need to impose additional capital to 
cover risks that a bank is or might be exposed to should include a 
consideration of the assessment of systemic risk.625 The all-comprising 

 
M. Fritsch and T. L. Melskens in J. Putnis, The Banking Regulation Review, p. 199. 
622 Finanstilsynet, Vejledning om tilstrækkelig basiskapital og solvensbehov for kreditinstitutter, 
January 18, 2010, pp. 19-23. 
623 T. Brenøe, et al., Lov om finansiel virksomhed – med kommentarer, p. 570. 
624 News letter, Kromann Reumert, Ny tilgang til håndhævelse af solvenskrav, tilsyn med 
fast-sættelse af referencerenter mv., December 20, 2012. 
625 Lovbemærkningerne (Bem L 133), Forslag til lov om ændring af lov om finansiel virksomhed 
og forskellige andre love. Gennemførelse af kreditinstitut- og kapitalkravsdirektiv (CRD IV) og 
ændringer som følge af den tilhørende forordning (CRR) samt lovgivning vedrørende SIFI'er m.v., 
Til nr. 64, p. 120; 
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method in Danish law of assessing risk exposures in banks shows the 
functions of the reforms in the capital requirements regulation. It connects to 
sound bank management and the taxonomy of soundness – confidence – 
stability. Not only risks related to anticipated losses in a bank’s business, as 
were captured by the previous probability method, but all risks, including 
systemic risks, must be accounted for in a bank’s capital requirements.  

7.2.5.2 United Kingdom 
The cooperation in the EU and the Basel Committee on Banking Supervision 
contributed to the enhanced uniformity in the British banking regulation. 
Capital requirements as such are mentioned in general terms in Financial 
Services and Markets Act 2000 (FSMA), Schedule 6, where it is required of 
banks and other financial institutions to keep resources that are adequate in 
relation to the regulated activities of the institution.626 The actual legislation 
regarding capital requirements in the United Kingdom is the Capital 
Requirements Regulations of 2006, which implemented the EU Capital 
Adequacy Directive.627 The Regulations of 2006 have been amended and 
complemented by a number of new Statutory Instruments, which have not 
least implemented the EU capital requirements.628 The regulations contain 
the main structures for capital adequacy monitoring by setting up the 
framework for the competent regulator of the financial services industry in 
the United Kingdom. A large number of the substantial capital requirements 
and detailed rules for assessment methods are also implemented into the 
PRA Rulebook and the FCA Handbook.629  

With the enactment of the EU Regulation on capital requirements, the 
rules on capital requirements are highly consistent throughout the European 
Union. It is difficult to find variations in the national rules and regulations in 
this area which would add to the examinations on the functions of soundness. 
As I did in discussions on the Swedish and Danish systems, I will make a 
few remarks on the supervisory methods and structures in the United 
Kingdom in order to make some useful points on the functions of soundness.  

In the United Kingdom, regulatory competence of issuing and 
implementing rules on capital adequacy has been transferred from the 
government department level, for example, from the financial ministry, to a 
regulatory body with powers to adopt binding rules targeting most of this 
area. With this system, the supervisory responsibility of monitoring capital 
adequacy in banks is placed on the Prudential Regulatory Authority (PRA).  

 
T. Brenøe, et al., Lov om finansiel virksomhed – med kommentarer, p. 570. 

626 Financial Services and Markets Act 2000, Schedule 6, paragraph 4. 
627 Statutory Instrument (S.I.) 2006/3221. 
628 S.I. 2010/2628, S.I. 2012/917, S.I. 2013/3115, S.I. 2013/3118, S.I. 2014/894, S.I. 2015/19. 
629 PRA Rulebook, Capital Buffers; 
FCA Handbook, General Prudential Sourcebook, GENPRU 2.1 1 Calculation of capital resources 
requirements. 
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The PRA focuses its work on Principles relating to prudential supervision, 
which initially belonged to the Principles for Businesses of the former 
British financial supervisor, the Financial Services Authority (FSA).630  
These high-level principles – replaced in 2014 by the PRA under the title 
Fundamental rules – underpin the regulatory framework of financial services 
in the United Kingdom. The principle relating to prudential supervision that 
is considered most central is the financial prudence principle, which states 
that “a firm must at all times maintain adequate financial resources”.631 This 
and the other Fundamental rules are high-level rules. The purpose of these 
rules is to “collectively act as an expression of the PRA’s general objective 
of promoting the safety and soundness of regulated firms”.632 The PRA’s 
objective of promoting safety and soundness has been discussed in 5.4.2.633 
Capital requirements target the crucial need for banks to maintain adequate 
financial resources. It is directly connected to the objective of the supervisor 
to promote safety and soundness. Soundness functions, quite evidently from 
this context, as an overarching objective of the prudential regulation of 
banks’ capital. The black-letter rules of capital adequacy relate to the 
financial prudence principle, which is held to be the most fundamental rule 
for the PRA. This shows the centrality of capital requirements in its 
connection to the outermost aim of achieving a safe and sound banking 
market. Soundness has an objective-driven function in the area of capital 
requirements. Or, one could say that capital requirements express safety and 
soundness in a central way. The requirements of adequacy, financial 
prudence, and the supervisory (or prudentially regulatory) context in the 
United Kingdom capital adequacy regulation add to the understanding of 
how soundness functions in the regulation of banks.  

7.2.5.3 United States of America 
In 2010, the Dodd-Frank Wall Street Reform and Consumer Protection Act 
was adopted. The reform contains several provisions relating to capital 
requirements for American banking institutions, for example, requiring 
regulators in the United States to impose more stringent capital requirements 
on American institutions. Section 171 of the Dodd-Frank Act, commonly 
referred to as the Collins Amendment, imposes risk-based and leverage 
capital standards.634 The Collins Amendment requires that the American 
federal banking agencies prescribe minimum leverage capital requirements 

 
630 PRA Rulebook, Fundamental Rules. 
631 PRA Rulebook, Fundamental Rules, 2.4. 
M. Fritsch and T. L. Melskens in J. Putnis, The Banking Regulation Review, p. 858. 
632 The Prudential Regulation Authority’s approach to banking supervision. March 2016, p. 8. 
633 Financial Services and Markets Act (FSMA) 2000 (as amended by the Financial Services Act 
2012 and the Financial Services (Banking Reform) Act 2013), Chapter 2, 2B (2). 
634 Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Pub.L. 111–203, H.R. 
4173). 
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and minimum risk-based capital requirements on a consolidated basis for 
insured depository institutions, bank holding companies, savings and loan 
holding companies and non-bank financial companies supervised by the 
Federal Reserve. These requirements exceed the Basel III standards, for 
example, regarding the requirements of risk-weights to certain assets. 
Generally, American legislation on capital requirements has followed the 
Basel Accords, although it has not always implemented them to the full.635 
The more detailed American provisions of capital adequacy are found in the 
Regulations of the Federal Deposit Insurance Corporation (FDIC).636 The 
FDIC is the competent regulatory authority for any depository institution 
(savings banks, commercial banks, savings and loan associations and credit 
unions) that is legally allowed to accept monetary deposits from consumers 
and that has applied for and been granted deposit insurance by the FDIC. 
Any depository institution which is engaged in the business of receiving 
deposits other than trust funds may become an insured depository 
institution.637 The FDIC has backup supervisory authority over all 
institutions with deposit guarantee schemes. Capital adequacy is one 
regulatory requirement which the FDIC imposes on all insured deposit 
institutions. The FDIC has broad supervisory powers to examine, bring 
enforcement actions and impose sanctions. 

Soundness is used on several occasions in American legislation on capital 
requirements. Title 12 of the Code of Federal Regulations (the Regulations 
of the FDIC), Subpart A, Part 325.1, stipulates (author’s emphasis): 

 
/…/ The FDIC is required to evaluate capital before approving various 
applications by insured depository institutions. The FDIC also must evaluate 
capital, as an essential component, in determining the safety and soundness of 
state nonmember banks it insures and supervises and in determining whether 
depository institutions are in an unsafe or unsound condition. /…/ 

 
635 The FDIC capital rules were not as strict and comprehensive as the Basel Accords, which were 
implemented according to a bifurcated approach in the United States. Under this approach it is 
only large, internationally active American banks with more than 250 billion dollars in total assets 
or with foreign exposures greater than 10 billion dollars that are required to qualify for and 
implement the Basel rules. The Basel II Accord was for this reason only applied to a limited 
number of banks in the United States. Moreover, the American banks targeted by the Basel capital 
requirements were not permitted to adopt any of the less advanced alternatives for calculating 
capital charges for credit risk and operational risk. They must follow the internal ratings-based 
frameworks, which impose high demands on the institution’s own elaboration of calculation 
methods (see 7.2.2.3 above). The potential of the Basel rules to leave the choice of assessment 
methods to the banks does thus not exist in the United States. The reason for this way of 
implementation was that American authorities found the advanced approaches of capital 
assessments to be the greatest potential benefit of Basel II. The costs for including all banks were 
also considered high relative the prospective benefits. Another reason to leave out the scope of 
flexibility for banks was to prevent institutions from choosing implementation options to 
minimise regulatory capital charges (R. Herring, The Rocky Road to Implementation of Basel II in 
the United States, p. 10). 
636 Code of Federal Regulations, Title 12, Chapter III, Subchapter B, Part 325: Capital Maintenance. 
637 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873), Section 5 (a). 
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Section 325.4 elaborates on this, and is titled Inadequate capital as an unsafe 
or unsound practice or condition (author’s emphasis): 

(a)  General. As a condition of federal deposit insurance, all insured depository 
institutions must remain in a safe and sound condition.  

(b)  Unsafe or unsound practice. Any bank which has less than its minimum 
leverage capital requirement is deemed to be engaged in an unsafe or unsound 
practice /…/. 

(c)  Unsafe or unsound condition. Any insured depository institution with a 
ratio of Tier 1 capital to total assets that is less than two percent is deemed to be 
operating in an unsafe or unsound condition /…/ 

Section 325.4 (b) refers to possible actions by the FDIC in cases of unsafe or 
unsound practice, which is defined as a bank keeping less than the minimum 
leverage capital required of it. A bank is required, under US banking 
regulation, to be “adequately capitalised” by having a minimum leverage 
capital of a ratio of Tier 1 capital to total assets of not less than 4 per cent.638 
This provision includes powers to issue cease and desist orders or temporary 
cease and desist orders.639 A cease and desist order establishes, after a certain 
proceeding with hearings and investigations, a requirement for the 
depository institution to cease and desist from the violation or unsafe or 
unsound practice and to take affirmative action to correct the conditions 
resulting from any such violation or practice.  

Section 325.4 (c), which sets out a threshold for operating in an unsafe or 
unsound condition, refers to the action of the FDIC to terminate an 
institution’s insured status under Section 8(a)(2) in the Federal Deposit 
Insurance Act (the FDI Act). The requirement on a bank’s Tier 1 capital ratio 
to total assets is 4 per cent, similar to the special leverage ratio 
requirement.640 Actions of involuntary termination of insurance are 
uncommon. Generally, the FDIC only uses this action when other 
administrative actions have been ineffective and an institution is in imminent 

 
638 Code of Federal Regulations, Title 12, Chapter III, Subchapter B, Part 325.3: Minimum 
leverage capital requirement. For highly rated institutions, the minimum requirement is 3 per cent, 
see Part 325.3 (b)1. 
639 See Section 8 (a), 8(b)(1) and/or 8(c) of the Federal Deposit Insurance Act; 
Provision 325.4 includes an exception: “Except that such a bank which has entered into and is in 
compliance with a written agreement with the FDIC or has submitted to the FDIC and is in 
compliance with a plan approved by the FDIC to increase its Tier 1 leverage capital ratio to such 
level as the FDIC deems appropriate and to take such other action as may be necessary for the 
bank to be operated so as not to be engaged in such an unsafe or unsound practice will not be 
deemed to be engaged in an unsafe or unsound practice pursuant to Section 8(b)(1) and/or 8(c) 
of the Federal Deposit Insurance Act (12 U.S.C. 1818(b)(1) and/or 1818(c)) on account of its 
capital ratios.” 
640 Code of Federal Regulations, Title 12, Chapter III, Subchapter B, Part 325.3: Minimum 
leverage capital requirement. 
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danger of failure.641 A termination of an institution’s insured status means 
that the institution is no longer allowed to receive deposits.642 Provision 
325.4 also sets out the general empowerment of the FDIC to take 
enforcement action against a bank with capital above the minimum 
requirement, if it is appropriate considering the specific circumstances. 

Section 325.4 of  the  Regulations of the FDIC  thus defines certain  
capital  levels  as  unsafe  or  unsound  practices  or conditions. The section 
is divided into practices (b) and conditions (c), of which (c) contains the 
more severe infringement. If a bank is assessed to have unsafe or unsound 
practices, the leverage capital level has shrunk below the minimum 
requirement and the FDIC may impose a cease and desist order. If a bank is 
deemed to have operated its business in an unsafe or unsound condition and 
the general Tier 1 capital is two percentage points below the minimum level, 
the FDIC may terminate the insurance of that bank. Soundness, again 
connected to safety, which was addressed in 5.4.3, plays a central role in the 
US capital requirements. It functions as a threshold and is related to a bank’s 
practice or condition. A practice or a condition may be unsound, and thereby 
imply various actions by the regulator. As regards capital requirements, these 
are specified as to what capital levels and what ratios are deemed unsound 
related to practice or condition. Soundness, or rather, in the area of capital 
requirements, unsoundness, is in American law an explicit expression of 
(in)adequate capital in banks. The title to the relevant section concludes the 
functions of soundness; it is about inadequate capital as an unsafe or 
unsound practice or condition.  

The context of soundness in this area is the deposit insurance and the 
regulation of the FDIC. The need to achieve a stable banking market by 
guaranteeing the deposits in banks is a fundamental regulatory solution to the 
externalities problem of systemic risk spreading due to diminished 
confidence in the banking sector. Requiring certain levels of capital 
expresses soundness in a context clearly characterised by stability concerns. 
A discussion on the economic arguments of capital requirements will 
continue in 7.4. The next section compares and reflects on capital 
requirements in legal instruments and the functions of soundness. 

 
641 Federal Deposit Insurance Corporation, RMS Manual of Examination Policies, Formal 
Administrative Actions (7/16), 15.1, p. 5. Available at:: https://www.fdic.gov/regulations/ 
safety/manual/.  
642 See FDIC Rules and Regulations, Subpart F, Rules and Procedures Applicable to Proceedings 
for Involuntary Termination of Insured Status. 



  
218 

7.2.6 Conclusions and reflections on capital requirements 

7.2.6.1 Conclusions on the use of soundness 
Capital requirements have become increasingly comprehensive and strict. 
This is a result of enhanced cooperation internationally, which has been 
spurred on by the financial crisis in 2008. The technical complexity of 
capital adequacy rules has grown. The standards of the Basel Committee 
have led the way in this respect, introducing various assessment models and 
control mechanisms. As described above, the Basel standards have been 
implemented rapidly in a comprehensive and maximising way in the EU. 
 The functions of soundness in capital requirements can be compared to the 
corresponding functions in the first phase of banking in this study: 
authorisation. The main function of soundness in that area was concluded to 
be a quality requirement targeting bank directors, managers and also large 
owners. Enhancing soundness on a personal level has also been in focus after 
the financial crisis of 2008. In the capital adequacy area, soundness is used in 
a similar approach. Here, banks’ systems of risk management are central. 
Sound structures for risk assessments vouch for the sustainment of 
confidence of customers to each bank and to the bank system. Risk 
sensitivity has therefore been a major issue to refine in the capital adequacy 
regulation. Also, additional ratios for risk weights has been adopted, where 
the post-crisis inclusion of liquidity and leverage are two. These are 
discussed in the next part.  

7.2.6.2 Reflections on the developments 
One new and important aspect of the recent developments related to capital 
requirements and risk weighing in banking is the use of liquidity and 
leverage ratios as prudential references, in addition to capital, which was the 
only reference earlier. This means that the ambition after the financial crisis 
of 2008 has been to include the whole balance sheet of banks in the 
regulation. The regulation has become multi-dimensional. This is of course 
in line with the ambition to limit the growth of the total balance sheet as 
compared to available own funds. I will elaborate on the meaning of this new 
approach further.  

The liquidity coverage requirement targets the need for banks to hold 
sufficient liquid means, that is, cash or other assets that can be quickly 
converted into cash with no or little loss of value. During the crisis, many 
firms were short of liquidity and, as is often described, “the market dried 
up”643. The new rules require a more intense management of liquidity and 
also the availability of sufficient liquid means in order to tackle stressed 

 
643 European Commission MEMO/13/690, Capital Requirements - CRD IV/CRR – Frequently 
Asked Questions, July 16, 2013. 
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market conditions. The national authorities have some flexibility in the 
application of these requirements, and the European Banking Authority644 
will make observations over a period of time on the effects of the liquidity 
coverage requirement. Liquidity regulation is a widely discussed type of 
regulation.645 There are many and varied ways to regulate liquidity in 
banks.646  

The leverage ratio is an additional, also rather controversial, regulatory 
tool for supervisors.647 When a bank’s assets exceed its capital base it is 
levered, which means that leverage is an inherent part of banking activity. 
The financial crisis showed that credit institutions and investment firms did 
not adequately match their on- and off-balance sheet items with their capital 
base.648 The idea behind the leverage ratio regulation is to reduce excessive 
leverage by bringing institutions' assets more in line with their capital. In this 
way destabilising deleveraging processes might be mitigated. Since the 
leverage ratio is a new tool with the Basel III Accords, it was agreed that 
data and experience must be gathered before the tool’s impact can be 
estimated more precisely. For this reason, the leverage ratio is not introduced 
as a binding measure in the EU provisions, but the national supervisors may 
judge whether or not the leverage ratio of a particular institution is too high 
and whether that institution should hold more capital as a consequence.649 

The new capital standards are much more complicated than previous 
standards. There is criticism that it will be hard to assess whether a bank is 
complying with the new framework.650 The additional ratios and assessment 
methods will inevitably put higher demands on banks as well as supervising 
authorities and regulators. It remains to be seen how the liquidity coverage 
and leverage ratio will function. The development is nonetheless very clear; 
regulation moves towards comprising additional ratios and there is an 

 
644 About the European Banking Authority, see 4.2.1.3. 
645 C.A.E. Goodhart, The Regulatory Response to the Financial Crisis, pp. 11-12; 

A. W. Hartlage, The Basel III Liquidity Coverage Ratio and Financial Stability; 
W. A. Allen, et al., Basel III: Is the Cure Worse than the Disease?; 
D. W. Diamond and R. G. Rajan, Liquidity Risk, Liquidity Creation and Financial Fragility: A 

Theory of Banking. 
646 For a review on some solutions on liquidity regulation, see A. W. Hartlage, The Basel III 
Liquidity Coverage Ratio and Financial Stability. 
647 A. Demirgüç-Kunt, E. Detragiache, O. Merrouche, Bank Capital: Lessons from the Financial 
Crisis; 

D. G. Mayes and H. Stremmel, The Effectiveness of Capital Adequacy Measures in Predicting 
Bank Distress; 

C. Rugemintwari, The Leverage Ratio as a Bank Discipline Device. 
648 Off-balance sheet items are assets or liabilities which do not appear on the bank’s balance 
sheet, for example, an operating lease or securitised debt. Typically, the bank is not the recognised 
legal owner of, or directly responsible for, off-balance sheet items. Off-balance sheet items have a 
credit risk and are dealt with by the Basel standards. 
649 European Commission MEMO/13/690, Capital Requirements - CRD IV/CRR – Frequently 
Asked Questions, July 16, 2013, p. 23. 
650 K. Lannoo, The forest of Basel III has too many trees. 
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ambition to include banks’ whole balance sheet when measuring and 
supervising risks in them. 

Another development in capital requirements is the new countercyclical 
buffers that are introduced by Basel III. Banks are required to build up a 
buffer in good times that can be used in bad times. In this way, the supply of 
credit is stabilised by preventing the excessive build-up of exposures if credit 
becomes very cheap when risk profiles seem safe. When risk profiles show 
more and more expected losses and an economic downturn is coming up, the 
buffer can be used to prevent credit from becoming very expensive. Also, 
banks are prevented from reducing their exposures excessively. Regulatory 
capital must be measurable for individual institutions in advance and must 
relate to their own business. It would, for example, be very difficult to 
impose a sanction on an individual bank due to capital shortages in the 
banking sector in general. The countercyclical buffers in Basel III try to 
amend this problem by imposing buffer requirements aiming at this very 
situation – where the economy at large faces financial difficulties – on 
certain conditions determined in advance. Thus the buffers and requirements 
are legally enforceable and foreseeable for the banks. The countercyclical 
buffers are a good example of the increased focus on macro-prudential 
concerns as a result of the financial crisis of 2008. The systemic risk buffers 
in CRD IV and the conservation buffer in Basel III have similar objectives, 
to create a cushion of buffered funds to mitigate or manage failures in the 
banking sector during times when the markets are stressed.  

The next section contains case studies of capital requirements related 
supervisory interventions in four banks. 

7.3 Case study 

7.3.1 Introductory remarks 

The coming section will contain a study of cases where banks have been 
sanctioned due to breaches of capital requirements. In contrast to the 
previous case study in Chapter 6, there are a great number of cases related to 
insufficient capital or deficiencies related to the capital adequacy regulations. 
Of these cases, there are very few – if any – that exclusively deal with capital 
adequacy. From my studies I have noted that, mostly, breaches of capital 
requirements lead to supervisory interventions when there are also other 
deficiencies in the business. Insufficient capital is often the result, or 
anticipated result, of shortcomings in the leadership of the directors or 
manager, lack of routines or bad risk management. The case selection relates 
to the fact that I have found no supervisory intervention that has been 
motivated from purely capital insufficiency reasons. For this reason, I have 



  
221

aimed to find cases with as explicit capital requirements breaches as 
possible.  
 Also, I need to point out the relation to the third part of my study: Chapter 
8, about bank failures. In that part, the aim is to discuss how severe and 
comprehensive shortages in banks’ business, in the management or the 
capital structure result in their business ceasing or failing. Lack of capital 
and breaches of capital requirements may very well be a reason for failure, 
which may have consequences such as withdrawal of authorisation, 
bankruptcy, or takeover by or merger with another bank. Such worst-case 
scenarios will be dealt with in the third part. In this part, situations of 
everyday banking business are presented, where the continuance of the bank 
per se is not immediately at stake. The study targets how capital 
requirements are applied and sanctioned in banks’ running businesses. As 
previously pointed out, capital requirements is a central instrument in 
controlling banks’ risk taking. For this reason, it is interesting to see how 
banks navigate through the myriad rules and what happens if they fail to 
comply. The case studies are included to enhance understanding of the 
regulation of banks, as it becomes more nuanced to also study cases where 
banks have survived, even after a shortcoming in capital management. To 
only study where banks have failed would give an impression that the 
regulation hits only where failure is the only available option. The study of 
capital requirements cases will hopefully add to my later discussions on how 
soundness functions in the regulation of banks. 

7.3.2 Case method 

As with the previous case study, I take 1988 as my departure point when 
searching for cases.651 Regarding the Swedish cases, Finansinspektionen was 
set up in 1991 and has access to the relevant decisions only from that point 
on. I have reviewed all interventions of Finansinspektionen regarding banks’ 
running businesses from January 1, 1991, to August 31, 2016. Many of these 
interventions target inadequate credit management, uncontrolled risk taking, 
management deficiencies and related issues, which of course may have 
implications for the capital of the bank. When studying these cases, I have 
tried to find decisions where capital requirements are central to the 
intervention. I have found two especially interesting cases that will serve the 
purpose of exemplifying my analysis of capital adequacy rules. 
 As for Denmark, Finanstilsynet has done me the courtesy of sending a 
selection of decisions where interventions have been motivated by, inter alia, 
capital adequacy reasons. Of these cases, I have chosen one case that will 
illuminate the discussions in the next sections. 

 
651 See above, 6.3.2. 
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As in the previous chapter, I have not been able to access specific rulings or 
decisions from the Prudential Regulatory Authority or the Bank of England 
in the United Kingdom.652 

In the United States, supervisory decisions on national banks are found in 
an OCC and OTS653 database, showing there are at least a few thousand 
cases related to capital adequacy and risk management. Of these, there are 
hundreds of cases where capital adequacy is specifically addressed and 
where the interventions led to further actions by the OCC or OTS.654 From a 
brief review, it seems that many of the cases are similar in structure, 
substantial discussions and measures ordered by the competent authority. In 
order to select cases, I have looked through the instances where the 
supervisory order Prompt Corrective Action Directive (PCAD) has been 
used. Banks subject to such directives are required to take actions or to 
follow proscriptions that are required or imposed by the OCC, under Section 
38 of the FDI Act.655 About 90 PCAD decisions related to capital adequacy 
exist in the OCC and OTS databases. With a view to shedding some light on 
the discussions later in this chapter, I have chosen what was at the time of 
my search the most recent PCAD decision from the OCC, where capital 
adequacy is the central issue, and will use it to illustrate the supervision of 
capital adequacy in American banks. This is a case from April 2014.656 I 
have briefly examined around 50 of the PCAD decisions and have concluded 
from this review that the chosen decision is representative as regards its 
contents, facts and statements. 
 Regarding the case study in general, the method used and the judicial 
value of the cases, I refer to my previous elaborations in 2.4.  

7.3.3 The case: Länsförsäkringar Bank 

7.3.3.1 Case study 
On February 16, 2012, Finansinspektionen issued an adverse remark and 
imposed an administrative fine of SEK 10 million on Länsförsäkringar Bank 
AB.657 Finansinspektionen intervened because the Bank had insufficient 
internal governance and control, mainly related to a lack of resources at the 
compliance function of the bank. The bank management, which is 

 
652 E-mail correspondence of September 25, 2014. Dnr JUR 2015/159. 
653 Office of Thrift Supervision. The OTS was a United States federal agency chartering, 
supervising and regulating all federally chartered and state-chartered savings banks and savings 
and loans associations. On October 19, 2011, the agency ceased to exist and was merged with the 
OCC, FDIC and other federal agencies. 
654 http://apps.occ.gov/EnforcementActions/. 
655 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873), Section 38. 
656 Prompt Corrective Action Directive 2014-035. Decision on April 1, 2014. 
657 FI Dnr 11-1021. 
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responsible for ensuring that the business is in line with applicable rules and 
regulations, had not increased the resources for the compliance department 
during a time period where the Bank had expanded its business massively. 
The internal auditors had remarked on the lacking resources since 2008. 
These organisational deficiencies were considered severe.  
 In addition, the Bank had reported an incorrect capital requirement for 
credit risk during 2007-2009, due to incorrect calculations of the risk weight 
for agricultural exposures. I will focus on this part of the case in the coming 
review and discussions. 

Applicable rules for the capital requirements calculations were found in 
lagen (2006:1371) om kapitaltäckning och stora exponeringar658 and 
Finansinspektionen’s Regulatory Code, FFFS 2007:1, Regulations and 
general guidelines governing capital adequacy and large exposures.659 
According to the general principle in these regulations, exposures with 
collateral in real estate other than accommodation estate, such as agricultural 
exposures, are to be calculated at a risk weight of 100 per cent.660 In 
connection to an approval of Länsförsäkringar Bank using an Internal 
Ratings Based (IRB) Approach for household exposures in January 2007, all 
asset classes on the balance sheet were inserted into exposure classes and 
risk weights. Agricultural exposures with collateral in real estate were 
included in the exposure class “Exposures with collateral in real estate”, 
which had risk weights of 35 per cent or 75 per cent (depending on the 
degree of mortgaging) according to FFFS 2007:1.661 None of the agricultural 
exposures was classified according to the general principle with 100 per cent 
risk weight. 

The reasons for the decision were as follows: 
 

• According to the Bank, the lending portfolio was of small value 
during 2007-2009. Additionally, the portfolio had the character of 
family-owned agriculture. Since the lending portfolio had much in 
common with accommodation estate exposures, the agricultural 
exposures were equally classified as such. Finansinspektionen 
referred in the decision to its Code, which stipulates how to define 
accommodation estate.662 The rules are detailed and exhaustive. It is 
clear that agricultural exposures cannot be referred to the exposure 

 
658 The Act was repealed in 2014 by lagen (2014:969) om införande av lagen (2014:968) om 
särskild tillsyn över kreditinstitut och värdepappersbolag. 
659 FFFS 2007:1, Föreskrifter och allmänna råd om kapitaltäckning och stora exponeringar. The 
Code was repealed in 2014. 
660 Lagen (2006:1371) om kapitaltäckning och stora exponeringar, Chapter 4, Section 5; 
FFFS 2007:1, Föreskrifter och allmänna råd om kapitaltäckning och stora exponeringar, Chapter 
16, Sections 20-21, 23. 
661 FFFS 2007:1, Föreskrifter och allmänna råd om kapitaltäckning och stora exponeringar, 
Chapter 16, Section 24. 
662 Ibid., Chapter 16, Section 25. 
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class of accommodation estate. FI established that there is no scope 
to except agricultural exposures from the 100 per cent risk weight 
requirements, even if there are many similarities to accommodation 
estate or if the lending portfolio is small at the time.  

• The Bank also added correcting capital adequacy reports, showing 
the difference between its actual capital requirements and the capital 
requirement that would have been reported if the calculations had 
been made according to the general principle. The Bank showed that 
the lower capital requirement was not fully used because of certain 
floor rules. These rules require an institution to successively diminish 
the total capital requirement by a maximum of 80 per cent of the 
capital requirement the institute used prior to the IRB method. The 
application of the floor rules resulted in the actual capital being 
sufficient, regardless of the incorrect reporting of risk-weighted 
assets regarding agricultural exposures. FI agreed that the Bank 
would not have had the need for additional capital, even if the 
calculation of the capital requirements had been correct. FI 
concluded, however, that the fact of incorrect reporting over three 
years in itself constituted a severe infringement by the Bank. Correct 
reporting is of fundamental importance to analysts, investors, the 
supervision of FI and the comprehensive analyses at the European 
level. FI depends on the internal control of financial companies, since 
it is not possible to review all reports in detail, considering the many 
companies that are subject to supervision. A correctly reported 
capital situation is also necessary in order for investors to receive a 
true view of the company. Since the Bank had described its capital 
situation incorrectly in its financing projects, the incorrectness might 
have led to lower costs of financing as a result. Analysts and 
investors focus on the capital adequacy with no regard for the 
contingent prevalence of floor rules. The informational value of the 
capital requirement without the floor rules is thus great. 

• FI ruled, based on these arguments, that the Bank had calculated the 
risk-weighted exposure amounts incorrectly regarding agricultural 
exposures during 2007-2009. During this period the reported capital 
requirements for credit risk has been too low, both in its external 
communication and in quarterly capital adequacy reports to 
Finansinspektionen. The Bank had thereby violated the regulations of 
lagen (2006:1371) om kapitaltäckning och stora exponeringar, 
Chapter 4, Section 5. 

7.3.3.2 Legal aspects 
The intervention in the Länsförsäkringar Bank case has two main 
fundaments: the insufficiency in internal control due to lacking compliance 
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resources, and the incorrect calculation of capital adequacy relating to 
wrongful classification of agricultural estate exposures. The latter has been 
in focus in the case study above and will also be the object of discussion 
here. However, I would like to start by pointing out the possible connection 
between the two rationales. The incorrect capital calculation is not explicitly 
related to the insufficient compliance function at the Bank in the decision, 
but it is convenient to conclude that the one thing may well have led to the 
other. FI declares in general terms that it depends on financial companies to 
keep adequate internal control mechanisms in order to secure correct 
reports.663 It might be difficult to prove that the actual lack of resources to 
the compliance function in the Bank had resulted in the particular incorrect 
calculation of risk-weighted assets that FI remarked upon. The reasons for 
the interventions in the case can nonetheless be summarised as lack of 
internal control, insufficient compliance resources relative to the size of the 
business and a calculable violation of the capital requirements rules. Even if 
the incorrect risk exposure could have been prevented by sufficient 
compliance resources, it is clear from the decision that both rationales for the 
intervention independently motivated action by FI.  
 The most interesting part of this case is FI’s explanation for not according 
importance to the fact that Länsförsäkringar Bank actually – due to the floor 
rules – never fell below the capital requirements. The purpose of the capital 
adequacy regulation is to reduce the overall risk exposure of the banking 
system by incentivising banks to keep larger capital buffers than are actually 
required according to the individual bank’s economic perspective. There was 
never any real risk of negative effects due to Länsförsäkringar Bank’s capital 
structure. The sanction imposed by FI aimed at the detrimental effects of the 
wrongful reporting of exposures’ classification by the Bank. The interests 
behind correct reporting and classification are clearly described FI’s 
decision. These are investor protection, facilitating apt supervision, fair 
valuation of the business and correct EU analyses. Another implied effect of 
the Bank not making correct classifications is of course also the future risk of 
keeping too little capital. Even so, FI points out the wrongful classification 
in itself as a serious breach and this is the basis for the intervention. In 
connection to soundness in banking, the rationale for this decision is the 
confidence of bank customers and investors, both in relation to individual 
banks but also to the banking system in large. Banks must control and 
manage risks accurately in order to ensure investors’ confidence and thereby 
soundness in banking business. The decision towards Länsförsäkringar Bank 
aims at fostering soundness in a confidence-related sense. 

The interests behind correct classifications are given great importance, 
considering how they are promoted in the decision and the fact that the 
infringement was considered grave. I will analyse the rationales of the 

 
663 FI Dnr 11-1021, p. 10. 
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decision in depth and from a law and economics perspective under 7.4.3.1 
below. The case study proceeds with another Swedish bank: Dalhems 
Sparbank. 

7.3.4 The case: Dalhems Sparbank  

7.3.4.1 Case study 
This is a case where a decision made by Finansinspektionen was appealed 
and overturned by the Administrative Court of Appeal in Stockholm. 
Dalhems Sparbank had their authorisation revoked on June 1, 2004, because 
of severe deficiencies in their business conduct. The main business of this 
relatively small Bank entailed deposit taking and credit granting to private 
persons. During a few years prior to the decision, the granting of credit 
increased quite massively. This led to liquidity problems for the Bank, which 
were not addressed by the bank management. A bank’s liquidity determines 
how quickly capital may be used should the bank have need of it. Dalhems 
Sparbank was considered lacking in liquidity planning, credit management, 
internal control and organisation. Again, the structural concerns related to 
capital and risk management were mixed with organisational shortcomings. 
The liquidity problems of the Bank were nonetheless the central concern of 
FI’s decision. It was deemed that these problems could damage the bank and 
its customers. The Bank had not managed to show how the problems would 
be remedied in an effective and adequate way. Only some specific matters, 
not fundamental problems, had been addressed. FI also remarked on the 
incomplete, short and partly contradictive statements made by the Bank. The 
shortages were considered fundamental and they had existed for many years. 
FI judged the potential for the Bank to correct the problems as non-existent. 
Dalhems Sparbank was considered unsuitable to conduct banking. The 
authorisation was revoked on this ground.  
 Dalhems Sparbank appealed the decision to the Administrative Court of 
Appeal in Stockholm. The Court overturned the appealed decision on 
January 27, 2005, and imparted a warning instead.  

The reasons for the judgement were as follows: 
 

• Dalhems Sparbank had started a merger procedure with three other 
smaller banks in the area shortly after the decision to revoke 
authorisation. Many of the changes considered necessary, according to 
Finansinspektionen, would be performed as a result of the merger. The 
Court established that the merger aimed to achieve the reorganisation that 
FI considered desirable. 

• The Court referred to the preparatory works of lagen (2004:297) om 
bank- och finansieringsrörelse which establish that warning should be 
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used instead of revocation of authorisation, if the latter is considered too 
draconian and if it can be assumed that a warning is enough to compel the 
bank to correct the disproportions. 

• The disproportions in the Bank were severe, and apt countermeasures had 
been lacking for a long time; the Bank had thus conducted banking 
business in an unsound manner, and Finansinspektionen had had reasons 
for intervening. With regard to the merger procedures put in place, the 
Court considered the revocation of authorisation as too far-reaching a 
sanction.  

• Considering all circumstances in the case, the Court ruled that a warning 
would be sufficient instead of revocation. 

7.3.4.2 Legal aspects 
It is clear from the Court’s ruling that FI’s intervention in Dalhems Sparbank 
was justified. The shortcomings of the Bank as regards liquidity control and 
the management were severe. The reason for the Court’s ruling to change the 
choice of sanction was the new fact that a merger of the Bank with three 
other banks was imminent. Only six months after FI’s decision, the factual 
circumstances of the Bank were fundamentally different and the decision 
was changed by the Court. FI argued before the Court that the merger plans 
were still at a very early stage and that the grounds for revocation of 
authorisation were still valid. The Court did not value the quality of the 
merger process at all, but simply pointed out that a merger procedure had 
been initiated and thus the revocation was judged as a too harsh sanction. As 
the problems in the Bank can be connected to resources – the Bank had 
expanded its lending, which affected liquidity and credit management as well 
as internal control and organisation – the Court probably considered the 
merger to be a remedy for the lack of resources. The fact that the Bank 
would be merged with three other banks, fundamentally changed the picture 
of liquidity and organisational insufficiency. 

It is interesting, although very hard, to speculate on whether FI would 
have made the same decision had the merger already been initiated by the 
time of its intervention. It seems that the Court at least takes as its departure 
point the fact that the matters in this case would become thoroughly changed 
due to the merger. And indeed it is a whole new situation to evaluate. A 
merger means that Dalhems Sparbank will no longer be Dalhems Sparbank. 
The addressee of the decision will not be the same legal and financial entity 
that conducted the unsound banking business. Thereby the effect of a 
revocation of authorisation would become quite useless. The Bank will not 
function as it has previously been doing; what business might then be so 
unsound that it would do irreparable damage to the Bank and its customers – 
so that revocation of authorisation is the only proper sanction to solve the 
situation? The Bank and its customers will be merged with other banks and 
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the whole business must be seen in this new light. In the case of Dalhems 
Sparbank, there were no large detrimental effects on the market stability 
connected to the shortcomings in the Bank’s business. The confidence of the 
Bank’s customers and investors would probably be affected by such 
insufficiencies in the credit management and by the liquidity problems that 
were prevalent in the Bank. The impartation of a warning addresses the 
issues of soundness in relation to investors’ confidence in a restricted sense; 
the problems of the individual Bank are in focus without further stability 
concerns.   
 Of course, the problems shown in Dalhems Sparbank deserved a severe 
reprimand. Endangering the liquidity, among other things, is indeed a breach 
of the fundamental requirements on banking and might result in serious 
consequences. Where revocation seems too far-reaching a sanction, a 
warning may be chosen instead if it is deemed to be enough to correct the 
disproportions in a bank. In the case of Dalhems Sparbank, it seems that the 
Court, with its very brief judegment, wanted to facilitate the reorganisation 
of the Bank and not make the merger unnecessarily complicated. The 
initiated merger in itself made the revocation of authorisation too far-
reaching in relation to the Bank’s situation. In choosing which sanction to 
apply, the Court considered not only the infringements and shortcomings in 
the Bank, but also the larger perspective and the future potential and plans.  

Additionally, something should be said about the legal status of this case. 
As the final ruling was made by a court of law, there might be some 
precedential value in the judgment. Generally, decisions from Courts of 
Appeal may be used as precedents as long as they are not tried in the 
Supreme Court, although this depends on the matter being tried. Prudence is 
necessary if drawing some generally valid conclusions from an Appeal 
Court’s judgement. Even if such a judgement does not weigh as heavily as 
precedence in its real meaning, it might shed light on some point of law. At 
least it weighs more heavily than a decision from an authority or agency. As 
regards the case of Dalhems Sparbank, I find it hard to find any precedential 
value in the judgement of the Administrative Court of Appeal. First, the 
judgement was very specifically based on from the circumstances of the 
actual case. The Court made no general statements, except for the reference 
to the preparatory works regarding the choice between revocation and 
warning – and here the Court made no new statements that develop the 
preparatory works. Second, the ruling in itself is very short and leaves very 
little, if any, room for generalisation. If I tried to phrase the precedent from 
this case, it would be: Severe shortages in liquidity control, management and 
organisation in a bank should not render revocation of authorisation, but a 
warning, if a merger with other bank/banks has been initiated. However, I 
do not believe that such a generalisation can be used for future judgements, 
other than as a comparative tool. It is a very special situation. In another 
case, the circumstances will probably be wholly different and the application 
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of rules must target the new specific trespasses of law, shortages found in the 
business and the potential actions taken by the bank. Of course, a merger is 
not generally a way to avoid being hit by a revocation of authorisation. 
Rather the opposite, a fusion with other banks or a takeover by another 
financial institution often follows when a bank’s authorisation is withdrawn, 
as will be shown in the next chapter. It is clear from the case that a merger 
may constitute a measure that rectifies shortcomings in a bank so that a 
warning is considered sufficient from a supervisory point of view. 

Next, the Danish savings bank Helgenæs Sparekasse, is studied. 

7.3.5 The case: Helgenæs Sparekasse  

7.3.5.1 Case study 
On July 11, 2012, Finanstilsynet in Denmark ordered Helgenæs Sparekasse 
to stop granting loans to new customers connected to so-called financial 
advisors.664 The Bank had cooperated with two advisory firms since 2010. 
The advisory firms transmitted loans from the Bank to the customers of the 
firms. These customers were persons with financial difficulties, who had 
voluntarily chosen to be advised and administratively helped with their 
finances by external advisors. Most of the customers had to go through 
comprehensive reconstructions of their personal finances. The customers 
allowed the financial advisors to administrate and supervise their finances 
for at least five years, by written contracts. The Bank had no direct contact 
with the customers, but received economic information about them from the 
advisory firms. This information was used in the credit assessments before 
granting loans to the customers. The customers were spread all over 
Denmark. As a capital rule, the Bank only granted loans to customers that 
had been working with an advisory firm for at least six months in order to 
have some track record of the customers’ ability and willingness to keep to 
the budget set by their financial advisor.  
 During the period of cooperation with the advisory firms, the Bank’s 
lending grew by 132 per cent. In two years, the advisor-related lending had 
increased to about 50 per cent of the Bank’s total lending. The lending 
consisted of loans to 34 customers transmitted by the advisory firms, of 
which nine customers were among the 30 biggest engagements for the Bank. 
Seven of these customers were considered financially very weak. All of the 
customers from the advisory firms were considered materially below the 
quality of average private customer segments. The customers had previously 
shown that they could not manage their own finances; they generally had 
limited resources, high debt and negative creditworthiness. Finanstilsynet 
 
664 Finanstilsynet, J.nr. 520-0027, Decision on July 11, 2012. 

Helgenæs Sparekasse was merged with Rønde Sparekasse in January, 2013. 
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found that the quantity and quality of the lending to these customers 
constituted a non-immaterial risk that the Bank would breach the capital 
requirements and thereby lose its authorisation within a defined period of 
time. The uncertain value of the large portfolio of lending risked resulting in 
capital deficiencies within two to three years. Finanstilsynet ordered the 
Bank, according to Section 350 in lov om finansiel virksomhed, to stop new 
lending to customers in this category. 

The reasons for the decision were as follows: 
 
• According to the preparatory works to the Danish law on financial 

businesses, increased lending may be an indicator of an unsustainable 
business model if the increase is not accompanied with a similar 
growth in credit offices and control systems. Finanstilsynet declared 
the Bank’s control systems and organisation as unable to prevent 
failures. For example, the bank director himself attended to the credit 
applications. 

• The Bank had not provided sufficient basic data before they decided to 
enter the new market segment. There was no analysis of estimated 
profits and potential loss coverage. No previous decision had been 
made about how large an exposure the Bank considered desirable in 
this market segment. The Bank did not have a sufficient overview of 
the risks entailed in the cooperation with the advisory firms. There 
was no insight as to how the customers were spread over the country. 
The portfolio of the loans to the customers in this segment was not 
valued in its totality by the Bank, only the individual customers’ 
finances were valued. The Bank lacked updated economic information 
on some of these customers. There was no documentation on how the 
Bank would manage new customers, or on whether there was capital 
for new loans to this segment. 

• The relation between the advisory firms and their customers was based 
on contracts, with customers agreeing to allow the advisors to manage 
their finances for at least five years. However, the contract could be 
terminated by the customer with one month’s notice. This contained a 
risk that customers might end their cooperation with the advisory 
firms and that Helgenæs Sparekasse alone would have to follow up the 
customers’ engagement with the Bank. Such a responsibility would 
take up a lot of the Bank’s resources. Another risk, which was smaller 
but not unrealistic, was that the advisory firms could go out of 
business. The same result would occur; the Bank would have to 
manage a large group of customers, spread over the country, in need 
of strict management. This would likewise strain the Bank’s resources. 

• Further, the Bank had not put a ceiling of the maximum loan to the 
customers in this category.  
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• The capital rule that the Bank only granted loans to customers that had 
been working with the advisory firms for at least six months was not 
followed by the Bank. One of the advisory firms informed 
Finanstilsynet that Helgenæs Sparekasse had granted loans to 87 per 
cent of the firm’s customers who had been with them for only three 
months. 

• Finanstilsynet concluded that the Bank’s lending growth had been too 
strong and that the Bank did not have a large organisation or control 
systems that could prevent wrongs.  

• The large lending portfolio related to the financial advisors was 
uncertain and implied a non-insignificant risk of capital requirements 
breaches within two to three years. 

7.3.5.2 Legal aspects 
In this case, as in the two previous ones, there were several reasons for the 
intervention by the financial authority. The capital reason, which the 
discovered deficiencies in the business would amount to, was an anticipated 
breach of the capital requirements. The intervention by Finanstilsynet came 
about because of a change in the Danish law on financial businesses, which 
enabled Finanstilsynet to address decisions at financial institutions at an 
earlier stage than previously. If the preconditions for authorisation are in 
danger because of internal or external circumstances, the authority may 
intervene in order to achieve necessary changes in the business. The 
intervention may thus come at a time where the institute has not fallen below 
the capital levels but where there exists a non-immaterial risk of future 
shortages.  

 Here is an interesting connection to the shortages in the Bank’s business 
pointed out by Finanstilsynet. It is clear from the decision of Finanstilsynet 
that many aspects of the cooperation with the financial advisory firms could 
be questioned. No previous assessment of the risks with these new 
customers, the cooperation in itself or the total lending portfolio had been 
done. No maximum level of lending was decided, and the organisation of the 
Bank was deficient with respect to the current risks and especially to in 
worst-case scenarios. The shortcomings in the business were severe and 
present at the time of Finanstilsynet’s supervision. In the decision, these 
shortcomings are explicitly connected to the risk of future capital shortage. It 
is the breach of capital requirements that may result in a revocation of the 
authorisation of Helgenæs Sparekasse. The existence of possible rationales 
for revocation motivated an early intervention, such as the decision in this 
case to stop a certain business, according to the changed Danish law on 
financial businesses. It is notable that the shortcomings in the Bank as 
regards risk management and resources related to the advisory firm lending, 
would not in themselves constitute grounds for early intervention by 
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Finanstilsynet, as they could not be connected to potential capital 
requirements shortages. Solitary cases of bad risk management cannot lead 
to a revocation of authorisation. There must exist a plausible connection of 
the deficiencies in the business to the capital adequacy regulation. For this 
reason, Finanstilsynet states the facts in the decision thoroughly, explaining 
why the shortcomings related to the advisory firm lending could have the 
consequence of too low capital levels and thereby striking the possible use of 
the severest sanction in the tool-box of the authority: revocation of 
authorisation. In this way, Finanstilsynet could address problems in the Bank 
that were not of very large proportions and still connect the problems to the 
powerful incentive of potentially very strong sanctions if changes were not 
made in the Bank. This shows the centrality of capital requirements and 
their connection to the most fundamental conditions to run banking business. 
The decision also pinpoints the long-term assessments of banks’ risks. 
Banking business must be sustainable in the long run. As opposed to many 
other sectors in society, unsustainable business models cannot be tolerable in 
in banking since it would pose too high risks to the stability of the whole 
system. The case of Helgenæs Sparekasse shows how soundness is 
connected to sustainability and stability of the banking market by the long-
term assessments of the risks in a bank.  

The next section contains the last case study, which is the case of 
Guaranty Bank in the United States. 

7.3.6 The case: Guaranty Bank  

7.3.6.1 Case study 
Guaranty Bank was founded in 1923 and is a family-managed company. The 
Bank was started up by one small office in Milwaukee, Wisconsin, which 
offered mortgages and savings accounts. After the economic recession in the 
1920s, the Bank began to grow and expanded its business into a full-service 
bank. Guaranty Bank has today more than 120 retail branches in five states 
and assets of 1.1 billion dollars. The Bank is focused on small savers and has 
developed a profile of helping their customers “understand how to manage a 
checking account, build or rebuild their credit score”.665 

On April 1, 2014, OCC took actions towards Guaranty Bank by issuing a 
Prompt Corrective Action Directive (PCAD, referred to as the Directive 
hereinafter).666 The Bank was significantly undercapitalised. A PCAD 
requires a bank to take immediate actions according to its description. 
Violating the Directive is subject to enforcement proceedings in an 
appropriate district court or by any other judicial or administrative 
 
665 See the Bank’s website: www.guarantybank.com. 
666 Prompt Corrective Action Directive 2014-035. Decision on April 1, 2014. 
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proceeding authorised by law or assessment of civil money penalties.667 
Several measures were required by the OCC in this case to correct the 
inadequate capital levels. First, a compliance committee consisting of three 
members of the board of directors was ordered to be set up by the Bank 
within five days of issuance of the Directive. The compliance committee was 
supposed to be responsible for ensuring compliance with the Directive. The 
Board was also ordered in the Directive to ensure competent management, 
appoint a qualified and permanent Chief Financial Officer and assess the 
capabilities and measure the effectiveness of the Bank’s executive officers. 
The Directive included a detailed order to establish a strategic plan covering 
at least two years. The strategic plan had to comprise objectives and 
strategies regarding the overall risk profile, earnings performance, growth, 
balance sheet mix, off-balance sheet activities, liability structure, and capital 
and liquidity adequacy. The Bank was allowed 60 days from the date of the 
Directive to develop and implement an effective internal capital planning 
process to assess the Bank’s capital adequacy in relation to its overall risks 
and to ensure the maintenance of appropriate capital levels. Also, generally 
accepted accounting principles were required to be used as well as safe and 
sound banking practices. Books and records had to be handled properly and 
made accessible to OCC personnel. Third-party contracts involving sale, 
merger or recapitalisation of the Bank was also restricted in the Directive. 
Larger investments, expansions, acquisitions and similar actions that were 
not in line with the usual course of business had to be approved by the OCC. 
The PCAD issued by OCC enforced a whole range of regulations that the 
Bank had not complied with. The result of the deficiencies in the Bank was 
inadequate capital. 
The reasons for the decision were as follows: 
 

• According to the Federal Deposit Insurance Act, there are four levels 
of capital measurement: well capitalised, adequately capitalised, 
undercapitalised, significantly undercapitalised and critically 
undercapitalised. Guaranty Bank was assessed as significantly 
undercapitalised, which is defined as “significantly below the 
required minimum level for any relevant capital measure”.668 Such a 
state in a bank renders a PCAD according to the law.669  

• The Bank had previously failed to make a Restoration Plan in 2009, 
which is one of the first actions required when a bank is assessed as 
undercapitalised.670 A Restoration Plan should include the steps the 
institution will take to become adequately capitalised, the levels of 
capital to be attained during each year in which the plan will be in 

 
667 Code of Federal Regulations (CRF)Title 12, Chapter I, Part 6, Subpart B, Section 6.25. 
668 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873), Section 38 (b). 
669 Code of Federal Regulations (CRF) Title 12, Chapter I, Part 6, Subpart B. 
670 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873), Section 38 (e). 
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effect, how the institution will comply with the restrictions or 
requirements in law and the types and levels of activities in which 
the institution will engage. The plan must be likely to succeed and 
rest on realistic assumptions. 

• A PCAD may include a whole range of required actions. It is 
regulated in the Federal Deposit Insurance Act. For example, 
directors and executive officers may be dismissed, transactions with 
affiliates and other institutions may be restricted in different ways, 
recapitalisation may be required, plans and strategies may be 
ordered, capital measures such as risk-based requirement and 
leverage limits may be imposed, and prior approval might be 
required for acquisitions, branching and new lines of business. 

• The important point in the Directive, which relates to the capital 
inadequacy, is the order to develop and implement an effective 
internal capital planning process. The Bank’s capital adequacy 
should be related to the overall risks in the Bank’s business. The 
capital planning process must be decided in accordance to the OCC 
Bulletin 2012-16 (June 7, 2012), Guidance for Evaluating Capital 
Planning and Adequacy. The characteristics of the progress brought 
forward by OCC in the Directive are integrity, objectivity and 
consistency. The initial capital planning process must be documented 
and regularly reviewed.  

7.3.6.2 Legal aspects 
The factual circumstances of this case are not presented in the Prompt 
Corrective Action Directive. There are no figures on the size of the Bank or 
how the capital deficiencies were estimated or even detected. The Directive 
shows a very standardised procedure, where the decision of the OCC follows 
certain established structures. The individual elaboration of case-specific 
facts is not at all detailed or customised. The Directive provides a thorough 
application of rules and regulations regarding how OCC may require action 
by a bank with significant undercapitalisation. Several actions were required 
at the same time and there were quite strict time limits on some of them. 
Notably, there was no demand for urgent recapitalisation of the Bank, 
although it is mentioned that the appropriate capital levels must be 
maintained through effective internal capital planning. This is probably 
because earlier attempts with the Bank’s Restoration Plan failed. A much 
more all-comprising approach was needed to tackle the difficulties in the 
Bank. To the largest extent, the actions required in the Directive are 
expressed as responsibilities for the Bank to create, develop, apply and 
enforce the actions and their closer meaning. Many different actions and 
measures must be taken by the Bank in order to increase the capital levels. 
Just like the previous three cases in this case study, the capital inadequacy 
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was not the only problem in Guaranty Bank. The lack of fundamental 
structures was obvious. Five years had passed since the first Restoration Plan 
was set up, which could not be approved by OCC.671 The Bank was still 
undercapitalised. This showed the need for increased attention to the Bank as 
a whole, its decision processes, its management and its planning. Nothing 
was left to chance in the Directive. Many details were pointed out as to how 
the Bank must think during the work ahead. Not much room was left for the 
Bank’s own discretion. 
 As regards the capital situation in itself, the internal capital planning 
process was a central tool for restoring Guaranty Bank. The primary goals 
for this process are “integrity, objectivity and consistency of the process 
through adequate governance.” Much emphasis was put on the process of 
governance in the Bank. Specific results related to capital levels, risk weights 
or rating methods were not declared. Even though this case shows a detailed 
way to manage a bank with capital deficiencies, the details relate to the 
processes as structures of the bank. Such structures are fundamental to 
ensure sustainable banking business, and can therefore be connected to 
soundness in the sense of stability. The stability of the banking market rely 
on adequate capital and risk management structures in each individual bank. 
 The next section contains law and economics analyses of the regulatory 
structures related to capital requirements and of the four cases of supervisory 
decisions which were examined in the previous sections.    

7.4 Analysis 

7.4.1 Introductory remarks 

I will begin this part of the chapter by discussing the previously examined 
regulatory structures of capital requirements in banks within theoretical 
parameters. The discussion aims at showing some aspects on how the 
weighing of economic concerns and legal concerns has formed the regulation 
in this field. The major departure point is to evaluate the extent of economic 
theory motivating and affecting the design of capital requirements. As a 
second part of this section, a law and economics analysis of the cases will be 
conducted. Lastly, some remarks are made on the findings of the analyses 
connected to the functions of soundness in capital requirements. The 
normative context of soundness, soundness – confidence – stability, is used 
to conclude the chapter.  

 
671 The PCAD instructions to the Bank about this Restoration Plan cannot be found. 
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7.4.2 Law and economics of capital requirements 

As described above, one of the main tools to control banks’ risk taking is the 
imposition of regulatory minimum capital. The economic theory behind 
capital requirements is as intensely debated as the other parts of banking 
theories. Basically, the main rationales for regulating bank capital are the 
risk shifting incentives due to deposit insurance schemes and the potential 
externalities arising from bank failures.672 Requiring a certain amount of 
regulatory capital relative to the risk level, aims at reducing the overall risk 
exposure in the banking system. The risk-reducing effects of capital 
requirements have often been questioned by academics and there has been a 
large scale debate about whether capital requirements are the proper 
regulatory instrument.673  

A bank’s structure of capital is driven by a will to maximise returns and 
minimise costs of borrowing.674 Too little capital results in demands for 
raised interest rates by lenders. Too much capital, on the other hand, lowers 
the need for and the costs of borrowing, but beyond a certain level this 
cannot compensate for the large amount of equity rendering low returns, 
compared to holding assets with higher returns.675 The incentives to keep a 
certain level of capital are confined to maximising profit and in this sense 
ensuring bank solvency. Research shows that beyond this profit-driven 
rationale for keeping capital in a bank, there is no additional incentive for 
bank managers to differentiate between small and large failures. A bank 
manager is indifferent – from a business perspective – to whether the bank 
fails owing 1 euro or 1 billion euros. In banks, as in business life in general, 
there is no systemic, social perspective on how financial decisions are made, 
how capital buffers and solvency issues are assessed.676 This is why 
regulatory intervention, in the form of requiring more capital than what is 
motivated by banks’ own profitability ambitions, is considered necessary. 
Banks are, as described above, systemically important and have a special 
position on financial markets. The losses from a bank failure risk falling on 
society, and thus it matters if the losses are 1 euro or 1 billion euros. 

It is also stated that there is no academically validated evidence that 
capital requirements regulation has in fact reduced risk. Banks with low 
capital but good risk-controlling systems are more likely to stand strong in 
times of financial turbulence than banks with high capital but poor risk 
controls. According to economists disputing the risk-mitigating effects of 
regulatory capital, the capital level of a bank is for this reason not necessarily 

 
672 J. A. C. Santos, Bank capital regulation in contemporary banking theory: A review of the 
literature, pp. 17-18. 
673 J. Canals, Universal Banking, pp. 317-319; 
S. Gleeson, International Regulation of Banking, pp. 19-21. 
674 S. Gleeson, International Regulation of Banking, pp. 20-21. 
675 Idem. 
676 Ibid., p. 21. 
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in itself sufficient for ensuring sound risk taking in banks.677 Risk control 
measures are of course of utmost importance to the stability of banks. The 
prevalent view is that only regulation can prevent banks from taking too 
much risk, preventing insolvency and failure and the exposure of other 
financial players to financial contagion.678 Some criticism exists, however, 
regarding the Basel Accords, for example, on the complexity of the capital 
adequacy rules. Overly complex standards are said to decrease transparency 
and might lead to a reaction among banks to avoid the impact of the 
regulations. Thus, banks might change their investments to lower risk-
weighted assets instead of having diversified risk exposures.679 The 
complexity of the regulation can also be connected to transaction costs. 
Higher complexity typically renders higher compliance costs for the firms. 
Much criticism has been met in the amendments of the Basel Accords, and 
the international agreements by the Basel Committee are generally 
considered a success for improving the capital standards in many 
countries.680 Regardless of the theoretical debate, it is a fact that capital 
requirements have become a frequently used and increasingly differentiated 
and complex tool for regulators. 
 Inefficient regulatory structures diminish confidence not only in the legal 
system, but also in the sector that the regulation addresses. Legislation and 
supervision that do not fulfil their objectives leave room for abuse, 
misconduct and failures, and this may have severe effects in the banking 
market, where financial risks can spread rapidly. Ineffective regulation also 
results in costs, ultimately borne by taxpayers and end users. The fulfilment 
of the objectives of capital requirements is the main concern when designing 
the regulation thereof. In this section I will analyse the economic concerns 
and their relation to the regulation of capital adequacy in banks.  

In academic contexts capital requirements legislation has been presented 
as a patchwork with poor founding in economic theory. Alleged 
shortcomings in the current Basel standards are the phased development of 
the rules and the lack of anchoring in economic principles. Also, the 
regulation is criticised for being too micro-prudential in nature, needing to 
move toward a more macro-prudential approach.681 The criticism and the 
academic discussion bring forth the question of objectives, motives, 
rationales and justifications of capital requirements in the banking sector. 

 
677 Ibid., p. 20. 
678 J. Bessis, Risk Management in Banking, pp. 222-223. 
679 R. Cranston, Principles of Banking Law, pp. 90-91. 
680 J. A. C. Santos, Bank capital regulation in contemporary banking theory: A review of the 
literature, pp. 27-29. 
681 A. Turner, et al., The Future of Finance – And the theory that underpins it; 

S. G. Hanson, A. K. Kashyap and J. C. Stein, A Macroprudential Approach to Financial 
Regulation; 

V. V. Acharya, A Theory of Systemic Risk and Design of Prudential Bank Regulation. 
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As a first step in my analysis it is important to evaluate how the rationales 
for regulating capital levels in banks comply with two basic economic 
theoretical justifications for regulating a market in general, namely, the 
management of system externalities such as financial risk contagion and the 
protection of consumers, depositors and investors by managing asymmetric 
information. The exposed position of banks as described above under 4.3.2 
and the vulnerability of risk spillovers in the whole financial system are 
externalities, in other words, adverse developments facing one actor in the 
financial system that can lead to greater problems for other actors.682 
Contagiousness of systemic risk is a standard argument and a fundamental 
rationale for capital requirements regulation. However, the capital 
requirements of today aim at individual banks’ risk taking. The capital 
adequacy legislation is a set of rules dictating the levels of capital a bank 
must hold for certain classes of assets. The risks connected to bank 
businesses can be, but are not automatically, potentially contagious for the 
financial system at large. Economic theory finds its main justification for 
regulatory intervention if banks engage in businesses that may incur adverse 
effects for the whole financial system and thus result in social costs. Capital 
adequacy regulation is primarily motivated from an externalities perspective, 
that is, from the need to mitigate and prevent the build-up of imbalances in 
the financial system as a whole.683  
 The other rationale in economic theory of banking regulation arises from 
the existence of information asymmetries. In capital adequacy contexts, this 
rationale is relevant considering the relation between nonprofessional 
consumers of banking services (e.g., depositors) and the bank. Obtaining 
information about a bank’s investments is time consuming and difficult for 
the average depositor. Even if information disclosure is mandatory to some 
extent, it is by no means certain that the depositor has the ability to 
understand its meaning. The disadvantageous position of depositors in 
relation to the bank creates a need to protect depositors from a potential lack 
of information and to ensure they understand that excessive risk taking on 
the part of a bank can lead to its failure. This forms the rationale for deposit 
guarantees. An inability to interpret the risks in a bank also poses a threat to 
the bank, since depositors in their ignorance may withdraw their deposits 
without adequate reasons. Bank runs are thus prevented by deposit insurance 
schemes. As analysed above under 4.3.2, deposit insurance regulation is 
intimately connected to capital requirements because the risk taking of banks 
may increase when deposits are guaranteed. Even though there is no clear 
evidence of the impact of deposit guarantees on the degree of banks’ risk 
taking, economic research points out this form of regulation as implying 

 
682 Geneva Reports on the World Economy 11, The Fundamental Principles of Financial 
Regulation (International Center for Monetary and Banking Studies, June 2009, pp. 22-23; 

A. Turner, et al., The Future of Finance – And the theory that underpins it, p. 168. 
683 A. Turner, et al., The Future of Finance – And the theory that underpins it, pp. 166-167. 
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incentives for a less attentive approach to how investments are made, both by 
the bank and by its customers.684 Deposit insurance regimes thus motivate 
some sort of external risk control of banks. In this indirect way, the rationale 
of asymmetric information plays a role in capital adequacy regulation.  

It is clear that not only purely economic theoretical rationales have 
influenced capital requirements. The legislation is based on a fundamental 
set of theoretical principles, primarily the need to prevent systemic risk from 
spreading in the financial system and also to some extent to protect 
nonprofessional consumers from losing their deposits as well as – and 
because of – losing their confidence in banks. In theory, as I just described, 
the systemically relevant risk exposures form the main justification for 
regulatory intervention. Risks that contribute to the overall build-up of 
financial imbalances in the collective banking system should, as far as 
economic theorists are concerned, be targeted by legislation imposing 
minimum capital standards. Individual capital requirements can be seen as 
regulating the first phase in a potential build-up of systemic instability. 
Without individual risk taking in banks, there would never be a spread in the 
system. The capital adequacy rules targeting banks’ risk assessments and 
asset investments thus aim at risk taking at the lowest possible level. This 
does not remedy the lack of a macro-control of the financial system as a 
whole, which the recent financial turbulence has shown and which is now 
under elaboration in various ways. Economic theorists are right in their 
criticism that the capital standards imposed by the Basel Committee fall 
short of monitoring which risks contribute to financial imbalances and which 
do not, that is, the difference between externalised risks and internalised 
risks. Moreover, externalities are in themselves difficult to measure.685 Steps 
were taken after the financial crisis of 2008 with the purpose of including 
more macro concerns in the capital requirements of banks. The conservation 
buffers and the countercyclical buffers introduced by Basel III are two 
examples. It is important to find economic rationales for regulating this way. 
On what economic grounds may additional capital be required, which does 
not relate to the individual bank’s business or risk taking but to the whole 
financial sector? Economists have criticised the previous capital regulation 
for including too few macro-economic tools. With the conservations buffers 
and the countercyclical buffers, the externalities concern with systemic risk 
contagion is included in the capital adequacy regulation. Nonetheless, too 
extensive macro-economic measures may lead to a quite burdensome 
regulation to comply to. A bank not only has to attend to its own risks, but 
also additional market-related parameters which the bank cannot influence. 
The possibility for financial firms to be able to form their business in the 
most effective way, managing the level of risks and the design of 

 
684 See under 4.3.2 above. 
685 A. Turner, et al., The Future of Finance – And the theory that underpins it, p. 179. 
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investments, is fundamental in a well-functioning capital market. Capital 
requirements connected to risks outside of the individual firm cannot be 
subject to the firm’s management in the same way as business-related risks. 
It thus becomes a question of costs of compliance how far macro-economic, 
non-business-related parameters can be used in the regulation of banks. 

The law and economics analysis proceeds with some reflections on the 
case studies. 

7.4.3 Law and economics analyses of the case studies 

7.4.3.1 Länsförsäkringar Bank AB 
The decision in this case addressed insufficiency in internal control due to 
inadequate compliance resources and the incorrect calculation of capital 
adequacy relating to wrongful classification of agricultural estate exposures. 
As described above, the Bank was actually never short in capital due to the 
application of certain floor rules, which restricted the wrongful use of 
agricultural estate classification. Nevertheless, the incorrect reporting was 
sanctioned. This is interesting to analyse from a law and economics 
perspective. First, it is obvious that the economic effects of a shortage in 
capital never became relevant in this case. The actual risk taking of the Bank 
was never an issue, since the floor rules prohibited the Bank from undue risk 
exposure. The risk-mitigating effects of adequate capital were in full effect, 
reducing the risk incentives in the Bank’s business. Thus the rest of the 
banking market or the financial markets were never exposed to systemic risk 
contagion.  
 I see two other rationales for the intervention, which are clear from the 
decision. There was a risk of becoming short in capital, due to the incorrect 
classification. The incorrect classification in itself also led to adverse effects 
on the interests of analysts, investors, Finansinspektionen and European 
analysts.  The risk of future capital inadequacy is of course a situation where 
economic rationales are valid. If structures prevail that would allow the bank 
to take too high risks, it is motivated from a risk-reducing perspective to 
apply capital adequacy rules, even if the risky positions were never taken in 
reality. The regulation of capital requirements is supposed to work 
preventively, reducing excessive risk taking by imposing capital buffers.
 Actual inadequacy in capital levels and future risks of inadequacy must 
both be sanctioned if the regulation is to give effect to the underlying 
rationales of reducing risk taking and risk contagion.  
 The adverse effects on the interests of investors and analysts, among 
others, were directly connected to the wrongful reporting in the decision 
towards Länsförsäkringar Bank. Not giving correct measures on the need for 
capital has consequences for the analyses by the market, both for individual 
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analysts’ work and for investors’ calculations related to financing contracts – 
and also on an overall level where national and European analyses are done. 
Additionally, the incorrect reporting has a severe impact on the 
appropriateness of the supervisory measures and application of laws and 
regulations, since correct reporting is the basis on which effective financial 
supervision rests. The interests pointed out in the decision in this part can be 
summarised as investor protection, facilitating apt supervision and correct 
EU analyses. To what extent are these interests underpinned with economic 
arguments? I will go through each one of them. 
 Investor protection has, as previously discussed, a strong link to the 
theories on asymmetric information. If investors are not correctly informed, 
they might take positions that are not economically beneficial to them. The 
overall market may also be affected. In the worst of cases, investors may 
cause detrimental effects on the market due to their lack of information. In 
the bank sector, bank runs can be such an effect, which has been discussed 
previously. Since capital requirements are used to mitigate the consequences 
of the deposit guarantee, which is a tool to prevent bank runs and other 
detrimental effects, the rationale of asymmetric information is connected to 
the bigger theoretical picture of regulating banks and is highly relevant when 
addressing supervisory decisions. In this particular case, it is probable that 
the investors’ financing would have cost more if they had known the actual 
capital need related to the Bank’s agricultural estate exposures. It is of 
utmost importance that such information be weighed into the risk analyses of 
investors. Effective allocation of capital relies on investment decisions based 
on correct information and a fair analysis thereof. 
 The decision to sanction Länsförsäkringar Bank was also motivated by the 
importance of the supervisory authority gaining correct information from 
banks and other institutions under its supervision. The informational need in 
this part is not motivated by economic incentives. Finansinspektionen has the 
powers to supervise, sanction and control financial institutions under its 
jurisdiction. These powers may be analysed from a market confidence 
perspective; one example is effective prohibitions of market abuse, which are 
important in order to maintain market integrity. Financial supervision may 
also prevent other forms of market failures and contribute to strengthened 
investor confidence in the financial markets. However, this is a second-stage 
consequence of financial supervision in general. As regards this case, the 
question is whether imposing sanctions on Länsförsäkringar Bank due to 
incorrect reporting to the financial authority per se can find rationales from a 
law and economics perspective.  

It is difficult to see in what way Finansinspektionen failed in conducting 
their supervision, as the Bank’s incorrect reporting actually was detected and 
sanctioned by the authority. The potentially adverse effects of not keeping to 
a correct capital measure could be analysed, and such effects may of course 
target financial supervision, since the supervisor may find it hard to trust the 
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firms under its supervision. This might lead to higher costs of supervision, 
which ultimately land on the supervised firms and their customers. In order 
to conduct efficient supervision, firms that do not report correctly must be 
sanctioned, so that the supervisory system can continue to function – this is 
the spirit of the wording in this part of the decision towards Länsförsäkringar 
Bank. The question is: What is meant by efficient supervision – efficient in 
what terms, and to whom? It is important not to mingle economic efficiency 
in terms of correct market prices and functioning market characteristics with 
other types of efficiency. Efficient supervision is connected to the degree of 
detected infringements of law and the resources used in order to achieve the 
supervisor’s goals. The markets and financial firms cannot be supervised in 
detail, it would be too costly. Therefore the supervisor relies on correct 
information from the firms. The individual firm has no direct and market-
related economic gain from reporting to the supervisor (except to avoid 
administrative fees), and the supervisor has no market-related economic 
incentives to conduct supervision. Other rationales such as confidence in the 
markets as a whole, in a much broader sense, and systemic administrative 
reasons, form the ground for sanctioning firms because of the supervisor’s 
need for correct information. From a law and economics perspective, the 
sanctioning in this case cannot be explained or justified simply by referring 
to the importance of effective supervision and minimisation of market 
failure. Legal, administrative and systemic rationales underpin the 
supervisory informational reasons for the sanction to the largest extent, even 
though it seems possible to align the larger perspective of market integrity in 
the argumentation in the decision. There is a need to keep the supervisory 
system as such in good order, regardless of the economic effects of the 
supervisory structure. None the less, economic arguments may be found in 
this part of the decision, but from a very large market perspective and not at 
the individual bank level.  

Finally, analyses in a broader sense are addressed in the decision, namely, 
the political analyses at the European level. Not only the market actors, but 
also regulators and public bodies are interested in the development of the 
various fields of the financial markets. Finding tendencies and evaluations of 
businesses might render interventions, legal proposals and political reforms 
of the markets. From a law and economics point of view, this rationale for 
imposing sanctions may also be connected to the prevention of asymmetric 
information, although not as evidently as the investor protection rationale. 
The analyses at the European level are used by investors and the markets, 
which is why correct reporting of capital levels is important. However, this is 
not the main reason for this rationale. European Union cooperation requires 
the member states to keep order of their various systems, including financial 
supervision, so that the EU itself may receive substantial and basic data for 
various decisions within the Union. The fundamental reason for 
Finansinspektionen to stress the EU analyses is of course the obligation of 
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Sweden as a member state and of Finansinspektionen as competent authority 
to be able to provide the EU with correct and relevant information regarding 
whatever is needed to analyse the markets on EU level. The market actors 
are not primarily targeted by this argument in the decision to sanction 
Länsförsäkringar Bank, which is also shown by the first rationale of investor 
protection, where the investors are pointed out explicitly. Again, 
administrative reasons and legal obligations form the basis for the rationales 
of the decision. 

7.4.3.2 Dalhems Sparbank 
In the case of Dalhems Sparbank, the Administrative Court of Appeal 
overturned Finansinspektionen’s decision and replaced a revocation of 
authorisation with a warning. The reason was the initiated merger process 
between the Bank and three other banks. As previously discussed, it seems 
that the Court saw the potential of Dalhems Sparbank to continue its 
business in the new merged form, regardless of the deficiencies in liquidity 
and bank management. A warning would be quite enough to remark on the 
grievousness of the Bank’s infringements; a revocation would be too far-
reaching considering the facts of the case. The merger aimed at achieving the 
reorganisation that Finansinspektionen considered desirable. As the 
explanation by the Court is quite brief, I will only be able to make a few 
points on this ruling from a law and economics perspective. The most 
obvious point is the reason for the changed judgement as compared to FI’s 
decision. The initiated merger would provide the reorganisation of Dalhems 
Sparbank so that the problems in the Bank would be attended to. The Court 
looked at the Bank’s potential for successive continuance of its business. 
This has implications both from a market perspective and the individual 
Bank’s perspective.  

First, the Court did not find reasons to consider the effects on the market 
by letting a clearly unsuitable bank continue its business. It is obvious that 
bankruptcy would not have had systemic implications in this case, so 
systemic effects were not considered by the Court. There might, however, be 
an adverse effect on financial stability if such severe deficiencies in a bank’s 
management and capital structures would not lead to sufficiently severe 
consequences. Other market participants could get the impression that they 
too could run their businesses while disregarding the regulations and be 
sanctioned only with a warning, at most. Such reasoning is not a parameter 
in the Court’s judgement either. The merger placed the Bank in a whole new 
situation and shape, both legally and financially. The Court assessed the aim 
of the merger: to achieve the reorganisation necessary to obtain stability in 
the Bank’s management and liquidity structures. The aim of the merger and 
the chance of its success clearly constituted enough information for the Court 
to overturn the decision by FI and not withdraw the authorisation. According 
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to Swedish law, a merger would have been possible even if the Bank was in 
liquidation, which is the consequence of a revoked licence. The Court paid 
no attention to this fact, but simply relied on the new situation of the merger, 
which in itself was sufficient to consider a revocation of authorisation as too 
far-reaching a sanction. The decision in this case was based on a 
discretionary assessment of a bank’s chance of improving its liquidity 
management because of a merger. The economic prospects of the Bank in 
itself are thus in focus.   

7.4.3.3 Helgenæs Sparekasse 
In the Danish case, the Bank was ordered to stop their lending to certain 
customers, because of the risk connected to these customers of ultimately 
endangering the Bank’s capital levels. A change in the Danish law facilitated 
Finanstilsynet’s stepping in at an early stage, before the capital was in 
imminent danger. From a law and economics point of view, this case 
provides interesting thoughts to analyse, related to this early-stage 
intervention. The capital was actually not risked at the time of 
Finanstilsynet’s order to stop the lending. There was a “non-immaterial” risk 
of future capital deficiencies. The capital would be difficult to keep to 
adequate levels should the risks related to the customers targeted by the 
decision be realised. Finanstilsynet builds its justification for its intervention 
on such a prognosis. Since there was no actual breach of the capital 
requirements, there were no economic rationales for intervening. No 
information about the lending was kept undisclosed by the Bank. Creditors 
and investors could form a fair opinion on the financial state of the Bank. 
There was therefore no risk of information asymmetries distorting the market 
value and market functions in the situation of this case. Further, there was no 
actual capital inadequacy in the Bank, which means that no one had suffered 
due to the lending activities. The risk was non-immaterial, but not imminent. 
There was no actual or imminent risk of the Bank not being able to meet the 
capital requirements at the time of the decision. The risks from an 
externalities perspective were thus low. Intervening to prevent systemic risk 
contagion would be a preventive action, aiming at a potential scenario in a 
perhaps very far future, within two or three years at the earliest, according to 
Finanstilsynet’s own estimations.  

Even so, Finanstilsynet’s reason for intervening was that the Bank might 
lose its authorisation due to potential capital losses. Revocation of 
authorisation is a very serious situation, where a bank is not allowed to 
continue its business due to capital inadequacy. Severe capital deficiencies 
must exist, with a real threat of systemic contagion, or a prognosis that the 
bank will not be able to recover in the long run, which would also pose a risk 
to the financial system. In order to justify the intervention, Finanstilsynet had 
to show in their decision that the Bank indeed had so many shortages in their 
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business related to the targeted customers that an intervention was needed. 
Throughout the decision, the argumentation relates to the ultimate possibility 
of revocation of authorisation because of too low capital levels. Since, as I 
have pointed out, the risk of too low capital was not at all imminent, 
Finanstilsynet provided a thorough investigation of the details around the 
lending to the customers in the criticised segment. These details have been 
discussed under Legal aspects above. In short, there were many and various 
conditions regarding the cooperation with the economic advisory firms that 
could be questioned. There were no assessments made by the Bank of the 
risks with these new customers, the cooperation with the advisory firms or 
the total lending in this segment. Moreover, many organisational shortages 
existed in the Bank, especially relating to the current and potential risks. 
Most surprisingly, perhaps, there was no set maximum level of lending. The 
portfolio with the advisory firm customers had grown strongly until it 
constituted as much as about 50 per cent of the total lending of the Bank. 
The total lending of the Bank had therefore grown massively during a very 
short time period. This combined with the fact that the organisation of a bank 
– control systems and credit office – was not growing in parallel, is in itself 
pointed out in Danish law as an indicator of an unsustainable business 
model. All these detailed descriptions of the shortages of the Bank added up 
to the picture of a bank that needed to take prompt measures.  

From a law and economics point of view, economic rationales for 
intervening did not materialise simultaneously at the time of the decision by 
Finanstilsynet. Of course, if the Bank had refused to change course and 
instead continued on the path of increased lending to these customers, that 
would have led to capital problems of some sort, although we cannot tell 
specifically what those problems would be. The decision was therefore 
economically motivated. To intervene at such an early stage is none the less 
a preventive step, and the financial risks at early assessments are difficult to 
measure. Early or preventive interventions are not at all unmotivated, 
probably the opposite. This case shows how qualitative assessments of the 
risks of a bank result in supervisory intervention. 

7.4.3.4 Guaranty Bank 
The economic rationales for supervisory attendance to the Bank in this case 
are of core character: the Bank was significantly undercapitalised and there 
was thus the risk that the Bank could fail, thereby imposing risks on the 
financial system. What is interesting to analyse from a law and economics 
perspective is the development of the legal aspects above on how the capital 
situation was required to be addressed according to the OCC Directive. As 
elaborated, the Directive is very detailed and specific on the processes of 
change and improvement in the Bank. The results are implied: capital 
adequacy and risk management. The Directive lays down the way to these 
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results, in great detail. The structures lacking in the Bank must be set up 
according to the exact manner directed by the OCC. The processes of capital 
planning are in focus. This detailed supervisory intervention can be 
evaluated from economic theoretical research about financial supervision. 
There are results which indicate that where supervisory objectives emphasise 
economic aspects, market profitability is higher.686 Economic benefits 
increase when economic aspects are clearly formulated in the supervisory 
objectives. The closeness to economic values and principles seems an 
important factor when economically evaluating the success of regulating 
financial firms. In the Guaranty Bank decision, the economic objectives and 
results are quite vague. Indeed, it is the process and structures that are key 
elements in this case. The administrative and structural details on how the 
Bank should govern its business of course provide clear instructions to the 
Bank on how to proceed. But it has a weak linkage to economic principles, 
values and results. There might be several ways for the Bank to obtain 
appropriate risk management, which is indeed pointed out in the Directive as 
an important piece of improvement. The meaning of the risk appropriateness 
is not elaborated in any deeper economic sense, however, for example, by 
figures or sums. The internal capital planning process is stressed as a central 
step in the Directive, but only the structural objectives of this process are 
spelled out. The economic benefits, results or substance of the process 
cannot be evaluated by the Directive. From a legal, administrative 
perspective, the supervisory intervention in this case is clear, easy to follow 
and firm in a compliance perspective. The economic aspects of the Directive, 
however, are hard to grasp. What would the Bank do if some of the 
processes fail, the capital situation changes or the strict time limits cannot be 
met? Surely, the results could be achieved nonetheless, but by other means. 
It is clear though, that any deviation from the plans set out in the Directive 
must be approved by the OCC in advance.  

This analysis cannot draw any general conclusions on how the 
effectiveness of interventions such as this relates to the banking supervision 
in general in the United States or comparatively in other jurisdictions. I aim 
only to show the variations in supervision and how economic theoretical 
connection and distinctiveness vary. In this case, the interventions to remedy 
capital deficiencies are made on an administratively very detailed level, with 
little room for economic results and principles to impact the final path from 
capital inadequacy to capital adequacy in a bank.    

 

 
686 P. Granlund, Regulatory choices in global financial markets – restoring the role of aggregate 
utility in the shaping of market supervision. 



  
247

7.4.4 Conclusions on soundness – confidence – stability 
Capital requirements and the regulation of risk management express 
soundness in banking in a central way. Keeping adequate levels of capital 
and liquidity in relation to the risks in a bank is a vital aspect of sound 
banking business. As seen in the regulation of Basel III and CRD IV, and in 
the economic arguments underpinning the regulation, risk management 
pinpoints how banks obtain soundness in regard to capital and liquidity 
issues. The economic reasons for imposing capital and liquidity requirements 
are found in the fundamental need to manage the risks which are a result of 
deposit insurance and which are implied in a bank’s business. Capital and 
liquidity requirements address the structures of risk management, such as 
assessment methods and control functions. Undercapitalised and 
insufficiently liquid banks pose a threat both to themselves, as they may fail 
and thus impose costs to their customers (bank-customer confidence), and to 
the bank system, as a failure may have systemic implications (bank-market 
confidence). The enhancement on macro-related capital buffers such as the 
countercyclical buffer in Basel III adds a new dimension to the functions of 
soundness in capital adequacy regulation, as such buffers are clearly 
motivated from refined systemic reasons and as such connect to stability in a 
distinct way. The whole normative context of soundness may be applied in 
the various types of capital requirements. 
 As regards the cases in this chapter, soundness is connected to risk 
management in all four cases. In Länsförsäkringar Bank, lack of adequate 
risk management and control over the business gave rise to severe 
deficiencies in the Bank. Even though the actual capital levels were not too 
low, the incorrect calculations and wrongful reporting resulted in a sanction. 
The confidence of bank customers, in relation to individual banks but also to 
the banking system overall would be diminished if the control over risks and 
risk management in banks was not effectively attended. The decision aims at 
fostering soundness in a confidence-related sense. 
 Dalhems Sparbank is a case tried in a Court of Law, but the judgement is 
very brief. As discussed previously, the sanction was overturned from 
revocation of authorisation to a warning, probably because there were no 
detrimental effects on the confidence or stability of the markets that could 
motivate the Bank to cease its business. The sustainment of soundness – 
confidence – stability was not in such great danger in this case as to revoke 
the Bank’s authorisation. However, a warning is a severe sanction in 
Swedish law, so the shortcomings in Dalhems Sparbank were considered 
flagrant. If any harm was done to the confidence of the Bank’s customers, 
due to the insufficient credit management and liquidity problems, it was 
probably reduced by the Bank’s merger with three other banks.  

In the case of Helgenæs Sparekasse, the “non-immaterial” risk of breaking 
the capital requirements resulted in an intervention by Finanstilsynet in this 
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Bank. The business model of the Bank was unsustainable in the long run. 
Risk management is again the central topic of the discussions. Soundness in 
this context relates very much to the most basic rationale or ground for 
capital requirements as a type of soundness regulation, namely, the stability 
of the banking market. Banking business must be sustainable. Unsustainable 
business models might be tolerable in other business sectors, but they cannot 
be allowed in banking since they pose too high risks to the stability of the 
whole system. Soundness is connected to sustainability in this case, and to 
the larger picture of the need for banks to be stable. 

The last case is the Guaranty Bank in the United States. This is a case of 
an undercapitalised bank, with managers not able to turn the ship despite 
several attempts. Capital inadequacy in the Bank was connected to several 
other fundamental structural shortcomings. Again, soundness is connected to 
the long-term prognosis of successful banking. Structures and systems must 
be in place to ensure capital adequacy. This is a central component in 
sustaining soundness – confidence – stability. 
 The prevalence and structures of capital and liquidity in a bank is of direct 
concern to the risk management of the bank. As discussed in this chapter, the 
regulation for capital adequacy and risk management became subject to 
regulatory attention after the financial crisis of 2008. Additional ratios for 
liquidity and leverage and new capital buffers are required in banks. By 
enhancing the structures by which a bank manages its risks, regulation may 
be used with the purpose of diminishing the negative impact of bank failures 
due to excessive risk taking. Soundness is expressed in terms of standards for 
banks’ risk management by capital adequacy, liquidity ratios and other 
similar regulations.  
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8 Failure: banks in trauma 

In a financial crisis, all banks matter. 

Per-Ola Jansson, former CEO at the Swedish Association of Bond Dealers 

 

 

8.1 Introduction 
In this chapter, the third phase of banking is in focus. The Story of the Bank 
now comes to an end. There are many cases of banks failing and as a result 
ceasing to conduct business, both in good times and during financial crises. 
For one reason or another, a situation may emerge where a bank cannot 
continue in its present form. It may become bankrupt. The licence may be 
withdrawn due to irregularities or shortages in the bank that rule out 
continued business. The analyses in this part of the dissertation deal with 
such involuntarily discontinuations of banking business.687 These are usually 
referred to as bank failures. The central distinction here is the realisation of 
risk. Somehow, the risks in the business of a bank have led to an adverse 
development which cannot be controlled within the bank. The bank is in 
trauma. The bank may become targeted with measures aiming to either 
prevent an imminent failure or manage the bank when failure is a fact.  

I mainly see two basic situations of interventions in banks in trauma. The 
first is purely economic: the bank has no financial resources to keep business 
going. The capital may be too low, or the risk exposures unmanageable. In 
short, the bank will not be able to meet its contractual obligations in the long 
term. This rationale describes how most companies become insolvent. 
However, banking is especially risky and subject to strict capital 
requirements which constitute a significant difference from non-financial 

 
687 The chapter does not include mergers, acquisitions, take overs or other business-motivated 
changes of banks’ businesses. 
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companies when failure due to economic rationales is discussed. Financial 
failure needs special regulatory attendance in the banking sector.  

The other rationale for failure in banks is business related. Banks are 
targeted with requirements related to the fact that banks need permission 
before they can begin doing business. As seen in Chapter 6, banks are 
scrutinised by the supervisor in every possible respect. There is a thorough 
review of the bank’s owners, the directors, the management, the business 
plan, the capital situation, the risk profile, etc. Both the details and the 
general potential of a sound and sustainable business are evaluated. The 
breach of any or several of these requirements may lead to sanctions. In the 
most severe cases, the supervisor can revoke the authorisation of a bank. 
Without authorisation the bank cannot continue as a bank. Usually, 
liquidation is required as a consequence. In many cases where authorisation 
has been withdrawn, the bank’s business is wholly or partly taken over by 
another bank. Whatever the consequence is of the revocation, the bank has 
lost its legal fundament for conducting business and has thus failed. 

Both these situations will require special management of the bank in 
question. This chapter will deal with some of the aspects in the regulation of 
banks in trauma.  

There are various rules related to bank failure and banks in trauma. On the 
EU level, a Directive on bank resolution harmonises the failure management 
of systemically important banks within the Union.688 The management has 
previously been, and continues to be as regards non-systemically important 
banks, quite influenced by procedures at the national level. Bank failure 
procedures are also to some extent unregulated, as the size and consequences 
of each bank failure may be unique and often require governmental 
management. The aim of this chapter is to target the principles of bank 
failure regimes in each chosen jurisdiction by addressing the procedures laid 
down in legislation and by case law in the first part. The frames for the 
regulation will be clear from this part. In the second part, cases of banks in 
trauma are studied. It is not my ambition to substantially analyse insolvency 
law in any part of the chapter. In order to evaluate and apply a law and 
economics perspective to my studies, it is necessary of course to elaborate on 
the reasons behind insolvency regulation – and thus also provide an 
understanding for the basic components in the regulation of banks in trauma. 
This will be clear in relevant parts in the coming discussions. The focus is 
not on making points or analysing insolvency law aspects per se, but on 
analysing why banks are treated differently from other companies. How are 
banks regulated when insolvent? What rationales underpin the speciality of 
this regulation? These are questions which, obviously, are posed from a 
banking law perspective and not from an insolvency point of view. It is 
important to be clear about the perspective taken in this chapter, since the 
 
688 More on this below. 
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reader may easily expect a study of bank failures to include solvency law 
analyses. The details and depth in this chapter, however, are not related to 
comparing the regulation of bank insolvency (or of banks that are otherwise 
in trauma) with ordinary insolvency rules, but to exploring how soundness 
functions as a standard in the regulation of bank failures in the context of 
banking law. The perspective corresponds to the general aim and purposes of 
the thesis: to examine the functions of soundness in the regulation of banks 
and to discuss the functions of banking regulation and supervision in general, 
how the view on banks in regulation has changed and how the financial crisis 
of 2008 has affected banking regulation and supervision. It also corresponds 
to the regulatory approach explained in 2.2.3, with a focus on regulatory 
structures, motives for the prevalence of rules and regulations and 
overarching features of regulation. 

The chapter follows the same structure as the two previous chapters. The 
legislation and supervision concerning bank failure in Sweden, Denmark, the 
United Kingdom and the United States of America will be briefly described. 
In the comparative outlooks, less explicit examinations of soundness will be 
included as compared to the comparative outlooks in Chapters 6 and 7. The 
focus is on the various structures and how banks in trauma are managed 
generally in the Danish, British and American regulations. This is because 
the differences in the regulatory structures in this field are rather large, so the 
comparative outlooks need to clarify the differences and structures in order 
for the later analyses to be fruitful. Specific analyses of soundness are 
included in the compiling comparison and reflection on the regulation on 
banks in trauma, and of course in the continuing case studies and final 
analyses.  

The regulatory presentation follows next, including the comparative 
outlooks. After this, a case study is conducted with representative cases from 
some of the jurisdictions. An analysis finalises the chapter, where the law 
and economics perspective on the regulatory and case study parts is 
presented. 

8.2 Regulatory context 

8.2.1 Introductory remarks 

The financial crisis of 2008 brought shocking insights into the reality of wide 
spread failures among financial institutions. Bank failure is of course no new 
phenomenon. Banks have always failed, like any other type of company. The 
inherent instability in banks’ balance sheet adds to the risk profile in 
banking, which implies larger effects as a consequence of a bank failure. 
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Bank runs have not been uncommon throughout history.689 In fact, the word 
bankrupt (Italian: banca rotta) derives from the ritual act of breaking the 
desk of a banker that had become insolvent. The word is used in most 
languages to express insolvency in general.690 Unlike many other sectors, the 
banking sector attracts a great deal of attention when failures occur within it. 
Large economic values are at stake in a failing bank. In addition, systemic 
risk may spread to other banks and financial institutions, and to the whole 
economy. For this reason, states might need to intervene and rescue large, 
systemically important banks. This has been developed earlier, in Chapter 4. 
In Europe, the EU Commission approved 3 892.6 billion euros in state aid 
for financial institutions between 2008 and 2014.691 A bank failure may bring 
enormous costs to society, regardless of whether it is rescued by public 
means or is left to collapse. For this reason it is important to manage banks 
in distress with appropriate and well-adjusted tools. 

There are various ways to regulate banks in trauma. In some countries, 
special bank insolvency rules apply – in others, there are no special rules in 
addition to the ordinary insolvency law. The procedure to manage a failing 
bank also varies. Administrative or judicial processes exist, with various 
respective benefits and disadvantages.692 In my coming comparative study, 
these variations are represented.  

The national variations within the EU have become diminished after the 
introduction of a harmonised procedure for the resolution of systemically 
important banks within the Union. I will for this reason begin by describing 
the EU Bank Recovery and Resolution Directive of 2014, and thereafter 
compare the regulation – both legislation and supervision – in the United 
Kingdom, Sweden, Denmark and United States of America. The functions of 
soundness and the normative context of soundness as established in Chapter 
5 are used to analyse the legal material. 

8.2.2 EU regulation of banks in trauma 

8.2.2.1 Generally on the Bank Recovery and Resolution Directive 
Directive 2014/59/EU of the European Parliament and of the Council of 
15 May 2014 establishing a framework for the recovery and resolution of 
credit institutions and investment firms (hereinafter: Bank Recovery and 

 
689 M. Haentjens, Bank Recovery and Resolution: An overview of International Initiatives, pp. 
255—. 
690 Ibid., pp. 255-270. 
691 http://ec.europa.eu/competition/state_aid/scoreboard/financial_economic_crisis_ 
aid_en.html. 
692 R. Cranston, Principles of Banking Law, pp. 18-20; 

H. M. Schooner, Bank Insolvency Regimes in the United States and the United Kingdom, p. 385. 
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Resolution Directive), applies to all member states from January 1, 2015.693 
The purpose of the Directive is to provide procedures for reconstructing or 
winding down financial institutions that fail, as well as precautionary 
supervisory measures to prevent crises. The Resolution Directive thus 
contains two main components for managing banks in distress. There are 
provisions on crisis prevention and there is a special management procedure 
when the failure of a bank is inevitable. 

The crisis preventive measures aim at early intervention in a bank in 
financial difficulties. These interventions may be preparations for a possible 
resolution, but also ordinary supervisory measures. Examples of crisis 
preventive tools are the establishment of recovery and resolution plans and 
requiring banks to remove obstacles in order to facilitate an effective 
resolution. Further options available are the appointment of a temporary 
administrator, writing down and converting debts to increase the capital base 
and requiring institutions to keep sufficient liabilities that are suitable for 
bail-in.694      

The special procedure for reconstructing or closing a bank or financial 
institute is called resolution. The idea is to use resolution as an alternative to 
bankruptcy or liquidation in order to maintain essential services in the 
financial institute by avoiding considerable disturbance and interruption 
thereof. The Resolution Directive aims at protecting taxpayers from having 
to bail out banks that have become too big to fail. The connection between 
states and banks was considered problematic after the financial crisis and 
something that could “weigh on economic growth”.695 The Directive thus 
lays down a distinct bail-in principle, which means that the cost of a bank 
failure is primarily allocated to the shareholder and creditors of the bank. 
Resolution funds financed by the banking industry may also be used. To 
achieve such bail-in procedures, responsible national resolution authorities 
are empowered with an array of supervisory tools, with the overarching 
objective of transferring the control of the bank to the resolution authority. 
The resolution authority may, in short, sell assets, liabilities and shares in an 
institution under resolution to a private purchaser or transfer such assets to a 
temporarily established institution under the control of the authority. The 
resolution authority may also transfer assets to a specially established asset 
management company, which over time winds down the business, if the 

 
693 Directive 2014/59/EU of the European Parliament and of the Council of 15 May 2014 
establishing a framework for the recovery and resolution of credit institutions and investment 
firms and amending Council Directive 82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 
2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU, 2012/30/EU and 2013/36/EU, and 
Regulations (EU) No 1093/2010 and (EU) No 648/2012, of the European Parliament and of the 
Council. 
694 Bank Recovery and Resolution Directive, Articles 27-30. 
695 European Commission, Statement of Commissioner Barnier following agreement in ECOFIN 
on bank recovery and resolution, European Commission MEMO, Brussels, June 27, 2013; 
B. P. M. Joosen, Bail in Mechanisms in the Bank Recovery and Resolution Directive. 
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assets cannot immediately be sold. The authority may also write down 
liabilities or convert them to shares. The order of precedence that would have 
applied if the institution had become bankrupt should be maintained, 
although creditors and owners are to bear losses first and fully. If a creditor 
or shareholder is worse off in the resolution compared to a bankruptcy, 
compensation should be awarded. 

The supervisory tools in the Bank Recovery and Resolution Directive 
apply to banks whose “failure and subsequent winding up under normal 
insolvency proceedings would be likely to have a significant negative effect 
on financial markets, on other institutions, on funding conditions, or on the 
wider economy”696. These systemic effects may be due to a bank’s business, 
shareholding structure, legal form, risk profile, size, legal status, 
interconnectedness or other reasons. The Resolution Authority in each 
member state assesses whether a bank fulfils the criteria of being 
systemically important. 

The Bank Recovery and Resolution Directive has been criticised as having 
been put in place too fast, leaving no room for thorough impact analyses.697 
Fundamental preconditions for banks’ businesses are changed and the 
regulated issues are highly complex. The application of resolution in a full-
blown financial crisis has also been questioned.698 Interference by the 
government might be the best solution if the whole financial system is under 
severe distress. The state is, after all, the ultimate risk bearer in society. 
There are also positive reactions to the bail-in principle and the resolution 
regime. The ex ante form of regulation and the use of bankruptcy 
proceedings have been pointed out as steps in the right direction.699 

8.2.2.2 Soundness in the Bank Recovery and Resolution Directive 
Soundness is used on 10 occasions in the Bank Recovery Resolution 
Directive. I will relate soundness to its functions in each instance and 
examine the context of soundness in the Directive. 

• Unsoundness. The Directive begins in its very first Recital (1) by 
pointing out, not soundness, but unsoundness: “The financial crisis 
has shown that there is a significant lack of adequate tools at Union 
level to deal effectively with unsound or failing credit institutions 
and investment firms.” 

• Unsoundness. In Recital (5), the need for a regime to “provide 
authorities with a credible set of tools to intervene sufficiently early 
and quickly in an unsound or failing institution” is described. The 

 
696 Bank Recovery and Resolution Directive, Article 1. 
697 See e. g., SOU 2014:52. Resolution - en ny metod för att hantera banker i kris, pp. 233-236. 
698 Ibid, 339–. This discussion is developed below. 
699 C. Thole, Bank Crisis Management and Resolution – core features of the Bank Recovery and 
Resolution Directive. 
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purpose is to “ensure the continuity of the institution’s critical 
financial and economic functions, while minimising the impact of 
an institution’s failure on the economy and financial system”. Also 
in this Recital, unsoundness is used. 

• Restore financial soundness. Recital (40) discusses early 
intervention powers and the need to use these powers in any 
situation where it is “considered to be necessary to restore the 
financial soundness of an institution”. 

• Sound entity. Systemically important services or viable businesses 
may be transferred by resolution tools to a sound entity (Recital 60). 

• Sound and prudent management. Article 29, paragraph 2. The role 
and functions of the temporary administrator may include 
ascertaining the financial position of the institution, managing the 
business or part of the business with a view to preserving or 
restoring the institution’s  financial position and taking measures to 
restore the sound and prudent management of the business. 

• Financially and organisationally sound. Article 35, paragraph 3. A 
special manager may be appointed to replace the management body 
of an institution under resolution. The special manager shall have 
the statutory duty to impose measures, for example, to increase 
capital, reorganise the ownership structure of the institution or 
takeovers by institutions that are financially and organisationally 
sound. 

• Redressing the financial soundness. Article 35, paragraph 5. 
Solutions of a special manager shall facilitate redressing the 
financial soundness of concerned entities. 

• Financial soundness and long-term viability. The bail-in tool should 
only be used if there is a reasonable prospect that the application of 
the tool will restore the institution or entity in question to financial 
soundness and long-term viability, Article 43, paragraph 3. 

• The restoration of financial soundness. In the Annex, Section A, 
rules on the recovery plan are laid down. A recovery plan shall 
include information on “preparatory arrangements to facilitate the 
sale of assets or business lines in a timeframe appropriate for the 
restoration of financial soundness” (17). 

 
Soundness functions in the Bank Recovery and Resolution Directive in most 
cases as a quality standard from a financial point of view. The financial 
soundness is to be restored or attended to. Soundness functions as a desirable 
characteristic of the economic state in a bank. This is connected to the 
context of the Directive, which is to require the member states to give their 
financial authorities recovery and resolution tools and powers to manage 
banks in trauma. Avoiding failure of banks and managing failure of banks are 
the two purposes of the Directive which would, if successfully used, achieve 
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financial soundness. Sound and prudent management appears again, as in 
previously analysed EU law.  

One last remark can be made on the two initial usages in Recitals (1) and 
(5). Adequate tools are pointed out as necessary to “deal effectively with 
unsound or failing credit institutions” in order to “intervene sufficiently early 
and quickly in an unsound or failing institution”. Unsound or failing banks 
are the objects of the Recovery and Resolution regime. As phrased in Recital 
(5), the purpose of the Bank Recovery and Resolution Directive is to “ensure 
the continuity of the institution’s critical financial and economic functions, 
while minimising the impact of an institution’s failure on the economy and 
financial system”. The use of the term unsound is worth some reflection. 
From the wordings in the Directive, it seems that unsound would be the 
opposite of sound, and that the management of failing banks aims at moving 
a bank from an unsound state to a sound state. Arguably, the regulation of 
banks in trauma only aims at preventing and managing failures or potential 
failures to negatively affect the banking system, or the economy at large. The 
Bank Recovery and Resolution Directive targets banks whose failure is 
considered connected to systemic effects. Thus, the objectives of the 
resolution rules are to handle unsound and failing banks and prevent and 
manage the effects of the unsoundness or failure. This does not necessarily 
imply that the result of bank resolution is sound banking. Rather, the result 
is, hopefully, to diverge from a state of unsoundness when banks are put in 
resolution. The specific role of regulatory management of systemically 
important banks in trauma is to make sure the unsound or failing bank does 
not have too large consequences for the market or society. Restoring 
soundness, as the opposite of unsoundness, is not the substantial implication 
of these rules, even if soundness is used in such a way in the Articles of the 
Directive. The dichotomy sound – unsound steers the mind into furnishing 
soundness with functions that would deviate from the objectives of bank 
resolution by including a lot more than merely preventing systemically 
detrimental effects of bank failures.  The polarisation of sound – unsound is 
probably not intended in the Bank Recovery and Resolution Directive. It is, 
however, relevant to point out the different function of soundness in this 
instance, as opposed to how soundness is used in the previous chapters. 
Here, soundness must be related to unsoundness. To better describe the 
functions of soundness in this Directive, soundness can be described as 
corresponding to diverging from an unsound state, as this is the aim of the 
managing banks in trauma.  

8.2.3 Sweden 

In Sweden, there has been no special bank insolvency legislation prior to the 
implementation of the EU Bank Recovery and Resolution Directive. Failing 
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banks have been managed by ordinary insolvency proceedings or by special 
political interventions. When a bank is declared bankrupt, a special provision 
has mandated Finansinspektionen to appoint a public representative. The 
public representative functions as a bankruptcy trustee together with the 
other appointed trustees.700  

As a reaction to the Swedish banking crisis of 1991-1993, a Bank Support 
Act was adopted.701 This Act was repealed a few years later, but provided for 
a temporary schedule to manage failing banks by state loan guarantees and 
capital injections. A Bank Support Authority was established to manage the 
procedures.702 The Authority had powers to transfer banks into public 
ownership if the capital adequacy ratio was less than 2 per cent.703 A 
Banking Law Committee was mandated in 1995 to investigate the regulation 
on bank failure in Sweden.704 In 2000, they presented two reports – one on 
general regulation and supervision of banks and one on public administration 
of failing banks.705 The reports were processed in the Government Offices 
until 2008, when the financial situation on the markets required prompt 
legislative action. The processes from the reports were interrupted and lagen 
(2008:814) om statligt stöd till kreditinstitut (Government Support to Credit 
Institutions Act) was adopted, with departure points in the repealed Bank 
Support Act.706 The purpose of the Act was to prevent the spread of systemic 
risk in the financial markets.707 The Swedish Government was empowered 
with broad authority to manage situations of failing banks. It was deemed 
impossible to point out what types of support or measures would be used, 
neither to calculate costs or size of the support in advance.708 The Act formed 
part of a support program, containing four parts. First, the short-term 
liquidity management was placed on the Swedish Central Bank, Riksbanken, 
and on the Swedish National Debt Office. Second, the medium term 
financing of the banks was supported by a guarantee program. Third, a 
sector-financed stability fund was set up to handle solidity problems. Fourth, 
Finansinspektionen was commissioned to make sure that these supportive 
measures would also redound to households and companies.709 

 
700 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 13, Section 13. 
701 Lagen (1993:765) om statligt stöd till banker och andra kreditinstitut; 
See more on the Swedish banking crisis above under note 201. 
702 Bankstödsnämnden. 
703 Lagen (1993:765) om statligt stöd till banker och andra kreditinstitut, Section 13. 
704 Kommittédirektiv 1995:86, Översyn av vissa rörelse- och tillsynsregler på bankområdet m.m. 
705 SOU 1998:160. Reglering och tillsyn av banker och kreditmarknadsföretag; 

SOU 2000:66. Offentlig administration av banker i kris. 
706 Lagen (2008:814) om statligt stöd till kreditinstitut;  
G. Sjöberg, Lagen om statligt stöd till kreditinstitut, pp. 576-577. 
707 Regeringens proposition 2008/09:61, Stabilitetsstärkande åt gärder för det svenska finansiella 
systemet, pp. 33-34. 
708 Ibid., p. 33. 
709 Ibid., pp. 28-31. 
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Because of the EU Bank Recovery and Resolution Directive, lagen 
(2008:814) om statligt stöd till kreditinstitut was replaced by an act on 
resolution (lagen (2015:1016) om resolution) and an act on precautionary 
state aid for sound credit institutions (lagen (2015:1017) om förebyggande 
statligt stöd till kreditinstitut).710 The resolution law establishes the Swedish 
National Debt Office as resolution authority. Finansinspektionen already has 
powers to intervene in financial institutions and is therefore also responsible 
to conduct the crisis-preventive supervision according to the resolution 
regulation. The exception is resolution planning, which the National Debt 
Office will be responsible for. Finansinspektionen had all the necessary tools 
for early interventions prior to the Bank Recovery and Resolution Directive, 
except for appointing a temporary administrator, which was added by the 
Swedish resolution law.  

The Swedish acts implementing the Bank Recovery and Resolution 
Directive include no explicit requirements of soundness. The discussions in 
the preparatory works to the implementing acts refer, however, to the 
expression sound and stable on several instances. The Directive introduced 
the use of resolution tools to manage failing banks. One of these tools is to 
sell the shares, other instruments, assets, rights or liabilities, wholly or partly, 
of a bank to a new owner. This is done without the consent of the 
shareholders of the bank under resolution or any other third party. Using the 
“sale of business” resolution tool requires in many cases that the firm has 
authorisation to conduct the acquired business (sale of assets and liabilities) 
or that the owner is assessed according to the requirements of qualified 
owners (sale of shares). The Directive imposes requirements on the member 
states to conduct the assessments of new owners of qualifying holdings or an 
application for authorisation for the acquiring business in a “timely manner”. 
The assessments of owners or authorisation procedures should not “delay the 
application of the sale of business tool and prevent the resolution action from 
achieving the relevant resolution objectives”.711  

In the Swedish preparatory works, the need for prompt action by the 
Resolution Authority to find a new owner or owners, usually at the same 
time as the bank is entered into resolution, is weighed against the need to 
ensure the quality of the new owners.712 Especially in the case of a large 
financial crisis, the instability on the markets may require very prompt action 
to carry through with the sale. However, also sustaining the normal 
requirements on the new owners and firms in a resolution procedure will 
contribute to the sound and stable operation of the business in the future. 
This is essential to ensure the continuing operation of, for example, a critical 

 
710 SOU 2014:52. Resolution - en ny metod för att hantera banker i kris; 

Regeringens proposition 2015/16:5, Genomförande av krishanteringsdirektivet. 
711 Bank Recovery and Resolution Directive, Article 38, paragraphs 7-8. 
712 Regeringens proposition 2015/16:5, Genomförande av krishanteringsdirektivet, pp. 503-504; 

SOU 2014:52. Resolution - en ny metod för att hantera banker i kris, p. 608. 
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function that has been transferred.713 An exception to the requirements on 
new owners and firms could result in undue benefits for certain private 
actors. The preparatory works also state that an exception probably would 
have a negative effect on the confidence in the markets regarding an 
acquirer’s conditions to continue the business in a suitable manner.714  
Nonetheless, due to the Bank Recovery and Resolution Directive, exceptions 
from the requirements on owners were eventually considered necessary in 
the proposal put forward by the Government. Owners that did not fulfil the 
normal requirements would be able to acquire a qualified holding of shares 
or assets of a company in resolution.715 The Government’s Bill that put 
together the final proposal of these amendments concluded that such 
exceptions were required by the Resolution Directive. The Swedish 
Committee that put forward the initial public report on the Swedish 
implementation of the Resolution Directive, which preceded the 
Government’s Bill, did not recommend changes to the requirements on 
qualified owners. The Committee interpreted the purpose of the Resolution 
Directive as targeting only the time aspect; exceptions from the assessments 
on owners would only be required if needed in order to implement a 
sufficiently prompt usage of the resolution tool. The Committee stated that it 
would not be a good solution to allow owners that are not fully suitable, 
neither in the long term or the short term. 716 Despite the Government’s view 
that exceptions to the requirements of owners (lag (2004:297) om bank- och 
finansieringsrörelse, Chapter 14, Section 2) indeed were necessary to 
implement the Bank Recovery and Resolution Directive, these exceptions 
were never adopted. In both the Government’s Bill and the amending acts 
succeeding the Bill, only some other changes have been made regarding the 
owner assessments.717 It is unclear why the amendments proposed by the 
Government, which were in opposition to the Committee’s report, have not 
been inserted in the law.  

I will not deepen the analyses on the various aspects on the 
implementation of the Bank Recovery and Resolution Directive in this part, 
but will make a few remarks on the discussions in the preparatory works. 
The application of soundness, as a normative concept and with emphasis on 
stability – which was stressed in the preparatory works – is of relevance to 
this aspect of regulating banks in trauma. Sound and stable operation of the 
business by suitable owners is weighed against the need to enforce resolution 
actions in a stressful situation when a bank fails. The systemic context of 
resolution is important to point out; resolution applies to banks whose failure 
would have systemic effects. The prompt action by Resolution Authorities in 

 
713 Regeringens proposition 2015/16:5, Genomförande av krishanteringsdirektivet, p. 504; 

SOU 2014:52. Resolution - en ny metod för att hantera banker i kris, p. 608. 
714 Ibid. 
715 Regeringens proposition 2015/16:5, Genomförande av krishanteringsdirektivet, p. 507. 
716 SOU 2014:52. Resolution - en ny metod för att hantera banker i kris, pp. 618-619. 
717 See Lagen (2004:297) om bank och finansieringsrörelse, Chapter 14, Section 1a. 
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the member states, not delaying in their use of the various resolution tools, 
aims at preventing the spread of systemic risk. Soundness and stability is 
truly brought to its head in this discussion. Accepting owners that do not 
fulfil the requirements on the person’s reputation and financial strength, 
insight and experience and suitability – and the associated potential of 
detrimental influence as to the lawful operation of the business and 
connection to financial crime – seems to be an unsatisfactory solution from a 
soundness perspective. Even in a financial crisis, when prompt measures 
indeed would be necessary to prevent a bank from failing and thus affecting 
the rest of the markets, the owners of banks must be suitable if soundness 
and stability are to be achieved. Owners who are not suitable to the degree 
prescribed in the law may cause extensive harm to the confidence in the 
financial markets. It seems that the micro-macro dualism of the normative 
concept of soundness is applicable to this weighing of stability concerns. 
The sound and stable operation of banks requires suitable owners (micro) to 
promote confidence both in individual banks and in the banking market. A 
sound and stable banking market require prompt action when a systemically 
important bank fails (macro), in order to promote stability and prevent 
financial risk contagion in the banking system and in the financial markets 
overall. Even though the Government’s view in the Swedish preparatory 
works clearly proposed an exception to the requirements on owners of a 
bank in resolution, the Act was never changed in this regard. Owners must 
be suitable, even when the “sale of business” resolution tool is used. It is to 
be hoped that prompt management of a bank in resolution will be possible 
none the less, including room for an assessment of qualified owners. At least 
that seems like the most satisfactory solution from a soundness perspective. 
Even if the assessment of suitability probably would be difficult to make in 
the midst of a financial crisis, the assessment should still aim at finding 
owners who are sufficiently suitable according to what has been considered 
necessary for bank owners. Not compromising on the suitability of owners 
would be in line with how soundness is used to emphasise such regulatory 
requirements related to, for example, authorisation (Chapter 6), where the 
quality of “personal soundness” is indispensable for ensuring sound banking. 

The next section contains a comparative outlook into Danish, British and 
American regulation. 

8.2.4 Comparative outlook 

8.2.4.1 Denmark 
In 2008, the Danish state adopted a law on financial stability (lov om 
finansiel stabilitet).718 By this law, and later alterations thereof, five support 
packages for the banking sector were implemented.719  The First Bank 

 
718 Lov nr. 1003 of 10/10/2008 om finansiel stabilitet. 
719 https://www.finansielstabilitet.dk/Default.aspx?ID=106; 
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Support Package (Bankpakke I) established a new procedure that made it 
possible to dissolve banks that could not meet the minimum capital 
requirements. The costs of the resolutions were to be shared between the 
government and the Danish banking sector. Due to continuing problems of 
funding for Danish banks and mounting losses in the banking sector, the 
government adopted Bank Package 2, legislation allowing for capital 
injections in banks to raise their solvency. The guarantee scheme established 
under Bank Package 1 expired at the end of September 2010, and under the 
Bank Package 2 banks could obtain a government guarantee for loans until 
the end of 2013. The banking rescue legislation in Denmark was thus a 
temporary regulatory instrument.720 

The First Bank Support Package established a limited company called 
Finansiel Stabilitet A/S, which is wholly owned by the Danish state. The 
function of the company is to take over failing banks by transferring all 
assets and a proportionate amount of liabilities to a subsidiary of the 
company. The Danish bank resolution procedure has thus relied on the 
Danish state using Finansiel Stabilitet A/S for restructuring and winding 
down banks.721  
 
For a comparative review, see  the Finnish government’s proposal in RP 175/2014 rd: 
Regeringens proposition till riksdagen med förslag till lag om resolution av kreditinstitut och 
värdepappersföretag och vissa lagar i samband med den samt om godkännande av avtalet om 
överföring av och ömsesidighet för bidrag till den gemensamma resolutionsfonden samt till lag 
om genomförande av de bestämmelser i avtalet som hör till området för lagstiftningen. 
720 F. Østrup, The Danish Bank Crisis in a Transnational Perspective, pp. 82-85. 
721 The Danish banks contributed 4.69 million euros to the Bank Support Package, as a 
compensation for the state’s guarantee to repay the outstanding accounts of bank depositors and 
remaining non-subordinated creditors. The First Bank Support Package was arranged for two 
years. The Second Bank Support Package (Kreditpakke) was agreed upon in 2009, where the 
Danish state granted 6.17 million euros in capital support to the banking sector and also allowed 
for bank specific state-aid. The Second Bank Support Package contained a law that allowed for 
the granting of generous state-funded loans of hybrid core capital to banks. (Hybrid core capital is 
a term used to describe capital instruments that have features of both debt and equity instruments. 
These instruments may be classified as Tier 1 capital according to the Capital Requirements 
Regulation if the hybrid capital instruments meet certain criteria, i.e. requirements to absorb 
losses by being written down or converted into common equity Tier 1 instruments, when the 
solvency of a credit institution the Tier 1 capital ratio falls below 5.125 per cent.) The ambition 
was for the loans to be redeemed with an interest rate of 10 per cent, but with no repayment 
requirements or ultimate date of maturity connected to these loans. Some of the banks have 
indeed redeemed the loans or decided to do so, but many have not. The purpose was to strengthen 
the capital base of credit institutions by injecting state capital if necessary. The loans could be 
applied for until June 30, 2009 (see Lov om statsligt kapitalindskud i kreditinstitutter, LOV nr.67 
af 3/2/2009). Forty-three Danish banks participated in the Second Bank Support Package and by 
the end of 2010, guarantees of 25.87 million euros had been granted (Pressemeddelelse 8/1/2010: 
Økonomi- og Erhvervsministeriet, Udbetaling af kapital fra Kreditpakken er nu gennemført). The 
purpose of the First and Second Bank Support Packages was to secure the liquidity of the Danish 
bank sector.  

The Third Bank Support Package (Exitpakke) was initiated in 2010 and replaced the First 
package. The purpose of the Third Package was to manage failing banks in a controlled, quick, 
voluntarily and foreseeable manner. If extra capital or other arrangements cannot save a bank, 
Finansiel Stabilitet A/S may take over assets and business and guarantees that the capital 
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The Danish resolution regime has been developed since 2008, even though it 
emphasises a political and state-supported scheme. The implementation of 
the EU Bank Recovery and Resolution Directive has replaced the previous 
framework. Fundamental changes to the functions and powers of 
Finanstilsynet and Finansiel Stabilitet A/S are a necessary result of the 
Directive. The act on financial stability has been amended and lov om 
restrukturering og afvikling af visse finansielle virksomheder (Act on 
Restructuring and Resolution of Certain Financial Enterprises) entered into 
force on June 1, 2015.722 Finanstilsynet has powers to conduct early 
interventions. Finansiel Stabilitet A/S will be responsible for the resolution 
tools and has been remade into an independent public enterprise.723  

The purposes of the Danish solutions with the Banking Packages and 
Finansiel Stabilitet A/S are obviously to prevent systemic risk from 
spreading in the financial markets by the failure of systemically important 
banks. Stability is the superior concern, which has resulted in an approach to 
regulating failing banks that is strongly preventive and to a large extent 
politically contingent.  

The packages for the banking sector, granted by the Danish parliament, 
are very far-reaching. State-funded loans have been granted without a set 
maturity. Even though many of the banks have redeemed their loans, the 
capital injections have been unconditioned. Since the Danish law allows for 
the Danish Ministry of Business and Growth to prolong the time for new 
applications beyond June 30, 2009 – and the law thus may still be used to 
grant new state-funded loans – there still exists an obvious conflict between 
the state-funded hybrid core capital injections and the prevailing bail-in 
principle in the EU Resolution Directive.724 It is plausible that the political 
state as regards the Danish banking sector is still considered quite fragile 

 
requirements and liquidity are fulfilled. The Fourth Bank Support Package (Konsolideringspakke) 
was launched in 2011 to develop new models for bank management. Two banks had been winded 
up according to the Third Package, which had led to large costs for the ordinary creditors and 
lowered credit ratings (www.danskebank.com/da-dk/ir/Regulering/Bankpakker/Pages/ 
Bankpakker.aspx).   

The Forth Package introduced incentives in the form of state concessions for financial 
institutions that take over the engagements of failing banks, thus aiming at facilitating mergers 
through a new consolidation process. The last and Fifth Bank Support Package (Udviklingspakke) 
from 2012 aimed at securing financing to the banking sector. The growth and export financing 
was strengthened with 2,01 million euro in order to ease the access to credit for particularly small 
and medium enterprises. Banks were also helped to be able to provide new lending 
(https://www.finansielstabilitet.dk/Default.aspx?ID=106). 
722 Lov nr 333 af 31/03/2015, Lov om restrukturering og afvikling af visse finansielle 
virksomheder. 
723 Written presentment to the Danish Parliament (Folketinget) by the Danish Minister of 
Business and Growth Henrik Sass Larsen, 19 December 2014, Til Lovforslag nr. L 100. 
724 Lov nr. 67 af 3/2/2009 om statsligt kapitalindskud i kreditinstitutter, Chapter 3, Section 4, 
paragraph 2. The bail-in provisions of the EU Bank Recovery and Resolution Directive must have 
be implemented in the member states by January 1, 2016. 
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after the financial crisis and that the EU Commission would not comment on 
the Danish efforts to stabilise the markets, nor the Danish law as it stands, at 
least as long as no new state-funded loans are granted.  

Another interesting regulatory solution in Denmark is the setup and 
functions of the state-owned limited company Finansiel Stabilitet A/S. The 
Danish implementation of the Resolution Directive has, as discussed above, 
been proposed to include empowering Finansiel Stabilitet with supervisory 
tools. In practice, this means that the company will be upgraded to an 
authority, although remaining an enterprise formally. As long as the Danish 
state owns the company and it is run as a company legally, there might exist 
financially motivated state interests in how Finansiel Stabilitet will use the 
resolution tools in cases of bank insolvencies. Such interests, motivated from 
the state’s ownership, might be troublesome to combine with the overarching 
goal of bank resolution, namely, that the bailing out of banks by states 
should be avoided by all means. Owners’ incentives are typically restricted 
to a smaller perspective than the stability of the whole financial market. Even 
if the state in all circumstances may apply a broader approach than private 
owners, and this is indeed regulated as regards public companies, the Danish 
structure mixes state control and state ownership in a way that may become 
quite close to bailing out troubled banks. How the resolution assignment will 
be carried out in reality by Finansiel Stabilitet A/S remains to be evaluated.  

8.2.4.2 United Kingdom 
The United Kingdom did not have a special bank insolvency law until the 
Banking Act of 2009. Until then, the system relied on the ordinary 
insolvency rules to manage failing banks. This system was judicial; only a 
court of law could decide whether a bank was insolvent.725 The need for a 
special regulatory system for managing failing banks first garnered attention 
after the failure of Northern Rock, which will be analysed in detail in the 
case study below.726 The previous system with ordinary insolvency rules had 
been used with success vis-à-vis banks on a number of occasions, but 
because of Northern Rock the political discussion took a new path towards a 
special bank management regime.727 With the Banking Act of 2009, special 
resolution rules and early intervention tools were introduced. The Bank of 
England was set up as the resolution authority and as such is empowered 
with a number of stabilising options to choose from in order to manage 

 
725 H. M. Schooner, Bank Insolvency Regimes in the United States and the United Kingdom, p. 
385. 
726 HM Treasury, FSA and Bank of England:  Banking Reform – Protecting Depositors: A 
Discussion Paper (October 11, 2007); 

HM Treasury, FSA and Bank of England: Financial Stability and Depositor Protection: further 
consultation and special resolution regime (July 1, 2008). 
727 D. Singh, The UK Banking Act 2009, pre-insolvency and early intervention: policy and 
practice, pp. 4-5. 
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failing banks. The Bank of England may intervene both in the administration 
or ownership of a bank, prior to any collapse. The tools available according 
to the Banking Act of 2009 were transfer to a private sector purchaser, 
transfer to a bridge bank and transfer to temporary public sector 
ownership.728 If none of these tools is deemed proper, the Bank of England 
may instigate the insolvency procedure according to the Banking Act of 
2009.729  

In addition, the Financial Services Act of 2013, also called the Banking 
Reform Act, introduced new regulatory measures to the special resolution 
regime. A bail-in stabilisation option was launched, inspired by the 
negotiations in the EU which later led to the Bank Recovery and Resolution 
Directive.730 The bail-in tools provide for recapitalisation of a bank in 
distress, allowing for losses to be borne by creditors and shareholders rather 
than by public means. All banks are included, not just systemically important 
banks. 

Because of the regulatory developments in the United Kingdom, many of 
the requirements in the Bank Recovery and Resolution Directive had already 
been met when the Directive was adopted. A few amendments were 
nonetheless necessary for the United Kingdom to implement to comply with 
the Directive. For example, the bail-in powers of the Bank of England have 
been extended and a tool to transfer assets to a specially established asset 
management company has been added according to the EU requirements.731 
Since the regulation on banks in trauma in the United Kingdom emerged 
after the financial crisis of 2008 and from a state where no special rules 
existed, the regulation has been designed in the light of the EU developments 
in this field.  

The PRA plays a central role in the use of resolution tools, as the PRA 
determines whether the bank is failing or likely to fail and if it is reasonable 
to conclude that no other action could avert the failure. The use of the tools 
also requires the Bank of England to determine that it is in the public interest 
to use the tool.732 

 
728 Banking Act 2009, Sections 11-13. 
729 Banking Act 2009, Sections 90-135. 
730 Financial Services Act 2013, Section 17. The Act also includes rules on the separation of core 
banking services and investment services, so-called ring-fencing. A similar proposal on structural 
reforms in the banking sector has been adopted by the EU Commission and awaits further 
political handling. This study will not deal with structural separations in the banking sector; 

Cleary Gottlieb Steen & Hamilton LLP, Alert Memorandum, February 18, 2014. Available at: 
http://www.cgsh.com/files/News/e311a0e2-ec4f-4675-b973-1e0d00a70376/ 
Presentation/NewsAttachment/1d136084-0301-4b1b-84bc-1eca500ea814/UK%20Enacts%20 
Banking%20Reform%20Act.pdf.  
731 The Banking Act 2009 (Recovery and Resolution Directive) (Amendment) Order 2014. 
732 Banking Act 2009, s. 7 and Banking Act 2009 (Recovery and Resolution Directive) 
(Amendment) Order 2014. 
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8.2.4.3 United States of America 
The American system for bank insolvency procedures derives from banking 
law and is especially designed with an administrative process governed by 
the bank supervisors.733 Commercial banks, insurance companies and certain 
other financial firms are not regulated by the general Federal Bankruptcy 
Code, generally referred to as Chapter 11 reorganisation proceedings, which 
lays down rules for most other corporations in the US.734 Instead, there is a 
special bank insolvency and resolution regime in the Federal Deposit 
Insurance Act.735 This Act provides for faster legal closure and resolution 
compared to the Chapter 11 proceedings. The aim is to achieve a least cost 
resolution, meaning management that amounts to the least possible costs to 
the deposit insurance fund.736 The Federal Deposit Insurance Corporation 
(FDIC) is the competent authority.  

In addition to the special bank insolvency proceedings in the United 
States, the Dodd-Frank Wall Street Reform of 2010 brought new 
management tools for banking failure.737 Title II of the Dodd-Frank Act, 
Orderly Liquidation Authority, confers powers to the FDIC to serve as a 
receiver for large, interconnected financial companies in order to liquidate 
and wind down the affairs of such companies. The purpose of the federal 
receivership process is to deal with banks and other financial companies 
whose failure poses a significant risk to financial stability. Bank holding 
companies may be placed into receivership.738 Commercial banks that are not 
bank holding companies are dealt with according to the bank insolvency 
regimes in the Federal Deposit Insurance Act.  

The receivership means that the FDIC assumes almost all control over the 
liquidation process and may conduct all aspects of the bank’s business. The 
powers of the FDIC in the federal receivership process are very broad. All 
rights, titles, powers, privileges and assets are succeeded to the FDIC; either 
they belong to stockholders, members, officers or directors of the bank. The 
FDIC may sell assets to a private purchaser or acquire another company and 
merge the bank.739 

 
733 H. M. Schooner, Bank Insolvency Regimes in the United States and the United Kingdom, p. 
385. 
734 United States Codes (USC), Title 11, Bankruptcy, current through Public Law 114-314 
(12/16/2016), Section 109 (b)(2). 
735 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873). 
736 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873), Section 38 (a)(1); 

R. R. Bliss, G. G. Kaufman, U.S. Corporate and Bank Insolvency Regimes: An Economic 
Comparison and Evaluation, p. 8. 
737 Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Pub.L. 111–203, H.R. 
4173). 
738 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873), Section 201 (5). 
Bank holding companies are companies in control over any bank or over any company that is or 
becomes a bank holding company according to the Bank Holding Company Act of 1956 (United 
States Codes (USC), Title 12, Chapter 17), Section 1841(a). 
739 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873), Section 210. 
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To be managed according to the federal receivership process, the bank must 
be a covered financial company, which means that the FDIC and the Board 
of Governors of the Federal Reserve System have made a written 
recommendation stating that the bank presents a systemic risk. This is called 
a systemic risk determination.740 The determination must contain: (A) an 
evaluation of whether the financial company is in default or in danger of 
default; (B) a description of the effect that the default of the financial 
company would have on financial stability in the United States; (C) a 
description of the effect that the default of the financial company would have 
on economic conditions or financial stability for low income, minority, or 
underserved communities; (D) a recommendation regarding the nature and 
the extent of actions to be taken under this title regarding the financial 
company; (E) an evaluation of the likelihood of a private sector alternative to 
prevent the default of the financial company; (F) an evaluation of why a case 
under the Bankruptcy Code is not appropriate for the financial company; (G) 
an evaluation of the effects on creditors, counterparties, and shareholders of 
the financial company and other market participants; and (H) an evaluation 
of whether the company satisfies the definition of a financial company under 
Section 201.741 
 If the directors of the bank consent, the Secretary of the Treasury will 
appoint the FDIC as a receiver. If there is no consent, the Secretary has to 
file a petition with the United States District Court for the District of 
Columbia. The Court may, after a confidential hearing with the bank, decide 
on an order which authorises the Secretary to appoint the FDIC as 
receiver.742  

The FDIC is ultimately financially responsible in the case of a bank 
failure. American regulators are not only empowered but required to demand 
that managers of any deposit institution nearing insolvency recapitalise or 
cede control to regulatory officials. The regulatory officials that take over the 
control in such an instance are accountable for resolving the capital shortage 
at the lowest possible cost to the deposit insurance fund. The FDIC is held 
accountable for the costs of restoring capital levels in the case of bank 
insolvency.743 The next section compares and reflects on some aspects 
related to the regulation on bank failure and the functions of soundness in 
this area. 

 

 
740 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873), Section 201 (8) and 
Section 203. 
741 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873), Section 203, 
paragraph 2. 
742 The Federal Deposit Insurance Act of 1950 (Pub.L. 81–797, 64 Stat. 873), Section 202. 
743 Federal Deposit Insurance Corporation Rules and Regulations, Part 325: Capital Maintenance, 
paragraph 101; 
R. Herring, The Rocky Road to Implementation of Basel II in the United States, p. 11; 
H. M. Schooner, Bank Insolvency Regimes in the United States and the United Kingdom, p.26. 
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8.2.5 Conclusions and reflections on banks in trauma 

8.2.5.1 Conclusions on the use of soundness 
Soundness is predominately used in EU law on recovery and resolution of 
banks in trauma (Bank Recovery and Resolution Directive) in connection 
with restoring or redressing institutions’ financial soundness. In the last 
phase of banking, when failure is imminent, the regulation is all about 
restoring the soundness in the bank. Obviously, the special resolution 
procedure laid down in the Resolution Directive takes its departure point in 
managing banks which are systemically important.744 Stability concerns 
motivate the regulatory attendance of banks in trauma to a large extent, and 
have been especially topical as a result of the financial crisis of 2008. As 
seen in all compared jurisdictions, there is strong emphasis on stability 
concerns in the regulation on banks in trauma. The focus is on managing bad 
assets and unstable businesses of a bank. The rules target the financial state 
of the failing bank and provide solutions with a risk-confining purpose. The 
macro implications of bank failure (bank-market confidence) connect to the 
need to sustain stability in the financial markets – basically, it is an 
externalities problem. Thus soundness is fostered in individual banks by 
enabling supervisory authorities to step in and take far-reaching measures to 
mitigate potential detrimental effects that the failure of individual banks may 
pose to the financial markets overall. A precondition for stability in the 
markets is effective management of individual banks in trauma, restoring 
their individual soundness and mitigating the effects if they fail.  

8.2.5.2 Reflections on the characteristics of regulating banks in trauma  
The regulatory approaches to banks in trauma are quite diverse in the four 
jurisdictions. The United States of America has the oldest tradition of a 
special bank insolvency regulation. Denmark and the United Kingdom have 
established specific rules and procedures a few years back. Sweden is the 
newest arrival when it comes to bank insolvency regulation, with the EU 
Resolution Directive forcing the Swedish legislator to implement special 
regulation of bank failures. The EU Directive implies developments for both 
Denmark and the United Kingdom, however, and the American system has 
also been extended after the financial crisis of 2008. The tendency towards 
increasingly specialised bank insolvency proceedings is interesting in itself 
and will be analysed from a law and economics perspective below. Here, I 
will discuss the differences between the four jurisdictions and the various 
models for managing failing banks. 
 
744 Bank Recovery and Resolution Directive, Article 4. An institution can be subject to resolution 
if “its failure and subsequent winding up under normal insolvency proceedings would be likely to 
have a significant negative effect on financial markets, on other institutions, on funding 
conditions, or on the wider economy”. 
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Many aspects may explain the differences in the regulations of banks in 
trauma. It seems that special insolvency rules for banks have not been a 
prioritised concern for all legislators, partly perhaps because no situations 
requiring such rules have occurred. Political or in casu management of 
failing banks may have been considered sufficient. Some explanation may be 
found in the differences in the banking market structures. The United States 
banking industry consists of many banks and has had several periods of 
banking crises.745 It has probably been seen as quite logical to have a special 
regime for managing banks. Also, a banking market which is populated by 
many banks allows for smaller market shares per bank; in other words, the 
large majority of the banks might not be large and systemically important. 
The too big to fail problematics are therefore not automatically at play when 
a bank fails in the United States. Using standardised insolvency proceedings 
especially adapted for the banking sector is, in these circumstances, an 
efficient way to manage banking failures. This can be compared to the 
United Kingdom, where the banking market are concentrated, with a limited 
number of banks. Additionally, there have not been as many waves of bank 
failures in the United Kingdom as in the United States. As a result of this, 
bank failure in the United Kingdom has meant much larger consequences as 
the failing banks have almost always been systemically important.746  

 Compared to a banking market where banks fail regularly and the failures 
can successfully be managed without much individual adaptation, there is 
not the same need for regulated procedures in a market where failures 
seldom occur and, in addition, will probably need government intervention 
in the form of state aid or the like. These are differences that explain some of 
the variations that, at least until the financial crisis of 2008, can be observed 
in bank insolvency approaches.  

In Sweden, the banking market is quite concentrated, just as in the United 
Kingdom. Perhaps, at least partly, for the same reasons as in the United 
Kingdom, there has not been any specific bank insolvency law in Sweden. 
The Swedish Government Support to Credit Institutions Act has facilitated 
the individually adapted measures necessary to manage failing but still 
viable banks. In Denmark, the banking market is populated by a relatively 
large number of banks, many of which are quite small and locally active. 
Even so, there is no legal tradition of a special regulatory management for 
banks like that in the American regulation. The size of the markets may be 
one explanation. The Danish banking market is very small compared to the 
American banking market. Denmark has faced bank failures, but not as 
frequently as the United States. Even though the Danish banking market is 
characterised by a low concentration, the number of banks is still not that 

 
745 H. M. Schooner, Bank Insolvency Regimes in the United States and the United Kingdom, p. 
392. 
746 Idem. 
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large, which might explain why a special bank insolvency procedure was not 
seen as necessary in Denmark up until the crisis of 2008. 

In the next, the examinations of bank failure proceed to case studies of 
four banks in trauma.  

8.3 Case study 

8.3.1 Introductory remarks 

The case study in this third and last phase of The Story of the Bank will 
contribute to an understanding of how banks in trauma have been regulated. 
The regulation of banks related to bank failure comprehends many political 
and nationally related parameters. The success or non-success of managing 
failing banks have led to various reactions in the respective jurisdictions I 
have chosen to study. Because of this, it is important to also analyse actual 
cases where banks in distress have been managed, taken over, or even 
abandoned by bank supervisors or by governments and states. Hopefully, the 
dynamics, and also the complexity, of the regulation will become clearer 
when real cases of bank failures are presented.  
   The ambition of the coming case study is not to analyse or even explain 
the financial development and circumstances that produced the distressing 
situation for the chosen banks. It is especially risky when studying failure 
and sometimes very dramatic events in a bank collapse to focus on why – in 
financial terms – the bank failed. Of course the facts of the cases must be 
presented. It is necessary to grasp the individual background and financial 
state of a bank in distress in order to analyse the methods used by the 
regulator or supervisor and the general consequences of these from a legal 
perspective. Since the final analyses in this chapter will also include a law 
and economics perspective, like the previous two phases of banking in the 
dissertation, the financial aspects are indeed essential parts of the ground-
work.  

The analyses are at all times – and this is important to stress – never 
financial, but legal.747 My aim is not to present financial results of my case 
analyses, where the course of events in a bank failure situation is discussed 
from financial and economic parameters. The purpose is to exemplify how 
banks are managed from a regulatory point of view. Central to the case 
studies is therefore the application of legal instruments and the regulatory 
procedures. Hopefully, the case studies will point out interesting features of 
the regulation on banks in trauma and the functions of soundness.  

 
747 See more on the usage of law and economics in this dissertation in Chapter 2 above. 
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8.3.2 Case method 

The selection of cases in this chapter has followed a different scheme 
compared to the case selections in the previous two chapters. Bank failures 
often attract attention and are not, unlike authorisation and capital 
requirements, something that all banks face. For these reasons there are not 
very many bank failures, but many of the cases that can be found are very 
well known. One exception is perhaps bank failures in the American 
markets. Here, the bank market comprises many banks, many of which are 
quite small and managed according to special insolvency rules. 

I have chosen to analyse four well-known cases of bank failure. The case 
selection did not proceed through a search of all cases between certain dates 
or by inventing a larger number of cases. I have chosen to analyse four cases 
that I encountered during my research and that I find representative for the 
purpose of the study. The case method is motivated from the fact that bank 
failures are quite rare. There are simply not that many cases to choose 
from.748  

The representativeness of the selected cases can be measured in the 
following ways. First, there is a case from a jurisdiction with a special bank 
insolvency regime (Denmark) as well as cases where there was no such 
regime at the time of the case (Sweden and the United Kingdom). Second, 
there are both banks that were deemed systemically important (the United 
Kingdom and Sweden) and those that were not (Sweden and Denmark). 
Third, there are various sizes of banks in the case study and also variation in 
their businesses.  

The chosen cases are famous – or infamous – both in their national 
contexts but also more widely, at least among professionals within the 
banking field. They are among the most famous bank failures in their 
respective countries.  

The material for the case from the United Kingdom, the failure of the bank 
Northern Rock, needs a short explanation. The Bank of England has a policy 
not to give out any documents as regards prudential regulation by the 
authority. However, some of the correspondence between HM Treasury, the 
Bank of England and the Financial Services Authority are official and I have 
been able to access these. In addition, there are several thoroughgoing 
governmental reports on the Northern Rock case as well as many – academic 

 
748 Because of the case method in this part, American bank failures have been left out of the 
study. Many of the renowned cases in this area, for example, the failure of Lehman Brothers, are 
such large and complex cases that it would require too much space and effort to even make the 
slightest analysis. The complexity adds to risks of misinterpretation and low comparative value to 
a study of this sort. As the purpose of including cases from different jurisdictions is to add 
material to the discussion on the functions of soundness, and thus the contributions of the 
comparative outlooks and cases are to analyse similarities rather than differences of the various 
aspects, I do not feel compelled to include cases from every jurisdiction in all three parts of the 
dissertation. The important thing is to include interesting cases which add to the understanding of 
the functions of soundness in the regulation of banks.  
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and other – articles and books that have addressed and discussed the various 
themes of the famous British bank collapse. Since the decisions relating to 
Northern Rock were of a political nature and no court of law or sanctioned 
decision by an authority were involved, I find the accessible material 
acceptable for the purpose of my analyses in the case study below.  

8.3.3 The case: Carnegie Investment Bank 

8.3.3.1 Case study 
Carnegie Investment Bank can trace its history back over 200 years.749 By 
the 1930s, the business started to focus on asset management and dealing in 
stocks. The business in stock brokerage grew and offices were opened in 
New York, London and in Scandinavia. The balance sheet total in 2007 was 
45.1 billion SEK of the corporate group, including business in the areas of 
securities, investment banking, asset management, private banking, and the 
acquisition of the insurance agent Max Mathiessen the same year. 

In September 2007, Finansinspektionen imparted a warning to the Bank 
combined with the highest possible penalty of 50 million SEK.750 The 
reasons for the decision were deficiencies in the Bank’s internal government 
and control, which resulted in an inability to manage the risks in the Bank. 
Since the Bank had presented an action plan to combat the insufficiencies, 
the prognosis for the future business was deemed good by FI, and a warning 
was considered sufficient instead of a revocation of the Bank’s authorisation. 
In July 2008, the credit exposure to an individual customer of Carnegie Bank 
was brought to the attention of FI. In September-October 2008, the situation 
in the financial markets deteriorated and FI received information that 
Carnegie Bank had run into liquidity difficulties. FI made deeper inquiries 
and conducted an on-site investigation. The situation became critical and 
Carnegie Bank applied to Riksbanken (the Swedish central bank) for 
liquidity support. On October 26 and October 27, 2008, the Bank was 
granted 5 million SEK in liquidity support. By October 31 almost half of the 
liquidity support had been used by the Bank and more was deemed necessary 
if the Bank was to be able to sustain good liquidity. FI regarded the 
deficiencies in the Bank as grave, and in conjunction with the warning of 
2007, the Bank was considered lacking the qualifications to conduct business 
under authorisation. The Bank’s authorisation to conduct banking and other 
authorisations of the Bank were revoked on November 10, 2008.751  

The reasons for the decisions were as follows: 
 

 
749 http://www.carnegie.se/om-carnegie/historia/. 
750 FI Dnr 07-6125. 
751 FI Dnr 08-10273. 
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• The investigations of FI showed an unallowably large exposure to 
an individual customer. According to lagen (2006:1371) om 
kapitaltäckning och stora exponeringar,752  a bank is not allowed to 
have a net exposure exceeding 25 per cent of the capital base.753 The 
exposure emerged in July 2008. The exposure grew to unallowable 
levels because the collaterals to the engagement lost value, which 
resulted in the corresponding increase of risk exposure of the Bank 
toward the customer. Some of the security papers were sold and the 
exposure was diminished to allowable levels. However, the 
exposure exceeded allowable levels again, due to price movements. 
The investigation showed, as Carnegie Bank verified, that the 
exposures had been too large on four different occasions during the 
summer and autumn 2008. At most, the exposure consisted of 88 
per cent of the capital base, which was equal to 3.5 times the 
allowed levels. 

• The Bank had also violated fundamental rules on fund agency by 
being both depositary and administrator – which is not allowed – of 
a number of funds within the corporate group. This showed 
deficient compliance with applicable regulations, since the fund 
management had introduced an unacceptable conflict of interest 
within the Carnegie corporate group.  

• FI concluded that the risks connected to the large exposure must 
have been known by the Bank’s directors and management, and that 
the Bank had not taken sufficient actions to diminish the risks. It 
was remarkable, according to FI, that the Bank had not 
differentiated its collateral portfolio and had not applied a more 
conservative valuation of the collaterals. The risks of reoccurring 
prevalence of unallowably large exposures had not been managed in 
a “more permanent” manner by the Bank. Measures were taken first 
after FI’s remarks. 

• The observations by FI regarding the large exposures and the fund 
management at the Bank constituted grounds for FI to question the 
Bank’s ability to manage the risks connected to the business and 
whether the Bank had sufficient understanding of the regulation to 
operate business under authorisation. The deficiencies were 
considered extra-sensitive in a situation where the Bank needed 
support from Riksbanken to fulfil its obligations. FI considered that 
Carnegie Bank did not have a functioning internal management and 
control and that the Bank lacked the ability to operate the business 
in a manner that did not jeopardise its ability to fulfil its obligations. 
Even if the situation in the financial markets was exceptional, with 

 
752 This Act was repealed in 2014 by lagen (2014:969) om införande av lagen (2014:968) om 
särskild tillsyn över kreditinstitut och värdepappersbolag. 
753 Net exposure is the part of the credit that is not covered by collateral. 
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stock declines, diminished confidence between financial actors and 
general anxiety, a bank must have a risk management that enables 
satisfactory management of all risks in the business. A bank must be 
prepared for exceptional events.  

• FI established that the investigations revealed deficiencies similar to 
those that had resulted in the warning and penalty in 2007. With this 
background, the deficiencies that had been found were considered 
especially severe. Also with this background, FI considered it 
impossible to impart any sanction other than revocation of the 
authorisation.  

• Riksgälden (the Swedish national debt office) had announced in a 
written statement their intention to step in should the Bank’s 
authorisation be revoked. After a comprehensive assessment, FI 
decided to withdraw the authorisation of Carnegie Bank. A few 
minutes after the decision was announced, Riksgälden announced 
that the ownership of Carnegie’s stocks had been taken over. After a 
few minutes, FI changed its decision as a result of the new 
ownership of Riksgälden and imparted a warning instead of a 
revocation of the authorisation.754 

8.3.3.2 Legal aspects 
The decision in the case of Carnegie Bank is 23 pages long and gives an 
account of the investigations and assessments of Finansinspektionen. It is 
clear from the decision, and also from a statement by Riksgälden, that it had 
been prearranged that the revocation of Carnegie’s authorisation would be 
followed by Riksgälden stepping in and taking over the ownership of 
Carnegie’s stocks.755 The reason for this arrangement was the assessment of 
Carnegie as a systemically important bank. This aspect of the decision in the 
Carnegie Investment Bank case will be analysed from a law and economics 
perspective in 8.4.3.1. Here, a few remarks will be made from a legal point 
of view and especially as regards the soundness aspects of the decision.  

As has been pointed out on several occasions, soundness in the regulatory 
context of bank failure and managing banks in trauma is often connected to 
restoring a healthy or good financial state to a bank. Soundness connects to 
stability and sustainability. Assessments related to possible actions directed 
to a failing bank often take a prognosis of the financial prospects as the 
departure point. Determining the prospect of restoring a bank in trauma is a 
key assessment to choosing apt measures. In the Carnegie case, the stability-
sustainability assessments go two ways. First, FI examined the large 
exposure in the Bank and concluded that the Bank had not managed the risks 

 
754 FI Dnr 08-10273. 
755 Statement, Riksgälden, Händelseförloppet i hanteringen av Carnegie, Dnr 2008/1780, 
November 14, 2008. 



  
274 

of this exposure in a “more permanent” manner. In other words, the 
measures taken by the Bank to reduce the exposure to allowable levels had 
not been made in a sustainable way. The exposure kept increasing to 
unallowable levels. A sound bank must employ sustainable risk 
management. The other way stability-sustainability is relevant in the 
Carnegie Investment bank decision is of course the prognostic assessment of 
the future operation of its business. The inability to sustainably manage risks 
in the Bank amounted to the conclusion that the future risk management was 
questioned also. The internal government and control of the business were 
found deficient. Some additional measures taken by the Bank, or new facts 
regarding the internal structures and resources, would probably have been 
needed if FI had come to other conclusions. The prospects of sustainable risk 
management in the Bank and operation of sound banking in the future were 
not deemed probable in Carnegie Investment bank. The stability concern is 
at the centre of the decision in this case. This is further analysed in 8.4.3.1. 
Next, the case study proceeds with another Swedish bank which has attracted 
a lot of attention: HQ Bank. 

8.3.4 The case: HQ Bank 

8.3.4.1 Case study 
The HQ AB corporate group had been active in the finance industry since the 
1990s. In 2006 HQ Bank AB was authorised to commence banking.756 The 
Bank had deposits amounting to 3.5 billion Swedish kronor and had a 
turnover of 628 million SEK by the end of 2009.757 The Bank’s trading with 
securities began as a business with relatively low risk and developed into 
refined trading for own account. The main part of the derivative instruments 
in the Bank’s trading portfolio was valued according to a theoretical model. 
Historic data from 100 days back founded a theoretical volatility value for 
the instruments based on a so-called mean-reversion assumption. The Bank 
explained its measurement model by referring to the fact that the market for 

 
756 A previous application for bank authorisation was made already in 1993 by Hagströmer & 
Qviberg, who ran a securities brokerage business at the time. The application was rejected by the 
Government, which was the first and only agency to grant bank applications at that time. 
Finansinspektionen and Riksbanken had recommended that the Government grant the bank 
authorisation, but the Government rejected the bank’s application with reference to a number of 
wrongs and inaccuracies in the business of at Hagströmer & Qviberg. Central functions in the 
management of accounts and funds in the securities brokerage operations had been criticised and 
severely sanctioned by FI. Although correcting measures had been taken, the Government 
considered that too little time had passed since the inaccuracies had occurred – about a year and a 
half – to be able to assume with enough certainty that the banking business would be operated in a 
long-term, stable and sound way. The requirement of sound banking business was thus not 
fulfilled. See Regeringsbeslut nr. 22, dnr Fi 1995/2764, September 21, 1995. 
757 FI Dnr-7854, p. 5. 
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these instruments was illiquid. The theoretical measurement was thus used 
instead of using the market’s estimation of the volatility in the instruments. 
Finansinspektionen concluded from its investigations that market data 
existed for the derivatives in the Bank’s trading portfolio and that the 
derivatives were worth a lot less than the Bank had reported. For this reason, 
the capital requirements related to market risks were not fulfilled and the 
Bank realised a loss of 1.230 million kronor from the trading portfolio in 
June 2010. 

The investigations by Finansinspektionen and the realisation of the 
enormous losses resulted in a revocation of HQ Bank’s authorisation to 
conduct banking business on August 28, 2010.758 Finansinspektionen applied 
to have the Bank liquidated, but HQ Bank was taken over a few days later by 
the Swedish investment bank Carnegie Bank, the same bank that was 
rescued by the Government not even two years before. The reasons for the 
decision to withdraw the Bank’s authorisation were as follows: 

 
• The trading business at the Bank had severe shortcomings. Its value 

was highly overestimated and the Bank’s financial statements were 
therefore incorrect. If a correct measurement had been made, the 
Bank would have been undercapitalised since December 2008 and 
thus the accounting rules and the capital requirements had been 
violated. Also, the market risks related to the Bank’s business had 
been underestimated. As late as March 2010, the Bank calculated a 
sum of 33 million kronor as sufficient to cover for the market risks. 
According to Finansinspektionen, the Bank would have needed 400 
million if the market risks had been adequately measured.  

• The risk management in the Bank was found to be deficient. The 
Bank had neither identified, calculated nor managed a number of 
the great risks related to its business.759 No independent function 
existed in the Bank which could evaluate the trading portfolio 
separately from the Bank’s trading department.760 The risk 
department in the Bank had not had sufficient resources or 
competence. Only 3.8 full time positions were assigned to manage 
the risk department during the time period of the investigation. The 
lack of adequate risk management and the inability of the risk staff 
to explain the great losses in the trading portfolio, added to the 
picture of insufficient competence at the risk department in the 
Bank. Additionally, the risk department was not considered 

 
758 FI Dnr-7854. 
759 Lag (2004:297) om bank- och finansieringsrörelse, Chapter 6, Sections 2 and 5; 
FFFS 2007:16, Finansinspektionens föreskrifter om värdepappersrörelse, Chapter 6, Section 11. 
760 FFFS 2000:10, Finansinspektionens allmänna råd om hantering av marknads- och 
likviditetsrisker i kreditinstitut och värdepappersbolag, Section 9. 
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independent and the traders had too much power, so the risk 
department could not control them. 

• The directors of the Bank had not fulfilled their duty to be 
ultimately responsible for the Bank’s organisation and the 
administration of its affairs.761 There were no relevant and adequate 
guidelines and instructions for the risk management. The resources 
were inadequate at the risk department. These issues should have 
been managed by the directors but were neglected despite several 
warning signals. 

• The directors and executive manager did not gather necessary 
information about the trading or the risks connected to it in order to 
question the risk assessment by the risk department. 
Especially remarkable was the directors’ approval of an over-night 
limit of 150 million kronor, which could have resulted in losses of 
half of the capital buffers in the Bank in the course of one day. The 
discrepancy between the over-night limit and the Bank’s 
calculations of 33 million kronor as sufficient to cover for the 
market risks in the trading portfolio was also pointed out as 
remarkable. The directors were not found to be compliant with the 
requirements of discernment, experience and suitability, which are 
necessary requirements to be granted bank authorisation.762 

• Since the breaches of the law were considered severe, and 
additionally, related to the most central provisions for banking, 
Finansinspektionen decided to withdraw the Bank’s authorisation. 
The measures taken by the Bank to mitigate the losses and to restore 
confidence, such as winding down the trading department and 
replacing the directors and executive manager, could not change the 
chosen sanction. If last-minute measures such as these were enough 
to allow banks to avoid withdrawals in such severe cases, this 
would incentivise risky behaviour in banks and thus result in a 
potential rise of the risk level in the financial system. 

8.3.4.2 Legal aspects 
The failure of HQ Bank is much debated in Sweden. The lawsuits towards 
the directors, executive managers and the accounting firm amount to 
enormous sums. It is clear from the events in the Bank, which are thoroughly 
scrutinised in the decision by Finansinspektionen, that HQ Bank had run its 
business for a long time without sufficient capital and without controlling the 
risks in its business. A law and economics perspective on the withdrawal of 
HQ Bank’s authorisation will be applied below, under 8.4.3.2. In this part, 
some legal reflections will be made.  
 
761 Aktiebolagslagen (2005:551), Chapter 8, Section 4. 
762 Lagen (2004:297) om bank- och finansieringsrörelse, Chapter 3, Section 2-4. 
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The reasons to sanction HQ Bank were related to lack of risk management 
and risk control. The insufficient organisation of risk management emerges 
as a crucial reason for the withdrawal of the Bank’s authorisation. There was 
no preparedness in the Bank which would have enabled adjustments and 
corrections of failures or wrongdoing in the business. The organisational 
requirements on banks are high, and presuppose internal resources and 
structures so that banks may control their risk taking. The organisational 
readiness for and resources to tackle adverse events were low in HQ Bank.  

The measurement of the trading portfolio is the other central issue for 
sanctioning the Bank. The measurement techniques of the Bank excluded 
market data which, according to Finansinspektionen, was considered 
obtainable for the derivative instruments in the portfolio.763 By not including 
market data, the Bank did not follow the standards of the International 
Accounting Standards Board (IASB), the International Financial Reporting 
Standards (IFRS) and the specific standard Financial Instruments: 
Recognition and Measurement, IAS 39. According to FI’s recommendations, 
the IFRS should be followed if nothing else is required in law or other 
statutes.764 A deviation from the recommendations related to accounting may 
take place only if the deviation can be considered in line with the Swedish 
generally accepted accounting principles (SE GAAP).765 The contents and 
meaning of the generally accepted accounting principles are thus 
fundamental for assessing the scope for a bank to deviate from the IFRS and, 
in this instance, the use of market data. 

FI interprets the generally accepted accounting principles with a departure 
point in the preparatory works to the accounting law.766 According to the 
preparatory works, the generally accepted accounting principles must be 
interpreted primarily by existing rules and regulations and complementarily 
by looking at actual praxis in the industry. In all circumstances, what is a 
generally accepted accounting principle must be of some quality, which must 
correspond to the general purposes of the law – accounting law as well as 
private law and tax law. Also, the recommendations by normative bodies and 
international standards from the IFRS and the European Community must be 
given importance when deciding what a generally accepted accounting 
principle is. In its decision towards HQ Bank, FI refers to the preparatory 
works but singles out the importance of IFRS and its own recommendations 

 
763 The value of the obtainable market data has been questioned, since this data consisted of 
prices listed by market makers and not actual prices from market transactions. See 
Revisorsnämndens beslut, Dnr 2010-1391, October 18, 2011, pp. 18—. 
764 FFFS 2008:25, Finansinspektionen föreskrifter och allmänna råd om årsredovisning i 
kreditinstitut och värdepappersbolag, Chapter 2. 
765 In Swedish: god redovisningssed; 
Lagen (1995:1559) om årsredovisning i kreditinstitut och värdepappersbolag, Chapter 2, Section 2 
and Årsredovisningslagen (1995:1554), Chapter 2, Section 2; 
FI Dnr-7854, 10 and 26. 
766 Regeringens proposition 1998/99:130, Ny bokföringslag m.m. 
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in the interpretation of generally accepted accounting principles. 
Finansinspektionen writes in its decision that the recommendations by FI and 
IFRS must be given much importance when deciding the contents of the 
principles. Thus, HQ Bank – which deviated from IFRS and the 
recommendations to use IFRS, had not prepared its financial statements in 
compliance with the generally accepted accounting principles. In other 
words, the interpretation of generally accepted accounting principles by FI is 
exactly the same as following IFRS and the recommendations. This is a 
circular argumentation. If a company can deviate from the recommendations 
to apply IFRS only if the deviation corresponds to generally accepted 
accounting principles – and the generally accepted accounting principles 
cannot be followed unless they correspond to IFRS and the 
recommendations, the company may never deviate from the IFRS and 
recommendations. This is not the meaning from the preparatory works. The 
IFRS and recommendations from normative bodies is one parameter to 
establish the correspondence to generally accepted accounting principles. 
The contents of international standards may help to complement the 
interpretation of the generally accepted accounting principles by ascertaining 
the quality of the concept if industry praxis is used to define the concept.  

The narrow interpretation by FI could be misunderstood as a definition of 
the Swedish generally accepted accounting principles. This concept may be 
interpreted much more flexibly, thus including valuation techniques which 
do not correspond to IFRS or the recommendations. This is actually the idea 
behind the generally accepted accounting principles, to allow for deviations 
from standards and recommendations if the financial statements and technics 
of a company are true and fair nonetheless. A better explanation of why the 
exclusion of market data in HQ Bank’s portfolio valuation could not be 
considered acceptable would have amounted to a better motivation for the 
decision in this case. Considering the questionable interpretation of the legal 
requirements for valuation techniques and the IFRS in this case, the fact that 
the District Court of Stockholm thoroughly addressed this issue in the 
criminal trial that proceeded the HQ failure was greatly welcomed. The 
judgement will be analysed in the next section. 

8.3.4.3 Stockholm District Court Judgement no. B 15982-11 
In January 2015, the Swedish prosecutor indicted five of the most central 
persons in HQ Bank: the chairman of the parent company HQ, the chairman 
of HQ Bank, the Bank’s CEO, one director of the Bank and the responsible 
auditor of the Bank. The indictment concerned fraud and accounting 
violations in relation to the failure of the Bank. All five defendants were 
acquitted by the District Court of Stockholm in June 2016.767 The criminal 

 
767 Stockholms Tingsrätts Dom i mål B 15982-11. Pronounced on June 21, 2016. 
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legal issues will not be analysed further in this research, even though they of 
course have an impact on the conclusions I can draw from the District 
Court’s judgement.  

The judgement addresses many of the incidents in HQ Bank during its last 
years in business. The main grounds for the acquittal were the conclusions 
that HQ Bank had made correct documentations in its accounting and that 
the valuation of its trading portfolio likewise was in line with the regulations. 
Minor breaches of the accounting standards had been made by the Bank, but 
these did not suffice for criminal liability. The main points in this study are 
to analyse the judgement from a regulatory point of view, namely, 
considering how the District Court views the risk management in HQ Bank 
as compared to Finansinspektionen in the decision of 2010 to withdraw the 
Bank’s authorisation.  

The core issue herein is the valuation model HQ Bank had chosen for its 
trading, which is briefly described above. The District Court concluded in its 
judgement that the theoretical volatility valuation model used by HQ Bank 
was not in breach of the regulatory standard IAS 39. Differently from 
Finansinspektionen, the Court never viewed the chosen valuation model of 
HQ Bank as a deviation from IAS 39. On the contrary, the Court interpreted 
IAS 39 as comprising theoretical valuation, since “observable market data” 
in IAS 39 could consist of theoretical volatility according to the Court. None 
of the arguments provided by the prosecutor could rule out theoretical 
volatility as being in line with the regulation. Rather, an interpretation of the 
regulation recommended the chosen valuation technique of HQ Bank as 
correct. The judgement must be read in its criminal procedural context. 
Regulatory opacity or ambiguity must fall on the prosecutor, not the 
defendant. A person cannot be sentenced for violating a regulation unless he 
or she is proved guilty. It is clear from the judgement in this case that in 
many instances the prosecution could not support its interpretations and 
applications of relevant regulations. Even if the Court were to do an 
independent analysis of the IAS 39 and the valuation model of HQ, the 
vagueness of the regulation would remain. The court filled the gaps in 
analysis by interpreting the vagueness of the regulation in favour of the 
defendants, resulting in an acquittal. 

The Court’s analyses of the regulatory standards, the valuation model and 
the various positions of the Bank are meticulous. Notwithstanding the 
detailed analyses by the Court, the interpretation of IAS 39 and connected 
regulations is still not very clear. This depends to a large extent on changes 
to IAS 39 which were made after the time period of the indicted deeds.768 

 
768 International Accounting Standards Board (IASB), International Financial Reporting 
Standards (IFRS) 13, Fair Value Measurement. Adopted on May 12, 2011, and took effect from 
January 1, 2013. The IFRS 13 replaces both IFRS 7 and IAS 39. In IFRS 13, the explicit 
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Arguably, the changes exclude the inclusion of theoretical volatility as 
observable market data after the enactment of IFRS 13. This is pointed out 
by the Court.769 The District Court judgement shows the great complexity of 
the regulation on accounting standards for banks’ financial instruments. It 
might seem remarkable that such central issues as acceptable valuation 
techniques for the accounting of certain financial instruments are not fully 
elaborated in the regulation. One explanation for the vagueness of the 
regulation in this part is the principles-based characteristics of IFRS. The 
accounting standards are supposed to allow for differences among the 
regulated financial firms. Even so, the application of the standards 
presupposes a detailed approach, explainable to and approved by the 
supervisor. The seemingly circular argumentation by FI regarding the 
application of IAS 39 and deviation according to the generally accepted 
accounting principles, which was criticised above, adds to the ambiguity of 
the application of the standards.  

The Court’s judgement differs on fundamental issues from the application 
of the same standards in the decision of FI in 2010. Even though 
Finansinspektionen is an expert authority in the field of financial regulation, 
a judgement of a Court of Law has higher legal value. The extent of 
guidance for FI – and, not least, also for the banks – from the Stockholm 
District Court’s judgement is restricted, however. The interpretation of 
theoretical volatility as observable market data remains incomplete. This is 
not least because of changes to the regulation, as was just mentioned. Also, 
the criminal context of this case impacts the regulatory interpretative 
conclusions. The judgement of the Court relies to a large extent on the fact 
that the arguments of the prosecutor were not unobjectionable.  

The judgement does not include any statements as to the actual risk taking 
in HQ Bank, nor about whether the Bank was undercapitalised prior to the 
revocation of its authorisation. Neither are the large trading losses and the 
causes of these a part of the judgement. From all considerations, it seems 
highly likely that HQ Bank would have lost its authorisation to conduct 
banking business even if FI had applied the same view as the Stockholm 
District Court on the Bank’s valuation model. In many respects, the 
organisation of risk management in the Bank was not sufficient according to 
FI’s investigations. As to the valuation techniques, the Court’s interpretation 
of IAS 39, if applied, would not necessarily have rendered a different view 
on the Bank’s capital situation. Considering the great losses of the Bank’s 
trading portfolio, which are undisputed, it can be concluded that the risk 
taking in the Bank lacked adequate control and that the assets were over-
valued in relation to the estimated capital for market risks. The acquittal of 

 
provision VT82 which points out volatility as an example of observable market data, is not 
included. 
769 Stockholms Tingsrätts Dom i mål B 15982-11, p. 136 in fine. 
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criminal liability of fraud, based on the conclusion that the use of the chosen 
valuation model was legal, says nothing of the adequacy and suitability to 
employ this model in the Bank from a risk perspective. Considering the facts 
of the case, the Bank was not managed well enough and was in need of 
regulatory attendance. As initially pointed out in this section, the Bank did 
not have sufficient organisational preparedness for managing 
disadvantageous developments in their business. A further economic analysis 
of the supervisory intervention in HQ Bank is made under 8.4.3.2. In the 
next section, the case of the Danish local Tønder Bank is studied.  

8.3.5 The case: Tønder Bank 

8.3.5.1 Case study 
On November 2, 2012, the Danish local Tønder Bank received a decision 
from Finanstilsynet, establishing new solvency requirements for the bank. To 
reach the solvency ratio would require an injection of common equity. The 
bank could not raise the missing funds in time to remain independent. The 
same day as Finanstilsynet’s decision, the Bank filed a bankruptcy petition 
and was immediately taken over by the larger Danish Sydbank.770 

Depositors were insured up to 750 000 DKK, but even though the 
Ministry of Business and Growth said that no unsecured creditors would 
suffer losses, many Tønder Bank customers with less than 750 000 DKK lost 
the entire amount of their deposits.771 The bankruptcy was unexpected both 
by its customers and the regulators. The Bank had 18 000 customers and, 
besides its headquarters in Tønder, 10 offices around Denmark. The Bank 
had few engagements outside of its geographic locations. The largest 
industry exposures were in relation to agriculture, mostly milk producers.772  

In October 2012, Finanstilsynet initiated an investigation of the Bank. It 
turned out that the Bank’s lending to local businesses was systematically 
valued too high. A write-down amounting to 319 million DKK was deemed 
necessary. Together with Fondsrådet,773 the engagements of the Bank were 

 
770 http://tonderinvestor.dk/dokumenter/. 
771 These customers had bought uninsured certificates of deposit –  hybrids between debentures 
and shares – which were classified as core capital and were thus included in the Bank’s 
bankruptcy and not taken over by Sydbank; 
The Copenhagen Post, 2012-11-05. Tønder Bank's bankruptcy leads to sector-wide scrutiny. 
http://cphpost.dk/news/business/tonder-banks-bankruptcy-leads-to-sector-wide-scrutiny.html.  
772 Finanstilsynet, Fastsættelse af solvenskrav og frist til opfyldelse heraf, November 2, 2012, pp. 
2-5. 
773 Fondsrådet, Nedskrivning af engagementer m.v. pr. 30. juni 2012 i Tønder Bank A/S’s 
halvårsrapport for 1. halvår 2012, November 2, 2012; 
Fondsrådet was controlling companies with securities admitted to trading on regulated markets 
between 2005-2012. From 1 January 2013 Fondsrådet was abolished and its assignments is now 
managed by Finanstilsynet. 
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scrutinised and an individually established solvency ratio of 13.5 per cent 
was established by Finanstilsynet.774 The reasons for the decision were as 
follows: 

 
• The value of the loan engagements of the Bank had not been 

calculated according to the accounting regulations. The risks 
connected to its engagements had been underestimated, which 
resulted in an incorrect assessment of the quality of the 
engagements. Generally, the Bank was considered overly optimistic 
in the evaluation of its customers’ economy and potential future 
earnings. Additionally, the methods of calculating the need for 
writing down value were flawed and in breach with accounting 
standards. 

• Also, the credit management was considered extremely deficient. 
The provided information about customers’ economic positions and 
historic circumstances were insufficient for an in-depth credit 
rating. Many of the major customers were allowed a great deal of 
room for concession, if the planned reconstruction of their finances 
did not go as anticipated. Despite customers’ compositions, the 
Bank had not stopped this negative development, but allowed for 
further liquidity and interest reductions to these engagements. 

• The agricultural engagements had consistently, during several 
years, shown weaknesses as to producing earnings and liquidity. 
Many of these customers had invested heavily during 2007-2009, 
and the feedstuff prices had risen. This largely explained the 
negative economic results. Nonetheless, the Bank did not take 
sufficient or early enough measures to turn the negative 
development around. 

• As a consequence of the need to write down the value of loan 
engagements and own property together with stock price 
corrections, the common equity of the Bank was considered 
consumed. The actual solvency ratio of the Bank was hereafter 0 
percent. The Bank did not meet the solvency requirement of a 
minimum 8 percent of the risk-weighted assets according to lov om 
finansiel virksomhed, Section 124, paragraph 2. The valuation of 
the Bank’s assets by Finanstilsynet led to the establishment of an 
individual solvency ratio of 13.5 per cent according to lov om 
finansiel virksomhed, Section 124, paragraph. 5. 

 
774 Lov nr. 453 af 10/06/2003 om finansiel virksomhed, Section 124, paragraph 5; 

Finanstilsynet, Fastsættelse af solvenskrav og frist til opfyldelse heraf, 2 November 2012. 
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8.3.5.2 Legal aspects 
The bankruptcy of Tønder Bank came as a shock to the Danish society and 
quite surprised the Danish supervisors. Much attention followed the failure 
of the Bank. The Bank had not been supervised by Finanstilsynet for five 
years prior to the events in 2012. The inability of the authorities to discover 
the over-valuations in the Bank was criticised.775 The Bank’s independent 
auditor, BDO, had assessed the Bank as sound.776 An interesting question is 
how Tønder Bank could continue a business encumbered with such severe 
miscalculations and overestimations for so long without supervisory 
attendance. Obviously, it is impossible to know exactly why the loans and 
calculations of Tønder Bank were not investigated more closely. Probably 
the papers seemed to be in good order. The auditors’ approval sufficed as a 
quality check for the supervisors. The question still remains though: Why 
was the Bank not supervised in such a way that the breaches of accounting 
standards and solvency ratios were detected? I will speculate on one possible 
explanation for this. 

Tønder Bank was a small local bank with few engagements beyond loans 
to milk producers and farmers in the neighbourhood. The five years prior to 
the supervisory interventions leading to the bankruptcy of the Bank, from 
2007 to 2012, coincide with the beginning and development of the largest 
financial crisis since the Great Depression. This time period has distinctively 
characterised the legal development and the regulatory discussions. It is clear 
that focus has shifted from efficiency and economic growth to stability and 
risk management. The lack of macro-prudential supervision has been pointed 
out as a contributing factor to the crisis. For this reason, the oversight of 
market-wide concerns, especially the potential spread of systemic risk, has 
been introduced by various means.777 It would not be surprising if the 
supervisory priorities at the national authority level also followed this 
development. Banks with no systemic implications, such as Tønder Bank, 
might not have been in focus for supervisory efforts and resources during 
this period. Larger financial institutions needed a stepped-up regulatory 
attendance for much more topical reasons. From a bank regulatory point of 
view, with a – renewed – emphasis on financial stability, such priorities 
would be in line with both political goals and economic rationales. The 
bankruptcy of Tønder Bank did not threaten the whole markets. From a 
strictly economic point of view, no harm was done by the supervisory 
neglect during the years that went by without interventions. A bank that is 
badly run must be allowed to fail, just like any other company, if there are no 
systemic concerns.778 For the customers, however, the bankruptcy of Tønder 

 
775 The Copenhagen Post, 2012-11-05. Tønder Bank's bankruptcy leads to sector-wide scrutiny; 
http://sverigesradio.se/sida/artikel.aspx?programid=83&artikel=5336112. 
776 The Copenhagen Post, 2012-11-05. Tønder Bank's bankruptcy leads to sector-wide scrutiny. 
777 See more on the post crisis development under 5.2.2.5 above. 
778 I will develop the law and economics of the Tønder bank case under 8.5.3 below.         
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Bank was a disaster. Many of them have not yet received their deposits, and 
all of them have lost their locally anchored bank. 

Although it is difficult to evaluate whether Tønder Bank could have been 
saved by earlier interventions, I would say the case is interesting to study in a 
macro-prudential and systemic risk context. In the middle of the post-crisis 
discussions on how to prevent the too big to fail problematics, it seems like 
Tønder Bank was “too-small-to-survey”. 

The case study is concluded by the final case of Northern Rock, which 
follows next. 

8.3.6 The case: Northern Rock 

8.3.6.1 Case study 
Northern Rock PLC779 operated as a retail bank, and in 2007 it was the fifth 
largest mortgage lender in the United Kingdom. The business model relied to 
a large extent on securitisations and interbank funding. In the first half of 
2007, the Bank’s loans to customers expanded, with a net increase of 10.7 
billion GBP. Because of the financial crisis, which had just started to unfold, 
the cost of credit increased due to increased interest rates. Northern Rock 
was very vulnerable to liquidity loss. When the money markets ultimately 
froze, the bank found itself in a liquidity crisis.780 On September 13, 2007, 
Northern Rock asked for and received emergency financial support from the 
Bank of England. The next day, the final terms of the funding facility were 
set up.781 The announcement of the liquidity support led to a depositors’ run 
on the bank, which was the first bank run in the United Kingdom since the 
mid-nineteenth century.782 Over just a few days, 4.6 billion GBP was 
withdrawn from the Bank.783 In order to mitigate the risk of systemic spread 
to other banks due to the bank run, the British government had to fully 
guarantee the deposits held with Northern Rock. The bank run halted as a 

 
779 Public limited company. 
780 Treasury Committee’s report (2008), The Run on the Rock, HC 56-I; 

Public Accounts Committee’s report (2009), The Nationalisation of Northern Rock, HC 394; 
Report of the Financial Services Authority’s Internal Audit Division, The Supervision of 

Northern Rock: A Lessons Learned Review, (March 2008); 
J. N. Marshall, et al., Placing the run on Northern Rock, pp. 157-181; 
R. M. Lastra, Cross-Border Bank Insolvency, pp. 75-79. 

781 Correspondence from HM Treasury to Bank of England and FSA, Northern Rock PLC, 
September 13, 2007; 
Treasury Committee’s report (2008), The Run on the Rock, HC 56-I, p. 5. 
782 J. N. Marshall, et al., Placing the run on Northern Rock, pp. 157-181; 

R. M. Lastra, Cross-Border Bank Insolvency, p. 75. 
783 Public Accounts Committee’s report (2009), The Nationalisation of Northern Rock, HC 394, 
p. 3. 
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result of the government’s guarantee.784 The outflow of funds from the Bank 
was not completely stopped by the guarantee, and the need for new financing 
was obvious. The government tried to facilitate the sale of the Bank to a 
private purchaser, but eventually, in February 2008, the Treasury decided to 
nationalise Northern Rock.785 The Bank was sold to the bank Virgin Money 
in 2012.786  

There are three phases in the management of Northern Rock, which will 
be analysed in a comprehensive manner: the granting of liquidity support, 
the government’s deposit guarantee and the nationalisation of the Bank: 

 
• The liquidity support was provided to meet the needs of Northern 

Rock in the prevailing market conditions, and the situation was 
considered to be a short-term liquidity difficulty.  

• The overall purpose was to avoid potential systemic implications of 
a failure.787 

• According to the FSA, Northern Rock was solvent at the time of the 
liquidity support and was able to meet its capital requirements.788 

• HM Treasury, the Bank of England and the FSA agreed on the need 
to announce the liquidity support to the markets. Northern Rock 
was a listed company and had to comply with disclosure and 
transparency rules, which in this instance was considered equivalent 
to an immediate announcement. The potential of leaks also added to 
the conclusion that an announcement of the support was necessary 
in order not to mislead the market.789 

• The announcement led to a run on the Bank, and the liquidity 
support, which had been envisaged as a “backstop”, needed to be 
called upon almost immediately.790 Four days after the bank run 
started, the government announced in a press release that all 
deposits were guaranteed in the Bank. Previously, deposits over 
2,000 GBP were not guaranteed in full.791 

• The Treasury wanted to find a long-term solution for the bank, in 
line with the following goals: to protect the taxpayers’ interest, keep 

 
784 Treasury Committee’s report (2008), The Run on the Rock, HC 56-I, p.68. 
785 Public Accounts Committee’s report (2009), The Nationalisation of Northern Rock, HC 394, 
p. 5. 

Report by the Comptroller and Auditor General, HM Treasury: The nationalisation of Northern 
Rock, HC (2008-09) 298, p. 6. 
786  HM Treasury and The Rt Hon George Osborne MP, Press release, Chancellor announces sale 
of Northern Rock plc, November 17, 2011. 
787 Correspondence from HM Treasury to Bank of England and FSA, Northern Rock PLC, 
September 13, 2007. 
788 Ibid. 
789 Ibid.; 

Treasury Committee’s report (2008), The Run on the Rock, HC 56-I, pp. 55-63. 
790 Treasury Committee’s report (2008), The Run on the Rock, HC 56-I, p. 66. 
791 Ibid., pp. 67—. 
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the company stable to protect depositors and maintain wider 
financial stability. The conditions in the financial markets worsened 
and no private purchaser had the financial strength to repay the 
liquidity support to the government. On February 22, 2008, 
Northern Rock was placed into public ownership by the use of the 
newly enacted Banking Act of 2008.792 

8.3.6.2 Legal aspects 
The events in the Northern Rock case were investigated by a Select 
Committee and also by the FSA.793 The liquidity support, the additional 
deposit guarantees and the nationalisation have been scrutinised and 
evaluated from several points of view. The reports stemming from the 
evaluations have revealed many shortcomings in the regulation, supervision 
and management of the Northern Rock case. Examples of criticised aspects 
are the lack of resources and competence at the Treasury, inadequate timing 
of the interventions, the too slow pace of the actions by the Treasury, the 
non-occurrence of a due diligence of the risks associated with the Bank, and 
insufficient power to handle the situation. The FSA’s model of risk-based 
supervision was also questioned.794   
 Many aspects of the failure management of Northern Rock could be 
studied and analysed. The lack of a special bank failure regime in the United 
Kingdom was a contributing, if not central, factor to the unsuccessful course 
of events in this case. One tool that was actually used was the liquidity 
facility which the Treasury provided the Bank. If the EU Resolution 
Directive had been implemented, the proceedings would probably have 
looked quite different in this case. With the Resolution Directive, 
nationalisation of banks is to be avoided and the too big to fail problematics 
are curbed by the requirement for bail-in schemes. In light of these recent 
developments, it is interesting to study the use of a classic bail-out measure, 
which was the tool opted for in the Northern Rock case. The amount of state 
support had grown to such proportions that no private actor would be able to 
finance a purchase of the Bank. The use of the tool resulted in a panic among 
Northern Rock customers. The reactions were as classic as a bank run can 
be, lines of people queuing to withdraw their deposits at their closest 
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Northern Rock office. How could the use of government support, aimed at 
helping the Bank get back on its feet, instigate a bank run? Typically, 
liquidity support from governments strengthens confidence in a bank, since 
such support can only be given if the bank is solvent. In the Northern Rock 
case, the support facility failed in the sense that the Bank did not recover but 
eventually had to be taken over by the government. The crucial element, 
which I aim to focus this discussion on, is the timing of the announcement of 
the government’s support facility. It is clear from the investigations 
following the Northern Rock case that this was a question much discussed by 
the Treasury, the FSA and the Bank of England in connection to the 
provision of the support. The announcement of the support facility created 
the turmoil in the markets and the deposit run on the Bank. 
 The disclosure and transparency rules in the United Kingdom required 
Northern Rock to disclose relevant information to the market, since the Bank 
was a listed company.795 The possibility of keeping the support operation 
covert was considered, but the FSA took a decision on the basis of the advice 
from the other authorities that the legal obligations required the Bank to go 
public with the information immediately. The exemptions from disclosure 
were deemed as not valid in the Northern Rock situation.796 The competent 
authority may, according to the disclosure and transparency rules, authorise 
the omission from particular information, if its disclosure would be contrary 
to the public interest or if its disclosure would be seriously detrimental to the 
issuer. An issuer may also, under its own responsibility, delay the public 
disclosure of inside information if such omission would not be likely to 
mislead the public.797 These rules implemented the equivalent rules in the 
EU Market Abuse Directive.798 The decision to disclose the information 
about the liquidity support relied to a large extent on the interpretation of this 
Directive. The Bank of England, FSA and HM Treasury discussed this issue 
back and forth and it becomes clear from reading the later evaluating reports 
that it was never clear how the decision to disclose was finally motivated. 
The board of Northern Rock took legal advice on the issue, together with the 
opinions of the authorities; they concluded that the Market Abuse Directive 
was a barrier to a covert operation. It is unclear from the reports of these 
discussions, however, exactly how the interpretation of the Directive led to 
such a conclusion. The final decision to disclose seems to have ultimately 
relied on the view that it would have been impossible to keep such a large 

 
795 Financial Services Markets Act 2000, Section 80; 
United Kingdom Listing Authority, Disclosure Guidance and Transparency Rules Sourcebook 
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797 Financial Services Markets Act 2000, Section 82 and DTR 2.5. 
798 Directive 2003/6/EC of the European Parliament and the Council of 28 January 2003 on 
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and complex operation covert for any length of time, anyhow.799 Regardless 
of the general validity of this prognosis, or the correctness of the 
interpretation of the Directive, the disclosure of the liquidity support became 
the trigger for the bank run on Northern Rock. The information on the 
financial weaknesses of the Bank was probably available already in the 
professional markets, but the retail depositors were reached by the 
announcement of the liquidity support and thus the panic started.800 

It would be in line with the purpose of the disclosure rules to think that a 
risk of systemic contagion – which could be predicted, but not certain, as a 
result of liquidity support – would be a valid reason to withhold or at least 
delay information related to such interventions, until a more solid financial 
analysis could be obtained. Seriously detrimental effects could arise if such 
“contagious” information is not controlled and disseminated wisely in the 
markets. I will continue to analyse the conflict between the disclosure rules 
and the liquidity support tool from a law and economics perspective under 
8.4.3.4 below. For the sake of the discussion in this part it is sufficient to say 
that the announcement has been criticised for being precipitous and as such 
causing a run that could have been prevented or mitigated by wiser 
management of the liquidity tool. The responsible authorities’ lack of 
confidence in how to interpret and apply the disclosure rules is also 
remarkable.801 

The next section contains law and economics analyses of the regulation 
related to banks in trauma and of the four cases of supervisory decisions 
which were examined in the previous sections.  

8.4 Analysis 

8.4.1 Introductory remarks 

The analyses ahead are made from a law and economics perspective, as in 
the two previous chapters of The Story of the Bank. First, an analysis of the 
regulatory structures regarding bank failures will be conducted. Here, the 
economic departure points regarding how banks are managed, by special 
insolvency proceedings or by general regulations in conjunction with 
political powers, will be discussed. Second, the four cases presented in the 
previous part will be studied with the help of law and economics arguments. 

 
799 Treasury Committee’s report (2008), The Run on the Rock, HC 56-I, pp. 57, 62. 
800 R. M. Lastra, Cross-border Bank insolvency, p. 75, note 13. 
801 Ibid., pp. 75-76. 
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8.4.2 Law and economics of managing banks in trauma 

8.4.2.1 Special bank insolvency proceedings 
Even from the relatively brief comparative study of the four chosen 
jurisdictions under 8.2 above, it becomes clear that the regulatory approach 
to bank failure management may differ to a great extent. The fundamental 
issue is whether to use general insolvency law, at times preceded by political 
interventions such as state support in an attempt to save the failing bank, or 
to create a specific bank insolvency regulation. As shown above, the post-
crisis development is clearly moving towards a more specialised 
management of bank failures.  
  The theoretical grounds for a special treatment of banks in a failing or 
insolvent situation are the same as regards special regulation of banks in 
other areas. Banks are special; their role as credit providers is unique in 
society and their exposure to externalities is likewise extraordinarily great 
depending on their role as financial intermediaries. For these reasons, bank 
failures are also special and in need of special regulatory attendance.802 Bank 
resolution procedures must take into consideration that banks and bank 
failures are special. The speciality in banking forms the economic basis for 
lex specialis as regards insolvency proceedings for banks as well as for early 
interventions for failing banks.803 The design of the rules and regulations 
might vary, since countries have – as we have seen – different legal 
infrastructures and market conditions. As a response to the financial crisis of 
2008, a more specialised approach to bank failure management is taking 
place. There are several interesting economic arguments to point out related 
to this development. 
 First, special insolvency regulations give room for supervisors to act 
earlier compared to general insolvency regulations. The triggers for 
supervisory intervention and the commencement of insolvency proceedings 
precede the state of insolvency under general regulations.804 This is 
important for economic reasons. If a bank is declared legally insolvent first 
when its net worth is negative on the market, there are obvious losses to 
shareholders but also losses to uninsured creditors and to the government.805 
Herein lies the rationale for connecting bank insolvency triggers to safety 
and soundness requirements. Compared to general corporate insolvency law, 
where the creditors or debtors typically instigate the insolvency proceedings, 
bank special insolvency regimes allow the supervisor to take an earlier 
approach to insolvency interventions. For corporations in general, insolvency 
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is triggered by a non-temporary inability to meet liabilities as they fall due. 
Banks are different in this sense, as even an inability to meet liabilities in a 
somewhat longer run may be due to a temporary liquidity shortage. This 
relates to the fact that banks to a large extent are funded by non-maturing 
deposits and simultaneously may need to meet these liabilities with long-
term loan assets. As the assets typically have low liquidity, banks may easier 
than companies in general face large difficulties to honour their liabilities 
without there being a situation of insolvency in the bank. In other types of 
financial difficulties in banks, the more common ones, where there are no 
ongoing payment obligations to depositors, a bank may continue to pay 
creditors – even if it faces financial troubles – because it still has a continued 
source of cash flow.806 This is also a relevant difference compared to non-
bank companies in financial difficulties.  

The different features of banks also motivate, with economic arguments, 
different legal management of bank insolvency and failure management 
compared to general company insolvency proceedings. A bank that would be 
legally determined as insolvent according to general insolvency law may 
indeed still be viable in financial terms. This makes it necessary, from an 
economic point of view, to arrange for supervisory authorities to decide 
when a bank really is no longer viable and must be closed. A priori to this 
state, the supervisor needs to evaluate the quality of the bank’s assets, capital 
and to determine whether the insolvency proceedings – early insolvency 
interventions which apply before an actual insolvency in financial terms – 
should be commenced. Insolvency per se is thus a too late state of 
intervention in banks. As a result of this, insolvency regulation for banks has 
a partly different purpose than general insolvency law, namely, to intervene 
while the bank is still viable.    

This may be the most important aspect of managing banks in trauma: the 
prevalence of powers for the supervisors to step in early. This is also the 
main differentiating feature between general insolvency proceedings and 
special bank insolvency law. Early interventions are directly motivated from 
the economic arguments of managing externalities.  

8.4.2.2 Supervisory structures when managing bank failures 
The maximising of the value of the bank is not the overarching objective of 
bank insolvency proceedings, as it is when dealing with non-banks. Financial 
stability and minimising public costs to taxpayers and the real economy 
motivate early interventions in bank failure management.807 From economic 
arguments, it seems appropriate to have a wide range of tools and large 
discretionary powers for the bank supervisor in order to achieve these goals. 
Looking at the enactment of the EU Bank Recovery and Resolution 
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Directive and also national legal development in the field of managing banks 
in trauma, the supervisory structures have indeed grown. These 
developments are, as far as I can see, well in line with the economic reasons 
for managing bank failures. Or, put another way, the economic goals are 
fulfilled if and when the insolvency interventions are conducted in such a 
way that a failure in a bank is actually managed without detrimental effects 
to the public or the markets. The question in this part is not whether there are 
economic incentives for a special bank insolvency regime, primarily 
empowering supervisors to intervene in early stages in failing banks, but how 
a purposive and apt application of such special regulation can be ensured. 
Here, the need for legal certainty and transparency calls for attention. It is 
important that there are formally adopted triggers so that banks may know 
when interventions are due.808 I will use the Bank Recovery and Resolution 
Directive as an example of how economic rationales for managing banks 
may also bring implications from legal certainty concerns.  

The Bank Recovery and Resolution Directive gives the resolution 
authorities far-reaching powers to both address the institutions with recovery 
and resolution measures and address third parties: shareholders and creditors. 
Much flexibility is given to the resolution authorities. There are no set 
triggers for when interventions may be used. Much responsibility is put on 
the authorities to use their powers wisely. This structure is combined with 
the fact that the resolution tools are very flexible in themselves and may be 
combined and used in various ways and in various scenarios. The only 
restrictions as regards the authority’s assessment to put an institution in 
resolution are that the intervention must be proportionate to achieve one or 
several of the resolution objectives and that the intervention has to be 
necessary in serving the public interest.809 This implies an unforeseeable 
situation in the banking market, even though a decision of resolution would 
probably be preceded by other earlier interventions in most cases of bank 
failures.  

There is, additionally, not much room for ex ante constraints of the 
resolution interventions. In the Directive, it is stipulated that national law 
must safeguard a right to appeal any decision to exercise powers under the 
Directive.810 However, the Directive prescribes that a decision of a resolution 
authority is immediately enforceable, regardless of a lodged appeal. The 
Directive also lays down a “rebuttable presumption” that a suspension of the 
enforcement of the decision would be against the public interest.811 If a 
decision of a resolution authority is annulled, there is no effect on the 
subsequent administrative acts or transactions which were based on the 
annulled decision. The remedies of an annulled decision are limited to 

 
808 Ibid., pp. 58-59. 
809 Bank Recovery and Resolution Directive, Articles 32.1c and 32.5. 
810 Ibid., Article 85. 
811 Ibid., 85.3. 
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compensation for the loss suffered by the applicant as a result of the 
decision.812  

The need for speedy management of failing banks, with a very limited 
possibility of suspending a decision to use resolution interventions, shows 
how the economic reasons for prompt crisis action – namely to minimise the 
spread of systemic risks – are prioritised. Filing for compensation because of 
a resolution decision is also a tricky road to take, since it is very difficult to 
prove that the intervention by the resolution authority incurred costs that 
could have been avoided if other measures or no measures had been taken. 
The alternative option in a situation with a failing bank would be to let the 
bank go bankrupt, with the risk of affecting the whole economy. Again, the 
lack of fixed and mandatory triggers for the assessment of the resolution 
authority on when and how to use the resolution tools, brings negative effects 
on the legal security of the targeted banks. Discretionary decisions are 
always hard to evaluate, especially in situations where complex financial 
consequences and unpredictable effects characterise the typical context for a 
decision. If a decision is made to use resolution to manage a failing bank, I 
see little room for banks to influence the consequences of such a decision in 
order to achieve a different and perhaps better outcome in the management 
of the bank failure. The typical economic reasons for special bank failure 
management have been quite cemented in the Resolution Directive, in such a 
way that adjustments – both before and after the enforcement of the decision 
– are out of the hands of banks and fully within the hands of the authorities.  

However, the large room for discretion given to the authorities resembles 
a principles based supervision which is considered successful from economic 
points of view. Rightly used, the resolution tools correspond to the need to 
manage externalities in banks. However, as discussed in this part, and 
previously in the thesis related to the principles-based supervision, there are 
drawbacks from legal certainty aspects. I believe the resolution regulation, 
and other bank failure management regimes, could be improved by some set 
triggers framing the assessments of the authorities. The minimal room for 
possible suspension and compensation could somehow be remedied if the 
use of, for example, extensive bail-in mechanisms were not totally flexible as 
regards the when and how of usage. One such trigger could be restriction on 
the use of some resolution tools in a full-blown financial crisis. It is plausible 
that bailing-in creditors and shareholders when the markets are fragile may 
cause distrust, which could spread through the bank system as a whole.813 In 
systemic crises, government guarantees are often necessary to create an 
ultimate back stop to the financial contagion. Local liquidity crises in 
individual banks – which are recurring in banking – may, in conjunction with 
restricting the capacity of advancing public funds, amplify the effects of 
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systemic risk contagion as well as solvency problems for the banks that are 
left without support.814 A requirement of a more balanced usage of 
resolution, with scope left for governmental financial support, would 
correlate to the economic goals of managing externalities and at the same 
time create a better foreseeability for the banks. The law and economics 
analysis proceeds with some reflections on the case studies. 

8.4.3 Law and economics analyses of the case studies 

8.4.3.1 Carnegie Investment Bank 
The decision in the Carnegie case to revoke the authorisation was made with 
a premade arrangement of a Governmental “take over” of the Bank. As 
Carnegie was a systemically important bank, the decision to withdraw the 
Bank’s authorisation had large implications for it. Riksgälden estimated that 
a liquidation of Carnegie, which would be the consequence if the licence was 
revoked, would pose a serious threat to the financial system and would 
probably result in large capital losses. If the authorisation was revoked, the 
liquidity support would probably also be throttled, which very likely would 
lead to bankruptcy. Also, other creditors would require repayment of their 
credits. Financial stability motivated a management of Carnegie Investment 
bank without the need for liquidity support.815 The externalities problems and 
arguments are thus valid in the Carnegie case in a very central way. Again, 
stability is related to sustainability in this case. A prerequisite to receiving 
liquidity support for the Bank had been the fact that it was solvent. The 
applicable provision in lagen (2008:814) om statligt stöd till kreditinstitut 
stipulated that support could be granted only if the institution was “viable”, 
or for the orderly reconstruction or winding down of an institution which 
cannot be expected to be profitable in the long term.816 Carnegie’s liquidity 
situation is discussed in the decision to revoke the authorisation.817 FI 
elaborates on the general circumstances in the financing of banking business. 
Banking business must be financed, either by common equity, deposit taking 
from the public, by credits from other banks and institutions or by other 
means. The financing can be of long or short maturity, which determines 
how well the bank can meet its obligations as they fall due. The financial 

 
814 J. C. Coffee, Bail-ins versus Bail-outs: Using Contingent Capital to Mitigate Systemic Risk, 
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bara lämnas för 1. fortsatt verksamhet i kreditinstitut som är livskraftiga eller 2. rekonstruktion 
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crisis of 2008 affected the Swedish markets so that many financial 
companies have had a hard time refinancing their businesses. This has 
predominately been a result of diminished confidence between the market 
actors. Riksbanken may grant a specific support to banks that incidentally 
have a hard time financing their businesses. A precondition for this support 
is that the bank must be solvent. Carnegie estimated that the major part of the 
liquidity support would be consumed within two weeks, but that it would be 
able to meet its obligations for about a month. FI assessed that it was 
difficult to see for how long the liquidity needs of the Bank would be 
covered by the support, but concluded that the situation was serious and in 
need of special attention. The crucial question was whether the bank would 
be able to receive additional capital injections and more normal financial 
arrangements. In that regard, Carnegie’s plan to make a directed new issue of 
shares was considered unclear and uncertain, and could not support a good 
prognosis for the Bank.818  

It is clear from the explanations in the decision that Carnegie’s situation 
was severe, but not critical. The liquidity was a problem and the prognosis 
for the future of the business did not look good. The assessments targeted the 
potential consequences of different options and measures ahead. Riksgälden 
discussed various options with FI and Riksbanken. Liquidation as a 
consequence of revocation of authorisation was one. That option would pose 
threats to the system and render costs to the state in the form of deposit 
guarantees. The costs of the state must be held to a minimum. Additional 
capital injections by the state were also considered, but judged as too 
uncertain. A support loan, where Riksgälden took over the previous liquidity 
loans by Riksbanken, was considered the best solution. That agreement also 
included that Riksgälden took over the pawned shares related to the liquidity 
loans.819  

The need to ensure stability in the market is clearly related to a long-term 
assessment of the financing situation in the Bank in this case. The Bank 
could obviously not go on receiving liquidity support for much longer. A 
more permanent solution must be found. The responsibility of the state is to 
manage banks in trauma so that the costs to the state are kept to a minimum. 
In the Carnegie case, the Bank was sold to private owners in 2009 with a 
profit for the state of between 150 and 400 million SEK.820 The result of the 
management in this case connects to the economic arguments for managing 
banks in trauma. Stability was sustained, as the state took over the Bank and 
maintained the public’s confidence both in the individual Bank and in the 
banking system. A long-term sustainable financing solution was arranged, 
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with the restoration of financial soundness in focus. Also, a cost-benefit 
analysis of the solutions in the Carnegie case turns out positive. The state 
actually profited from taking charge of the Bank. Herein also lie the 
drawbacks from this model, however. There is always a risk that the state 
will be unable to find a suitable purchaser of the bank, or that the sale will 
not make a profit. Carnegie Bank would probably have been very differently 
managed if the procedure according to the Resolution Directive had been in 
place at that time.  

8.4.3.2 HQ Bank 
The breaches of the legal requirements for banking were considered severe 
in HQ Bank. In its decision, FI explains the motivation for the revocation of 
the Bank’s authorisation. The reasoning relies on economic arguments 
related to systemic risks. First, the decision implies that HQ Bank was not 
considered systemically important and therefore it did not need to be rescued 
by the government. A withdrawal of the authorisation, with compulsory 
liquidation as a consequence, was considered in line with the financial role 
and position of the Bank and the effects such a decision would have on the 
markets. This standpoint is not explicitly made in the decision, but is 
explained in a memorandum from FI. HQ Bank is described as a relatively 
small bank and the case as an isolated event where a bank had violated the 
regulations. FI was of the opinion that the financial stability was not 
threatened.821 The standpoint of FI that there were no systemic implications 
in the HQ Bank seems quite uncontroversial. 

More interesting to analyse from a law and economics perspective is the 
motivation to withdraw the authorisation instead of opting for a less 
intervening sanction. Here, the decision contains interesting arguments. FI 
relies on the preparatory works to lagen om bank- och finansieringsrörelse 
and points out that banks cannot endanger their ability to meet their 
obligations and must control the risks entailed in their businesses.822 The 
ultimate purpose is to prevent financial instability, but the requirements are 
valid regardless of whether the financial stability in the system is threatened 
or not in casu. Breaches of requirements whose specific purpose is to 
maintain financial stability are especially severe and should in principle 
render a stricter sanction than breaches with non-systemic implications.823 
HQ Bank had violated requirements which were central to financial stability. 
The seriousness of the violations would motivate a revocation of the Bank’s 
authorisation. However, the less intervening sanction of a warning can be 
chosen if such a sanction can be considered sufficient in the specific case. 

 
821 Finansinspektionen, Promemoria, Frågor och svar – HQ Bank, August 31, 2010. 
822 FI Dnr-7854, p. 19; 
Regeringens proposition 2002/03:139, Reformerade regler för bank- och finansieringsrörelse. 
823 Ibid., p. 382. 
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Examples of this situation would be if the bank is unlikely to repeat the 
violations and therefore the prognosis of the bank is good or, or if the Bank 
did not realise that it was violating the requirements at the time.  
 In HQ Bank, several measures had been taken by the Bank to manage the 
situation that had emerged in connection to the inspection in 2010. The 
trading was wound down, a substantial capital injection was made, an 
external consultant was appointed to analyse the internal control of the Bank, 
a new risk instruction was adopted, the reporting structures and other 
guidelines were changed, the CEO and the risk department chief had 
resigned, and all directors in both the Bank and its parent company were 
resigning as well as the auditor.824 In other words, every deficiency identified 
in the investigation was adjusted by the Bank. Although these measures were 
taken at a very late stage, indeed, at the last minute, one could argue that the 
Bank, from economic point of view, had a good prognosis of continuing a 
successful business. If the violations of bank requirements had stopped and 
the Bank had taken measures to avoid future breaches, what are the 
economic arguments for still revoking the authorisation? Finansinspektionen 
addresses the measures taken by the Bank but concludes that imposing any 
sanction other than revocation was out of the question. It pointed out that if 
banks were allowed to consciously or recklessly take risks that endangered 
creditors’ interests and financial stability and the only sanction they receive 
is a warning combined with penalties, this would lead to an enhanced risk 
level in the financial system.825 This argument relates to moral hazard. To not 
withdraw the authorisation would incentivise other actors in the banking 
market to take on too large risks in their businesses. To withdraw the 
authorisation would, conversely, restrict moral hazards effects in the system. 
Even though HQ Bank was not considered systemically important, and the 
revocation of its authorisation thus would not endanger financial stability, 
the spread of financial risk and the externalities problem became the main 
rationale in this case – but from the opposite direction. To not revoke the 
Bank’s licence would endanger financial stability, not as an immediate effect 
but in a precedential perspective. HQ Bank must be set as an example so that 
other Swedish banks do not follow the same pattern and run highly risky and 
unlawful businesses with the idea that they were not risking their 
authorisations in doing so. The idea of such a scenario is of course built on 
the important fact that FI has to sanction similar cases in similar ways. 
Another order would be contrary to the principles of equal treatment, 
foreseeability and legal certainty. Nonetheless, the financial state of HQ 
Bank in casu, the fact that the Bank actually did not pose any risks to 
financial stability after its measures, is not sufficient to decide on the 
sanction. The Bank’s potential to conduct business successfully in the future 

 
824 FI Dnr-7854, p. 20. 
825 Ibid. 
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is a secondary consideration when weighing the interests from an economic 
perspective. The targeted bank’s financial situation cannot trump the effects 
of the sanction per se. The signal value of the sanction towards HQ Bank is 
in this way essential and revives the externalities rationale in this case. The 
result is a reversed application of the argument to regulate in order to 
mitigate systemic risk. The result of the sanction in the sanctioned bank is 
not motivating the decision. It is the result of the decision on the markets that 
is of prioritised value in this case. Thus, the case shows how the rationale to 
mitigate externalities may also become valid when the externalities risk 
arises in other actors’ businesses due to a supervisory intervention, and not 
primarily in the supervised actor’s business. 

8.4.3.3 Tønder Bank 
The failure of Tønder Bank was a result of Finanstilsynet’s decision to 
require additional capital in order to fulfil a new solvency ratio for the Bank. 
Because of the Bank’s inability to meet these requirements, it filed for 
bankruptcy. Had the Bank not complied with the requirements, it would have 
lost its authorisation to conduct banking business.826 The Bank was not 
rescued by the Danish state, but was later taken over by a bigger Danish 
bank. The lack of state intervention implies that Tønder Bank was not 
deemed systemically important. This is not addressed in Finanstilsynet’s 
decision, but it is probable that the size and engagements of the Bank never 
brought to the fore systemic implications in this case. If the externalities 
rationale does not trigger special regulation of banks, ordinary principles for 
company bankruptcy apply, as with Tønder Bank. Or do they? It is important 
that the legal system allows for efficient winding down of badly run 
companies, but is this departure point equally valid for banks if they do not 
endanger financial stability? My question to be evaluated in this part is 
whether there are economic rationales for managing bank failures in a 
special way, even if the bank is not systemically important. 
 To start with, the contextual setting is important. Obviously, there was no 
imminent financial turbulence in the markets in 2012. In a financial crisis, 
small banks as well as large ones and other types of financial companies 
might be affected and in need of special attention. Systemic risk is defined as 
risk that spreads through the financial system and ultimately contaminate 
other parts of society and affects the economy at large. In a financial crisis, it 
is important to manage failing banks in good time, regardless of whether the 
bank itself is systemically important due to its size and market or risk 
exposures. Since the effects of a smaller bank’s failure in such cases may be 
the same as when a bigger bank fails, the same economic rationales of 
stability apply to managing smaller banks: managing externalities by 

 
826 Lov nr. 453 af 10/06/2003 om finansiel virksomhed, Section 225, paragraph 1. 
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preventing the spread of systemic risk to other financial institutions and to 
the markets. 

The application of economic arguments to the management of a failing 
smaller bank differs, however, in the sense that a larger financial institute in 
itself – regardless of market conditions – can be classified as systemically 
important. In several contexts, including the EU, the term “TBTF banks”, 
which means too big to fail-banks”, is used.827 Such a bank, or company, is 
large enough to affect the economy in a detrimental way if it fails, even if 
there is no financial crisis going on. The systemic importance lies in its size 
and interconnectedness in the financial markets by large and various 
exposures. Smaller banks may need to be managed with a view to addressing 
externalities if it is drawn into a severely down turning financial 
development. It is quite difficult to know in advance which financial firms 
will be affected in a crisis and which will stand strong. If Tønder Bank had 
failed a few years earlier, other supervisory measures might have been 
needed. In other circumstances the failure of a bank like Tønder Bank could 
spread systemic risks and lead to significant externalities in other firms. The 
in casu problematics of failures in smaller banks adds to the already 
challenging area of managing banks in financial difficulty. However, it is 
important to note the importance of a regulation that manages to include 
smaller banks, as the same rationales for failure management might become 
necessary in these cases also. 

As smaller banks may be systemically important, the failure management 
regulation needs – from economic points of view – to be able to include 
smaller banks. The current focus on too big to fail-banks could be 
problematic in obtaining a flexible enough supervision and management 
regarding smaller banks in trauma. Many of the new rules adopted after the 
financial crisis are designed for managing large financial institutions with 
cross-border businesses. As the development is prognosticated, smaller 
commercial or retail banks with local or regional presence will continue to 
be a part of the banking market, even though further consolidation with a 
growing number of really large banks is likely to occur.828 This further 
shows the importance of regulators and supervisors finding ways to manage 
not just large TBTF banks with inherent systemic implications, but also 
smaller banks. 

8.4.3.4 Northern Rock 
The bank run on Northern Rock triggers several questions where economic 
analyses would contribute to an understanding of bank failure management. 
One aspect is the disclosure of the liquidity support by the UK Treasury, 

 
827 See e.g., European Commission, Directorate General Internal Markets and Services, 
Reforming the structure of the EU banking sector, Consultation paper. 

828 E. Hüpkes, Insolvency – why a special regime for banks?, pp. 34-35. 
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which instigated the run on the Bank. As discussed under Legal aspects 
above, the interpretation of the rules in that case can be questioned. In this 
part, I aim to analyse the economic rationales for the disclosure rules per se 
and how the application of the rules is governed by these rationales. 
 Mandatory disclosure addresses the problem of asymmetric information in 
the markets. Full and accurate information makes it possible for investors to 
correctly evaluate the price of securities and other assets and the 
performance of their managers. In that way, agency costs are reduced. 
Mandatory disclosure regulation renders costs, naturally, to the firms 
targeted by the requirements. Further theoretical explanations on how to 
approach the asymmetric information problem in the markets will not be 
made here. Requiring disclosure is one of the most popular regulatory tools 
and is widely discussed among economists.829 The central issue here is the 
validity of the argument to disclose information in order to tackle 
asymmetric information in the markets, when the disclosure threatens to 
result in externalities such as the spread of systemic risk. This was the case 
in Northern Rock; the disclosure of the liquidity support resulted in a bank 
run with such detrimental potential that the government had to step in. There 
are two economic rationales for regulating at hand: asymmetric information 
and externalities. In the Northern Rock case, the first one was prioritised and 
was the basis for the decision to disclose the information. As shown above, 
there was a discussion prior to the disclosure on whether or not to publish the 
information. Even if it is not very explicitly spelled out, it is clearly implied 
that exactly these two economic rationales were weighed against each other. 
Regardless of the suitability of the chosen path as regards Northern Rock, it 
is interesting to analyse what law and economics has to say about this 
conflict of economic arguments behind a decision such as in the Northern 
Rock situation. 
 The first thing to note is the fact that mandatory disclosure regulation is 
motivated by the assumption that firms would disclose too little information 
unless they were compelled to do so. A firm would voluntarily disclose only 
such information as would result in investors’ willingness to pay more 
money for shares in the company and not information that would be 
detrimental to the firm or information that would be beneficial to other 
firms.830 To a firm with financial problems that would be impossible to 
conceal for long, it would typically be in its interest to disseminate 
information that mitigates or outbalances the negative financial status. 
Granting of state liquidity support would not just constitute a matter of 

 
829 R. Daines and C. M. Jones, Mandatory Disclosure, Asymmetric Information and Liquidity: 
The Impact of the 1934 Act, p. 3; 
L. Zingales, The Costs and Benefits of Financial Market Regulation, p. 2; 
J. C. Coffee, Fifty Years of Federal Securities Regulation: Symposium on Contemporary 
Problems in Securities Regulation, pp. 717-753. 
830 F. H. Easterbrook and D. R. Fischel, The Economic Structure of Corporate Law, pp. 26-27. 
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potentially mandatory information, but would generally also be considered 
beneficial information to the firm in need of the support and thus something 
the firm would want to disseminate voluntarily. The rationales for not 
disclosing such information are related to the market’s reactions to the 
information in a broader sense than what immediately affects the 
disseminating firm.  

Bank runs, the spread of systemic risk and detrimental externalities that 
could potentially result in negative effects for whole financial markets and 
comprise many other financial firms are effects of a decision to disclose 
information that cannot be internalised in the bank that is disclosing the 
information. If the disseminating bank indeed has financial difficulties, its 
customers may not be worse off in a bank run compared to a bankruptcy. 
The negative effects when discussing externalities on the financial markets 
are connected to the spreading of systemic risk to other, perhaps wholly 
healthy, financial firms.  

It becomes clear that the rationale for promoting information symmetry in 
the markets has a wealth-maximising and micro economic departure point, 
with the addition of investor protection and consumer protection reasons. 
The wealth in society grows if individual firms are effectively valued and the 
price of assets reflects all available information. In this reasoning also lies 
the discussion on the costs of disclosure, and whether voluntary disclosure 
through contracting is a more effective solution. This will not be addressed 
in this study any further.831 It is clear, however, that the costs of disclosure 
and the benefits thereof can be internalised in the disclosing firm. If there are 
benefits of disclosing information, such as the granting of liquidity support, 
the firm can calculate and also benefit from the positive reactions on the 
market as a response to the disclosed information. If there are costs related to 
the disclosure, they can be calculated and borne by the firm as well. Side 
effects of a disclosure, externalities such as an unpredicted bank run, will of 
course also affect the disseminating firm negatively. The rationales for 
regulating to mitigate externalities on the financial markets are not related to 
negative financial effects for individual firms, however, but to the dangerous 
contagion which might sweep away other firms, healthy and unhealthy, and 
have a tremendously large and detrimental impact on the whole society. 
Such costs cannot be internalised in an individual firm.  

When analysing the issue on mandatory disclosure in a context of 
systemically important financial firms, it becomes necessary to weigh the 
arguments of asymmetric information and externalities. It is my view that if 
there are costs or effects that cannot be internalised in a firm as a result of 
disclosing information, this would constitute a clear case of where not 
disclosing must be allowed. Systemic risk contagion is a market failure of 

 
831 See for example A. R. Admati and P. Pfleiderer, Forcing Firms to Talk: Disclosure 
Regulation and Externalities, pp. 479-519.  
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larger proportions than temporary maladjustments of the pricing mechanism 
in the market. In all circumstances, the regulation must allow for such 
exceptions. Regulated disclosure is in that sense good from an externalities 
point of view. Many scholars agree that if there are significant externalities – 
both good and bad – to a firm’s disclosure practices, mandatory disclosure is 
a good way to make sure information is disseminated effectively in the 
markets.832 A clearer view on the application of the disclosure rules from the 
economic points of view would have been desirable in the Northern Rock 
case, both for the benefits of the development in that case and also as regards 
the later development of the law on bank failure management. 

8.4.4 Conclusions on soundness – confidence – stability 

Soundness is related to the final phase of banking in this chapter, when 
banks are in trauma and even failure. As seen in the regulatory analyses, 
soundness functions as a prognostic quality standard in this area of banking 
regulation. It relates to restoring the financial soundness of a bank. The long-
term operation of banking business in the future is assessed and evaluated. 
The Resolution Directive has a specific focus on managing bank failure from 
a societal point of view, by using bail-in by shareholders and creditors 
instead of bail-out by states. Taxpayers should in principle never have to pay 
for failing banks. Here, the ambition is to create a sustainable structure for 
guaranteeing that taxpayers’ money is not lost to saving banks. Avoiding 
failure and intervening sufficiently early and effectively to manage unsound 
or failing banks are the two purposes of the Resolution Directive which will, 
if successfully used, achieve financial soundness.  

The need for prompt action and management of banks in trauma has also 
been discussed. The stability concerns may be related to the need to ensure 
soundness in other respects in a bank, for example, the requirements on a 
bank’s owners. Assessing the impact of different stability concerns is tricky. 
I will make a few remarks on the soundness theme in relation to each of the 
supervisory decisions included in this chapter. 

In Carnegie Investment Bank, the Swedish national debt office took over 
the Bank because of the liquidity problem. The Bank had violated the 
regulation on large exposures and fund management, and was under special 
scrutiny because of the precarious liquidity situation. Both situations needed 
to be managed from a soundness perspective: both the unallowable levels of 
a single risk exposure, which could lead to the Bank’s failure, and the 
 
832 J. C. Coffee, Fifty Years of Federal Securities Regulation: Symposium on Contemporary 
Problems in Securities Regulation, pp. 717-753; 
R. Daines, Mandatory Disclosure, Asymmetric Information and Liquidity: The Impact of the 1934 
Act; 
A. R. Admati and P. Pfleiderer, Forcing Firms to Talk: Disclosure Regulation and Externalities, 
pp. 479-519.  
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liquidity shortages, which in the midst of the financial crisis at the time could 
develop into more permanent solvency problems for the Bank. By taking 
over the Bank, the state stepped in and helped sustain confidence in the 
banking market, which was of utmost importance considering the situation in 
the financial markets in 2008. 

HQ Bank was sanctioned the same way as Carnegie, by a revocation of 
authorisation, but with no connected arrangement of Governmental support. 
HQ was not considered a systemically important bank, and thus stability 
concerns were not valid to the extent that a failure of the Bank was 
considered dangerous in a systemic sense. On the contrary, the risks of 
letting banks conduct business in such a risky manner as HQ was considered 
to have done would pose threats to the stability of the banking market, since 
other market actors might believe risk taking would be allowed so long as 
matters were dealt with at the last minute. HQ had to be severely sanctioned 
in order to sustain confidence in the integrity of the markets.  

Like HQ Bank, Tønder Bank was not considered systemically important 
and the revocation of authorisation resulted in the bankruptcy of the Bank. 
This case pinpoints the important question on soundness in relation to badly 
run banks. Soundness in the banking market requires a regulation that 
manages all types of bank failures, including the feature that banks that are 
not prudentially or financially sound should be orderly sorted out of the 
market. There is the risk, which has been shown by the analyses in relation 
to the Tønder Bank case, that smaller local banks are not considered equally 
important to monitor as large multinational banks. This is because spreading 
of systemic risk could potentially pose such severe consequences to the real 
economy. Soundness in connection to customers’ confidence in individual 
banks is as central to the regulation of banks in trauma regardless of a bank’s 
size. Diminished confidence in individual banks is connected to stability 
concerns in the sense that confidence in the banking system may be 
diminished even if only smaller banks are affected. This is especially the 
case in financially precarious market conditions. The choice of regulatory 
measure must, however, entail a weighing of interests in each case. 
Soundness requires different solutions depending on how strong the 
connection to stability regarding each bank in trauma is. 

In Northern Rock, the stability concerns resulted in nationalisation of the 
Bank. The announcement of the initial liquidity support from the Bank of 
England was met with a panic among the Bank’s customers and a large-scale 
run on the Bank. Even though the Bank of England fully guaranteed the 
deposits in the Bank, the customers’ confidence in the Bank – potentially 
also their confidence in the banking market at large, because this was 
happening in the middle of a financial crisis – could not be restored. The 
case shows the complicated situation of governmental support to banks and 
the difficulty in foreseeing how soundness – confidence – stability will 
interact in specific situations. Measures to restore financial soundness (which 
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is the predominant use of soundness in the regulation of banks in trauma) 
may result in diminished or enhanced confidence of a bank’s customers. The 
issue of confidence may have a micro dimension; the bank is, for example, 
wound down in an orderly way and without consequence to the market (but 
with consequences to the customers, of course). Or, confidence receives 
macro dimensions and relates to the whole banking system, implicating 
stability concerns and a difficult balance in the assessment of what actions in 
the long term will benefit the soundness in the markets, in the bank and for 
society. 

From a soundness perspective, the regulatory changes after the financial 
crisis of 2008 express new dimensions of banks in trauma, where stability 
connects to sustainability in a more market-wide sense. The Bank Recovery 
and Resolution Directive is a new step in the EU for managing systemically 
important banks, and the procedures and mechanisms of the directive are 
motivated from distinct stability concerns.  
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9 Concluding reflections 

9.1 Introduction 
Let me end this dissertation by referring again to The Story of the Bank. The 
formation, operation and failure of banks have been studied and discussed in 
the previous chapters. The story of this thesis is now coming to an end. This 
chapter concludes the previous analyses and reflects on the implications of 
the examinations in the thesis. The chapter abstracts the results of the 
discussions and relates them to the general aim and purposes of the study. 
This is done in two parts. First, the conclusions from the analyses in the three 
phases of The Story of the Bank are summarised (9.2). Second, some 
reflections are presented where the conclusions are elaborated on a little 
further to deepen the discussion on the main themes of the thesis and to 
provide future research questions (9.3). 

The general aim of this study is to examine how the normative concept of 
soundness is used in the regulation and supervision of banks. The objectives 
of this examination are to present insights into how banking regulation and 
supervision function in general and how the financial crisis of 2008 has 
affected banking regulation and supervision. These objectives, and the 
general aim, are connected to the discussions in the thesis in this final 
chapter. 

9.2 Conclusions 

9.2.1 Introductory remarks 

This dissertation examines various aspects of banking regulation. The three 
areas of banking regulation are divided into Chapter 6-8 and correspond to 
The Story of the Bank. Through the presentation and examinations of these 
three areas, a general understanding of the regulation of banks is provided. 
The regulation of authorisation, capital requirements and banks in trauma 
constitute central parts of the most fundamental rules and legal structures for 
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the conductance of banking. The analyses in these chapters amount to 
fulfilling the objective of the dissertation to present insights into how 
banking regulation and supervision functions in general.  

Chapter 5 establishes a taxonomy where soundness is related to 
confidence and stability. The taxonomy constitutes the normative context of 
soundness. By using the taxonomy as a tool for the analyses in the study of 
banking regulation, certain features regarding the functions of soundness can 
be detected and discussed. This has been done in each part of The Story of 
the Bank, in Chapters 6-8. The chapters include analyses of the regulation 
(both legislation and supervision) of authorisation, capital requirements and 
managing banks in trauma. The next section summarises the results from 
Chapter 6-8.  
 The taxonomy of soundness – confidence – stability can be connected to 
the theories and structures of banking regulation. As shown in the theoretical 
presentation in Chapter 4, banks’ special exposure to systemic risks and 
negative externalities give rise to a need for deposit guarantees, which 
contribute to moral hazard – motivating capital requirements and other types 
of risk-curbing regulations. Also, the prudential regulation of banks is 
motivated from the information advantage of banks vis-à-vis their customers. 
Information asymmetries may have negative effects on the banking market 
in general and requires regulatory attendance. The normative context of 
soundness, the taxonomy of soundness – confidence – stability, connects to 
the theoretical arguments of banking regulation by connecting soundness to 
confidence concerns, both of micro concerns (bank-customer relations, 
information asymmetries), and macro concerns (bank-markets relations, 
negative externalities).  

The next section repeats and summarises the results from the examinations 
of authorisation, capital requirements and banks in trauma. 

9.2.2 The application of the taxonomy 

The analyses of the substantial regulation of authorisation, capital 
requirements and banks in trauma bring forth some distinctive features of 
how soundness is used to regulate banks in each selected field of regulation. 
This section describes the functions of soundness related to the three areas, 
based on the results of the discussions in Chapters 6-8. Soundness is, as has 
been pointed out in many parts of the dissertation, a connective concept. The 
general aim of this study is to discuss how soundness connects to various 
aspects of banking. Soundness brings out various emphases in banking 
regulation. It functions as a standard for supervisors and as a standard 
directed at banks’ business. The three areas of banking regulation divided 
into Chapters 6-8 and corresponding to The Story of the Bank show different 
functions of soundness. These are summarised below. 
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9.2.2.1 Authorisation 
The study of authorisation (Chapter 6) showed that soundness and the 
normative context of soundness target many aspects. The focus of soundness 
requirements in this area, however, is on the qualified owners, directors and 
executive managers of banks. Both the examination of legislation and 
supervisory decisions showed an emphasis on personal characteristics and 
competences of the physical persons influencing or managing banks. Bank 
directors, managers or large shareholders must be suitable in order to ensure 
the sound and prudent management of the bank. Soundness, and its 
normative context of confidence and stability, is ensured by posing certain 
requirements on a bank’s responsible managing persons. This is evident not 
least from the emphasis on fit and proper tests and similar regulatory 
schemes. The public’s confidence in the banking system is to a large extent 
depending on the suitability of bank directors and managers. Also, the 
confidence between financial firms is likewise affected by who takes charge 
of the management of banks. A central feature is the negative formulation of 
the suitability assessment. Persons whose suitability to take part in a board of 
directors is not made clear, should not be allowed to take on the assignment. 
If the suitability of a director is unclear, this is to the disadvantage of the 
director. The requirement of suitability is directly linked to both arguments 
for banking regulation, information asymmetries (investor protection) and 
negative externalities (financial stability). Ensuring the suitability of the 
directors and managers is of direct importance to sustain confidence in the 
financial sector, and ultimately contribute to financial stability.  

The relation between “personal” soundness and institutional soundness is 
crucial. Personal competence and responsibility has been targeted with new 
requirements after the financial crisis of 2008, not least by the administrative 
pecuniary penalties according to the CRD IV (discussed in 6.2.5.2). The 
soundness standard, as it is emphasised in the authorisation requirements for 
banks, has thus become stricter in this area.  

The normative context of soundness may be applied in a full sense as 
regards the requirements in authorisation procedures related to bank owners, 
managers and directors. Soundness functions as a main purpose of such 
requirements. The purpose of authorisation requirements in this part is to 
achieve soundness – confidence (both micro and macro) – stability. 

9.2.2.2 Capital requirements 
In Chapter 7, soundness was related to capital requirements, one of the most 
central sets of rules targeting banking operations. Soundness appears as a 
standard or requirement in many instances in the CRD IV Directive and 
Regulation which are the major legal instruments for capital adequacy 
regulation in the EU. Prudential soundness, sound and prudent management 
and sound administrative and accounting procedures are frequent 
expressions related to capital requirements in these legal measures. A 
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recurring theme of the various soundness contexts in the CRD IV Directive 
and Regulation is risk management and the structures related to risk 
management in a bank. Sound structures for risk assessments vouch for the 
sustainment of confidence of customers in individual banks and in the 
banking system. In the regulation of capital adequacy, risk sensitivity has 
been a central matter, not least after the financial crisis of 2008. Additional 
ratios for risk weighing have been adopted, where liquidity and leverage 
ratios are two recent developments in the field. The regulation in this area 
has moved towards including the whole balance sheet of banks when 
measuring and supervising risks in banks.  

Soundness functions as an overarching quality requirement on the 
structures of a bank’s capital management. This resembles the way 
soundness is used in the previous chapter on authorisation, where soundness 
to a large extent targets the qualities of directors and managers in a bank. By 
ensuring certain qualities such as competence, experience and integrity of the 
persons influencing and managing a bank, the quality of the business in itself 
may be controlled. Similarly, by requiring sound structures and systems in a 
bank, the soundness of the actual business is sustained. The focus on 
soundness of risk management systems was shown by the analyses of both 
legislation and supervisory decisions related to capital adequacy in banks.  

9.2.2.3 Banks in trauma 
Most apparently, soundness functions as a quality standard from a financial 
point of view when managing banks in trauma (Chapter 8). Soundness 
functions as a desirable characteristic of the economic status in a bank. This 
is connected to the context of the Resolution Directive, which is to require 
the member states to give financial authorities recovery and resolution tools 
and powers to manage banks in trauma. Avoiding failure of banks and 
managing failure of banks, are the two purposes of the Resolution Directive 
which would, if successfully used, achieve financial soundness. Sound and 
prudent management appears again, as in previously analysed EU law.  

From the analyses of the Resolution Directive in Chapter 8, soundness 
may also be contrasted to unsoundness, which is a phrase used in several 
instances related to bank recovery and resolution. To understand the 
functions of soundness in this area, it is necessary to connect the dichotomy 
sound – unsound correctly. The objectives of the resolution rules are to 
prevent and manage the effects of unsound or failing banks. This does not 
necessarily imply that the result of bank resolution is sound banking. 
Restoring soundness, as the opposite of unsoundness, is not the substantial 
implication of these rules. In Chapter 8, the function of soundness was found 
to correspond to diverging from an unsound state; that is, soundness is used 
to describe a state of “non-unsoundness”, where the bank does not pose a 
threat to the financial system by its unsoundness or failure. 
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The macro implications of bank failure (bank-market confidence) connect to 
the need to sustain stability in the financial markets – basically it is an 
externalities problem. Thus soundness is fostered in individual banks by 
enabling supervisory authorities to step in and take far-reaching measures to 
mitigate potentially detrimental effects that the failure of individual banks 
may pose to the overall financial markets. A precondition for stability in the 
markets is effective management of individual banks in trauma, restoring 
their individual soundness and mitigating the effects if they fail. The 
characteristic soundness feature in the regulation and management of banks 
in trauma is financial soundness and the restoration thereof, both in the 
analyses of legislation and in the case analyses. As a result of the need for 
prompt action and management of banks in trauma, stability concerns may 
be related to the need to ensure soundness in other respects in a bank, for 
example, the requirements on a bank’s owners. Assessing the impact of 
different stability concerns is tricky. From a soundness perspective, the 
regulatory changes after the financial crisis of 2008 express new dimensions 
of banks in trauma, where stability connects to sustainability in a more 
market-wide sense. The adoption of the Bank Recovery and Resolution 
Directive is a substantial step in this regard. 

9.2.3 The fragmented functions of soundness 

Soundness, and the normative context of soundness, has proven to be a 
concept with many applications. This is perhaps the most evident conclusion 
of the examinations in this study. Soundness has no uniform definition or 
application. It constitutes a quality requirement, with different functions 
depending on what aspect of banking operations it is connected to. As such, 
soundness functions as an adaptive legal concept; it gains its proper 
application by relating to the specific characteristics of each area where it is 
used. Personal qualities of bank owners, managers and directors, risk 
management systems and structures in banks and the financial status of 
banks in trauma, are three very disparate areas where soundness is a central 
requirement. A common feature is the function of soundness as both an 
objective and a means. Soundness functions as a connective concept for both 
the means of regulation (sound systems/management/finances) and the 
objectives of regulation (sound banking). Soundness can be said to function 
both as an overarching purpose of all banking regulation and at the same 
time as a concept with normative expressions in specific rules targeting 
banks’ operations. The responsible persons and structures of banking 
operations have to be sound so that banks are sound. Also what is not 
explicitly regulated must meet a soundness standard (see e.g,. the Swedish 
soundness prerequisite).  
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There are also differences between the functions of soundness as objective 
and means. In some pieces of EU legislation, soundness is very frequently 
used as a description of the objective of a large number of rules. This is the 
case in the CRD IV package (see Chapter 7). Soundness is repeatedly used to 
set out a quality description for various aspects of banking operations. This 
may be contrasted to the functions of soundness in national law, for example, 
the Swedish soundness prerequisite in lagen om bank- och 
finansieringsrörelse, which may form the sole legal ground for sanctions 
towards individual banks (see 5.3.4). The degree of specification of the 
normative concept of soundness thus varies a lot. Or, again, soundness is 
sometimes used in a more objective orientation, forming a standard 
resembling an objective of the regulation in general, and sometimes it 
functions more restrictedly as a specific requirement which may be applied 
as a means to regulate banks. This is additionally reflected by how soundness 
functions as a discretionary concept in some instances, for example, related 
to suitability assessments of owners, directors and managers, where 
supervisors have a great deal of room to set the parameters for the 
assessments. This can, again, be contrasted to the more precise standard-like 
use of soundness in relation to capital requirements, where soundness has 
motivated increased ratios and capital buffers in banks.  

9.3 Reflections  

9.3.1  Introductory remarks  

In military history, there is an alleged tendency for generals to form their 
strategies taking as their departure point the mistakes from the last war.833 
There is criticism among economic academics that financial regulation is 
likewise formed from the strategy of “fighting the last war”. Financial 
regulation is pointed out to be aimed at preventing a repetition of the latest 
crisis, failures or mistakes.834 After the crisis in the 1930s, the Great 
Depression, where bank runs triggered failures of many banks, a heavy 
regulatory response followed. The same type of legislative reactions 
followed the financial crisis of 2008. The focus on systemic concerns, 
macro-prudential regulation and supervision and financial stability stands out 
as the most manifestable feature of the post-crisis regulation of the late 
2000s. As initially pointed out under Conclusions above, the analyses of the 
Swedish legal soundness prerequisite in Chapter 5 show how the normative 
concept of soundness has indeed undergone remarkable changes from its 

 
833 W. Murray and A. R. Millett, A war to be won: fighting the Second World War, pp. 22-25. 
834 A. Turner, et al., The Future of Finance – And the theory that underpins it, p. 165. 
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first introduction in the law in 1924 until its functions in the banking law of 
2004. The changes can be connected to a micro-macro development, where 
soundness has grown to include many more aspects of a bank’s business 
(predominately consumer protection interests and market and system 
stability concerns) compared to the initial focus on the solvency and liquidity 
of individual banks. I believe this development has not halted, but on the 
contrary has continued. 
 As summarised in the previous section, the three areas according to The 
Story of the Bank all show specific features where soundness is especially 
relevant. Personal qualities of bank owners, directors and managers 
(authorisation), risk management systems (capital requirements) and 
financial status (banks in trauma) emerge as central issues when soundness is 
used as a perspective in the analyses. This is clear both from the legal rules 
and from supervisory decisions in each field. All these central issues of 
soundness have been subject to increased regulatory attention after the 
financial crisis of 2008. My thesis is that these regulatory changes are 
motivated from macro-economic concerns, mainly stability of the financial 
system, and that this development will continue. In this final section of my 
dissertation I elaborate on these reflections, on some of the problems related 
to the post-crisis developments and on the implications of the macro-
prudential emphasis for soundness – confidence – stability.  

9.3.2 The macro dimension of financial markets 

The financial crisis of 2008 has brought a shift in the focus of financial 
regulation from primarily micro-prudential (safety and soundness of 
individual firms) to macro-prudential regulation (stability of the financial 
markets as a whole).835 Structural features of the financial system are 
included as objects of regulation, in addition to the monitoring and 
regulation of individual firms. The focus on system-wide concerns in 
financial regulation and banking regulation is not very surprising, 
considering the system-wide effects of the financial crisis. Before the crisis, 
there was, put bluntly, no clear division of the micro- and macro aspects of 
regulating and supervising banks, there was simply “supervision”.836 The 
prevailing belief was that limiting the risk of failure of each individual bank 
would ensure the stability of the entire banking system.837  Robert C. Hockett 
describes the reasons for the “macro-prudential turn”: 
 

 
835 R. Hockett, The Macroprudential Turn: from Institutional ‘Safety and Soundness’ to 
Systematic ‘Financial Stability’ in Financial Supervision, pp. 204, 206. 
836 D. Masciandro, Speech on the conference Enhanced EU banking supervision: a silver bullet 
for financial crises?, Trier, December 5, 2013. Organiser: ERA, Academy of European Law. 
837 M. Dewatripont, J.-C. Rochet, J. Tirole, Balancing the Banks: Global Lessons from the 
Financial Crisis, p. 103. 
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Were a financial system none but the sum of its parts, there would be no need to 
distinguish between micro- and macroprudential foci. Microprudential 
supervision of all parts of the system would sum up to supervision of the system 
itself.  A financial system, however, is more than the sum of its parts.  It also 
embraces relations among parts, as mediated through transactional 
infrastructures and various species of financial claim that institutions and 
individuals issue to one another. /…/ We can group all of these additional 
elements of the financial system together as ‘structural’ features of that system, 
and characterize the macroprudential perspective as that which attends to these 
structural features of the system while microprudential regulation attends more 
narrowly to the institutions that participate in the system.838 

 
The regulatory attention to the “added dimension” of financial markets tries 
to capture system-wide concerns of risks. As described in Chapter 4, 
financial risks may spread on a financial market due to interconnectedness 
between financial actors in the markets. One central ingredient in systemic 
risk is the unpredictability of when and how such risks occur. It is usually 
outside the control of individual banks or firms, and outside the control of 
supervisors, regulators and governments. Risks in individual firms may 
aggregately contribute to detrimental developments in the markets, but 
external shocks such as political crises may likewise spur on or even ignite 
financial downturns (see 4.3.2). Macro-prudential regulation aims at 
managing the external effects of financial risk contagion which cannot be 
fully internalised by individual firms themselves. The unpredictability of 
systemic risks can be connected to the calculability of the risks, or rather, 
their incalculability. It is very difficult to calculate on “the when and how” 
of a systemic spread of financial risks. Sometimes these types of risks are 
described as uncertainties.839 Uncertainties can be contrasted to calculable 
risks, and the distinction between these is important to the insurance 
business. Calculable risks are typically insurable, whereas systemic risks can 
be classified as uninsurable uncertainties. This distinction sheds light on the 
fact that banks, much more often than insurance companies, often run into 
difficulties related to the conditions in the financial markets, although these 
matters are complex and cannot be fully explained by the uncertainty–risk 
dichotomy.840 However, the characteristics of the insurance business may be 
helpful in the discussion on the macro-prudential turn in financial regulation. 
The primary impact of insurance is to shift risks and by a series of risk-
shifting transactions make sure losses are spread. A special feature is the fact 

 
838 R. Hockett, The Macroprudential Turn: from Institutional ‘Safety and Soundness’ to 
Systematic ‘Financial Stability’ in Financial Supervision, pp. 207. 
839 R. Merkin and J. Steele, Insurance and the law of obligations, pp. 31-35;  

J. Bessis, Risk Management in Banking, p. 7 in fine. 
840 Insurance companies also operate where risks cannot be perfectly calculable, i.e.,  all business 
risks are imperfectly calculable. See R. Merkin and J. Steele, p. 32. 
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that the risks covered by insurance usually do not all arise simultaneously. 
Insurance companies disperse their risks by reinsurance and other means. 
This can be contrasted to the totally unpredictable and incalculable risks (or 
should I say uncertainties) which may arise and spread rapidly in the banking 
system due to systemic shocks. Systemic risks are systemic because they 
affect the whole system. The interconnectedness and potentially very rapid 
spread in the system additionally amount to dangerous developments of 
simultaneously realised risks. The post-crisis focus on macro-prudential 
regulation of banks and of the financial markets in general has an ambition, 
just as insurance does, to shift risks and spread losses – not least by 
mitigating the dangerous simultaneousness of systemic risks.  

Two very good examples of this are the countercyclical buffers of Basel 
III and CRD IV and the bail-in tool of the Bank Recovery and Resolution 
Directive.841 Buffering capital in good times in order to have an additional 
reserve of resources in bad times includes costs, since the buffered capital is 
not linked to existing risks in the buffering bank (and therefore will not in a 
direct sense promote the financial status of the bank itself). Costs are also 
incurred since the capital is buffered and not invested in the business. The 
idea of countercyclical buffers is to spread the costs of systemic risks, so that 
it takes longer for financial institutions to run into difficulties in a financial 
crisis or system-wide meltdown. The contagious effects of a crisis process 
may by such means be halted and mitigated, perhaps even stopped. The same 
goes for the bail-in mechanism. Shareholders and creditors suffer losses 
when a bank fails, but since bank failure may spread the risks to other market 
participants, the idea is to require shareholders and creditors to step in and 
bear the costs earlier in order to mitigate market effects of the failure. What 
becomes evident from the macro-prudential focus in post-crisis bank (and 
financial) regulation is the cost perspective, which I will discuss a little 
further. The financial sector implies risks at the firm level, sector level and 
systemic level. The creation of risks is the price for allowing the financial 
sector to allocate capital innovatively.842 Risks sometimes realise and gain 
systemic effects. Costs are inevitable when it comes to financial crises. The 
costs of crisis processes could never fully be avoided. And financial crises 
will hit the market repeatedly, as finance is inherently cyclical.843 The 
question is how costs related to financial crises should be borne and, to the 
extent possible, also prevented. The macro-prudential turn in banking 
regulation implies a shift towards incurring costs ex ante, preventively. An 

 
841 Countercyclical buffers, see Basel Committee on Banking Supervision: Basel III, A global 
regulatory framework for more resilient banks and banking systems - revised version June 2011, 
September 2011, Part IV; 

The bail-in tool, see the Bank Recovery and Resolution Directive, Articles 43-51. 
842 B. S. Sharfman, Using the Law to Reduce Systemic Risk. 
843 C. A. E. Goodhart, Is a less pro-cyclical financial system an achievable goal?, pp. 81-90. 
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ex ante cost approach has a mitigating effect on crisis processes, at least in 
theory, by spreading losses over time and thus intervening in the dangerous 
simultaneousness of financial risk contagion. However, the benefits of the 
mitigating effect can only be found up to a certain level, beyond which the 
costs of running a bank or other financial firm under the ex ante cost 
approach are too high. Competition, innovation, market development and 
economic welfare might be negatively affected if the costs for preventing 
systemic decline in the economy become too high. There is also the risk of 
regulatory arbitrage. The cost-benefit thoughts presented here are indeed not 
advanced in theory, but almost impossible to implement in the actual design 
of the regulation. Finding the perfect balance of risk shift and spreading of 
losses in the banking sector would require us to actually be able to calculate 
on systemic financial risks, which we cannot do. Our knowledge of financial 
crises, systemic risk contagion and the financial market is fragmented (see 
2.2.2). Indeed, the fragmentation of knowledge seems remarkably evident in 
the financial regulation field, as crises occur time and time again – will we 
ever learn how to regulate the financial markets successfully? But again, the 
reason for this is the lack of possibilities to estimate beforehand how the next 
crisis will strike. The departure point when designing financial market 
regulation thus cannot be to prevent the next crisis, not even partly. This is, 
however, often the objective and ambition in these contexts. The main 
problem is not the fragmented knowledge of financial markets or the 
functions of financial regulation – as fragmentation is a general fact 
regarding knowledge of all societal structures – but rather the aim of perfect 
balance when drafting regulation after the financial crisis of 2008. The role 
of regulation cannot be to find the perfect balance in preventing and 
mitigating risks, since the full or sufficient knowledge this would require is 
unobtainable. What then is the role of regulation? I believe we can only use 
regulation to the extent that we find a rationale from a cost-benefit 
perspective, that is, to the extent that we may estimate its effects. Regulation 
should not be used from the apprehension that we know how financial 
markets function and will function in the future.  

Let us return to soundness to further clarify the discussion. Soundness 
cannot be used as a concept to describe perfectly sound banks, as these will 
never exist. Rather, soundness – and regulation generally – should target 
defined and demarcated problems. The overall question for the regulation 
should be: Does this regulation amount to increased soundness in banks, and 
are the benefits of that purpose larger than the costs? Macro-prudential 
regulation plays an important role, and the macro development of soundness 
after the crisis of 2008 reflects the ambition to include the added dimension 
of financial markets and the uncertainties of systemic risks. In light of the 
macro-prudential developments, we need to discuss the costs and benefits of 
banking regulation – legislation and supervision – much more intensely. Any 
and every piece of banking regulation could potentially be motivated from 
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the need to ensure sound banking. However, we cannot insure ourselves 
from financial crises, as the risks are not calculable in that way. The 
ambition should be sufficiently sound banks. This implies a constant 
evaluation and re-evaluation of the costs and benefits of regulation. 
Soundness in banking is a moving target. It is my hope this dissertation has 
provided some insights into sound banking and the regulation thereof. Many 
issues related to sound banking are in need of further examination. I will 
mention a couple of issues where research would be most welcome.  

The first theme worth attention is related to legal security. Regulating 
banks requires decision making, by legislators and by supervisors. In some 
instances, decisions need to be taken in the midst of a crisis.  One topic 
example is the decision to put a bank in resolution. How can correct 
decisions be ensured in precarious and pressing situations? How are 
wrongful decisions amended and compensated for? Individual persons and 
firms are targeted with supervisors’ decisions when banks are regulated. 
There is always a need to make sure individuals’ legal rights are properly 
attended to. The right to appeal, to be heard, and to be able to get 
compensation and restitution if something goes wrong are fundamental from 
a perspective of the rule of law.844 How can banks be efficiently regulated to 
prevent systemic effects, for example, without compromising on the 
fundamental values of legal security?  

Connected to the themes on legal security is also the issue of governments 
stepping in and taking charge of banks in trauma or by imposing other 
interventions. Can it be presupposed that governmental intervention in banks 
always represents the best alternative from the public’s point of view? How 
can the law ensure apt and fair management of banks by governments? 
Governmental intervention may need further enhancement to tackle the 
challenges of modern financial markets, but at the same time governments 
may need to transfer more legislative and supervisory powers to 
supranational levels. The macro-prudential turn in banking regulation gives 
rise to many thoughts on how to design apt regulation and supervision of 
banks. Considering the high degree of the integration of the financial 
markets, not least shown by the effects of the financial crisis of 2008, 
centralisation of supervision and deposit insurance at the global level has 
been discussed.845 This can be connected to the financial trilemma.846 If 
financial markets continue to integrate, partial global supervision, for 
example, by empowering the Basel Committee, might need serious 
consideration. There are many issues related to the future work of 
constructing banking regulation and supervision, not least from stability 

 
844 For an example, see Justice of the Supreme Administrative Court Thomas Bull’s dissent in 
HFD 2013 ref. 74, see note 485. 
845 M. Dewatripont, J.-C. Rochet, J. Tirole, Balancing the Banks: Global Lessons from the 
Financial Crisis, pp. 129-130. 
846 See note 199. 
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concerns. The EU member states have transferred extensive powers to the 
EU level in the capital markets field, both as regards legislation and 
supervision. If additional supranational steps were taken, what would be the 
consequences? How can an increasingly centralised regulation capture and 
promote soundness – confidence – stability? These are also, ultimately, 
questions of how regulation can promote sound banking. 
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Epilogue  

This thesis was written and compiled between 2010 and 2017, a period of 
time when banks – and financial markets – have been extensively regulated, 
perhaps like never before. These have been exciting times to conduct 
research within the field of banking regulation, and to follow the 
developments in both legislation and supervision. As some time has passed 
since the eruption of the financial crisis of 2008, I have been allowed to 
reflect on the developments from at least some distance. The discussions in 
the thesis are, however, made from departure points available at the time of 
writing. The post-crisis academic debate on financial market regulation is 
extensive, increasing and to some extent also polarised and politically 
influenced. When seven more years have passed, I may be able to examine 
the financial market reforms and regulations with additional distance. 
Perhaps then, other conclusions might be drawn. Hopefully, the regulation of 
banks will stand the test of actually achieving soundness, confidence and 
stability. I am not convinced, however, that financial crises can be avoided 
by means of legal rules and increased supervision. But I am convinced that 
time will bring forth additional perspectives on the regulation of banks. With 
new perspectives we may learn, and create a regulation that increasingly 
promotes sound banking. 
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10 Sammanfattning 

10.1 Introduktion 

Föreliggande avhandling Sound Banking är en rättsvetenskaplig studie om 
sundhet i bankrörelse. Sundhet fungerar som en standard för bankrörelse och 
förekommer i såväl svensk som utländsk lagstiftning. I lag (2004:297) om 
bank- och finansieringsrörelse föreskrivs i 6 kap. 4 § att ett kreditinstituts 
rörelse ska ”även i andra avseenden än som sägs i 1–3 §§ drivas på ett sätt 
som är sunt”. Både när det gäller tillstånd och tillsyn hänvisas till att rörelsen 
ska bedrivas i enlighet med de krav som finns i bank- och 
finansieringsrörelselagen (se 3 kap. 2 § samt 13 kap. 2 §), vilket innebär att 
sundhet ska iakttas både vid auktorisation av banker och i bankers löpande 
verksamhet. Avhandlingen presenterar en studie av hur sundhet används som 
ett rättsligt begrepp för att reglera banker, både genom lagstiftning och 
genom tillsynsbeslut. Reglering av banker är ett mycket aktuellt ämne, inte 
minst på grund av finanskrisen 2008. Sedan krisen har banksektorn, liksom 
många delar av finansmarknaderna, blivit kraftfullt reglerad genom ökad 
lagstiftning och tillsyn. För Sveriges del är den mest påtagliga influensen 
EU:s reglering av kapitalmarknaderna inom unionen.  
 Banker är föremål för en omfattande rörelsereglering, vilken innebär 
tillståndsplikt, löpande tillsyn och möjligheter för myndigheter att utfärda 
sanktioner. Banker har även att följa de krav som gäller för investerarskydd 
och konsumentskydd i sin verksamhet. Regleringen av banker är till stor del 
motiverad av bankers särpräglade roll som intermediärer (mellanhänder) och 
centrala aktörer på finansmarknaden, där de är sammanlänkade med många 
andra finansiella aktörer och exponerade för många olika marknader och 
risker. Banker utgör en utsatt del av det ekonomiska systemet. Ekonomiska 
problem i en bank kan skapa oro som sprider sig till andra banker och 
finansiella aktörer, och som i värsta fall får effekter för hela 
samhällsekonomin. Man brukar tala om systematisk finansiell risk, eller 
systemrisk. En sådan risk är när många insättare samtidigt vill ta ut sina 
insättningar från en bank, en s k bank run eller när kreditgivningen mellan 
banker och finansiella aktörer upphör att fungera. Banker har typiskt sett inte 
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en stor mängd kapital tillgänglig i likvida medel, vilket gör att en bank i 
förlängningen – om likviditetsproblem kvarstår – kan hamna i mer 
permanenta betalningssvårigheter. I värsta fall blir banken insolvent. Oro hos 
insättare och andra borgenärer kan påverka aktörer som i sig inte har 
finansiella problem, eller spä på befintliga problem. Systemrisk kan sätta 
igång en kedjereaktion, där minskat förtroende för banksektorn blir 
självuppfyllande i och med bankers utsatthet för problem i andra delar av det 
finansiella systemet. Den rättsliga regleringen av banker syftar till att hantera 
bankers utsatta position som finansiella intermediärer genom att motverka 
spridning av systematisk finansiell risk och skapa stabilitet. Regleringen 
syftar också till att tillvarata investerares intressen av korrekt information om 
bankers verksamhet. Reglering av banker är av central betydelse för en 
välfungerande finansmarknad och för samhällsekonomin i stort. 
Avhandlingen analyserar några aspekter av den rättsliga regleringen av 
banker, både lagstiftning och tillsynsbeslut, där fokus är sundhet i 
bankverksamhet. Under nio rubriker nedan sammanfattas avhandlingens nio 
kapitel och de diskussioner och analyser som görs i respektive kapitel. 

10.2 Kapitel 1. Syfte och avgränsningar 

I avhandlingens första kapitel fastslås syftet med studien och några initiala 
avgränsningar. Syftet med studien är att undersöka hur sundhet fungerar som 
ett normativt begrepp i regleringen av och tillsynen över banker. Denna 
undersökning syftar i sin tur till att presentera insikter i hur bankreglering 
och banktillsyn fungerar generellt och hur finanskrisen 2008 har påverkat 
regleringen av och tillsynen över banker.  

Under arbetets gång med att bearbeta materialet i avhandlingen har 
sundhet framträtt allt tydligare som ett tema i bankreglering. Resonemang 
om sundhet har framkommit i många av analyserna av såväl lagstiftning som 
tillsynsbeslut. Sundhet verkar, på olika sätt, genomsyra all banklagstiftning. 
Sundhet är ett normativt begrepp i och med att det förekommer i lagstiftning 
och annan rättslig reglering. Samtidigt är sundhet av målsättningskaraktär; 
ett övergripande syfte med all bankreglering kan sägas vara att skapa sunda 
banker. Det finns flera andra syften och mål med bankreglering, såsom 
effektivitet, konkurrens, förtroende, stabilitet och liknande. Dessa syften är 
dock inte formulerade som normativa standarder riktade mot enskilda 
bankers verksamhet. Sundhet är ett begrepp som både har funktionen som ett 
övergripande regleringssyfte och med en distinkt regleringsfunktion. 
Sundhet är därför ett lämpligt begrepp att använda som ett perspektiv på 
analyserna av bankreglering. 

Det finns som nämnts en mycket omfattande reglering av banker och 
därför måste viss avgränsning av det rättsliga materialet ske för att 
undersökningen om sundhet ska kunna genomföras. Materialet i 
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avhandlingen har valts enligt ett narrativt grepp: The Story of the Bank. 
Berättelsen ger vid handen tre faser i en banks verksamhet: etablering, 
löpande verksamhet och fallissemang. En bank startar sin verksamhet, 
bedriver verksamheten och kommer, i den berättelse som här presenteras, på 
något sätt att fallera vilket kan få en rad konsekvenser. De tre faserna 
omfattar tre regleringsområden: reglering som gäller för att starta 
bankverksamhet kan hänföras till området tillståndsplikt, en central reglering 
för löpande bankverksamhet rör bland annat kapitaltäckningskrav och 
reglering som hanterar banker i trauma tar vid när banker fallerar på olika 
sätt. De tre regleringsområdena har valts för att ge en sammanhängande och 
kronologisk bild av några av de centrala rättsliga förutsättningarna för 
etablering, löpande verksamhet och hantering av trauma eller kriser i banker. 
Regleringsområdena är också valda för att de innefattar tillsynsärenden, där 
reglerna gett upphov till ingripanden av tillsynsmyndigheter mot enskilda 
banker. Avhandlingen behandlar, som nämnts inledningsvis, både lagregler 
och tillsynsbeslut.  

En ytterligare avgränsning i avhandlingen är att studien inkluderar den 
rörelserättsliga regleringen av banker. Rörelserätt eller rörelsereglering, på 
engelska prudential regulation, är den reglering som syftar till att säkerställa 
att banker är solventa och finansiellt välskötta. Reglering som har ett 
utpräglat syfte att skydda investerare och konsumenter ingår inte i studien. 
Rörelseregleringen för banker innehåller dock aspekter av investerarskydd 
och sådana aspekter ingår i vissa fall i analyserna i avhandlingen. 
Exempelvis behövs insättningsgarantier i banker för att skydda insättares 
medel, men också för att skydda banksystemet i stort.  

I avhandlingen används begreppet reglering som ett övergripande begrepp 
innefattande både lagstiftning och tillsynsbeslut. Lagar och andra regler 
utgör tillsammans med beslut riktade mot enskilda banker två sidor av hur 
banker styrs genom rättsliga normer. Tillsynsmyndigheter reglerar banker 
genom ingripanden och sanktioner, där gällande rätt tillämpas i enskilda fall. 
Användningen av begreppet reglering på detta något vidare sätt har att göra 
med den engelska funktionen hos begreppet regulation, vilket i sig är ett 
vidare begrepp än svenskans reglering. Om det behöver tydliggöras att 
tillsynen avses i något sammanhang i avhandlingen, används begreppet 
tillsyn alternativt uttrycket reglering och tillsyn (regulation and supervision). 

Avhandlingen omfattar fyra jurisdiktioner: svensk rätt, EU-rätt, dansk rätt, 
brittisk rätt och amerikansk rätt.  

Material publicerat efter den 30 augusti 2016 har endast undantagsvis 
kunnat beaktas. 



  
320 

10.3 Kapitel 2. Metod 

Kapitel två redogör för övergripande synsätt och tillvägagångssätt kopplade 
till metodologiska frågor i avhandlingen. Den första delen beskriver hur 
frågan om rättens påstådda innehåll (what the law is perceived to be) är av 
betydelse för användningen av sundhet som ett konceptuellt verktyg i 
analyserna av de tre bankregleringsområdena. F. A. Hayeks teorier om 
kunskapsproblemet appliceras på avhandlingens frågeställningar. Syftet med 
avhandlingen är att undersöka hur sundhet fungerar som ett normativt 
begrepp i regleringen av och tillsynen över banker, inte att undersöka vad 
sundhet i bankverksamhet är. I kapitel två framförs argument för att ett 
funktionalistiskt förhållningssätt till forskningsuppgiften är mer fruktbart, 
och mer görbart, än att söka fastställa ett exakt innehåll av till exempel ett 
normativt begrepp som sundhet. 
 Metodkapitlet slår också fast ett regleringsstrukturellt perspektiv 
(regulatory approach) för analyserna i avhandlingen. Den rättsliga 
regleringen av banker är mycket omfattande och komplex. Perspektivet i 
avhandlingen är undersöka de generella karaktärsdragen i de valda 
regleringsområdena som har betydelse för förståelsen av respektive område. 
Detaljerade presentationer genomförs inte för alla rättsregler relaterade till 
tillståndsplikt, kapitaltäckningskrav och banker i trauma. Istället fördjupas 
och specificeras analyserna i förhållande till hur sundhet fungerar på 
respektive område. Genom ett regleringsstrukturellt förhållningssätt kan de 
viktiga strukturerna i de tre regleringsområdena beskrivas, samtidigt som 
utrymmet i avhandlingen ägnas åt de mer kvalificerade frågeställningarna 
om funktionerna hos begreppet sundhet.  
 En ytterligare metodologisk fråga har att göra med behandlingen av de 
olika jurisdiktionerna. Avhandlingen utgår från svensk rätt samt EU-rätt, 
vilka ofta får det största utrymmet i de olika analyserna. Därefter 
kompletteras undersökningarna med en komparativ utblick (comparative 
outlook) i dansk, brittisk och amerikansk rätt. Syftet med de komparativa 
utblickarna är att inkludera ytterligare reflektion och exempel på hur sundhet 
fungerar i ett regleringsområde. Utblickarna gör inte anspråk på att vara 
fullständiga komparationer, utan ska snarare bidra med ökad förståelse och 
nyansering till analyserna. Olika exempel hämtas från de olika 
jurisdiktionerna, det är alltså snarare olikheter än likheter i rättssystemen 
som jämförs. De komparativa utblickarna genomförs med ett 
funktionalistiskt synsätt, vilket finner stöd i den funktionalitetsprincip som 
K. Zweigert and H. Kötz har utvecklat inom den komparativa rätten. 
Förhållningssättet till det komparativa materialet i avhandlingen motiveras 
ytterligare av den höga harmonisering av banklagstiftningen som skett på 
EU-nivå under senare år. 
 Analyserna i avhandlingen genomförs delvis med hjälp av rättsekonomisk 
metod. Rättsekonomi som metod och forskningsfält presenteras i andra delen 
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av kapitel två, och därefter utvecklas den närmare appliceringen av 
rättsekonomi för forskningsuppgiften i avhandlingen. Eftersom skälen till 
bankreglering är ekonomiska till stor sträckning, är det motiverat att använda 
ekonomisk teori och argument i de rättsliga analyserna. Syftet är att uppnå en 
ytterligare förståelse av anledningarna till regleringen och dess utformning. 
Genom att abstrahera ekonomiska forskningsresultat från etablerade källor, 
kan ekonomisk teori och empiri användas för att deschiffrera det rättsliga 
materialet och hitta ett fördjupat förklaringsvärde i analyserna. 
 Kapitel två avslutas med en genomgång av vissa frågor kopplade till 
rättskällevärdet av material i avhandlingen, särskilt tillsynsbesluten, samt 
normgivningen och regelstrukturen på kapitalmarknaden.  

10.4 Kapitel 3. Finansiell och rättslig kontext 

I kapitel tre presenteras den finansiella och rättsliga kontext som banker 
befinner sig i. Kapitlet inleds med en översiktlig beskrivning av 
finansmarknaderna och kapitalmarknaderna, eftersom banker befinner sig i 
ett marknadssammanhang där de större funktionerna och strukturerna 
påverkar förutsättningarna för bankverksamhet. Marknadseffektivitet, 
irrationellt beteende hos investerare, markandslikviditet, marknadsintegritet 
och finansiell stabilitet beskrivs kortfattat. Kapitlet innehåller vidare en 
presentation av bankers funktioner, bland annat typiska risker kopplade till 
bankverksamhet, och hur bankverksamhet och bankers funktioner beskrivs i 
både finansiella och rättsliga termer (legaldefinitioner).  

Användningen och förhållningssättet till olika begrepp såsom bank, 
kreditinstitut och liknande utländska begrepp, samt olika typer av banker, 
utreds. Kapitlet innehåller även en genomgång av rättsvetenskaplig forskning 
kopplat till banker. Rättsområdet kapitalmarknadsrätt presenteras, liksom 
bankrätt och bankreglering som rättsområde (den engelska termen banking 
law innefattar både materiell bankrätt och den rörelserättsliga regleringen). 
Avslutningsvis diskuteras bankrättslig forskning, med ett särskilt fokus på 
forskningsläget i Sverige. 

10.5 Kapitel 4. Regelringsstrukturer och teori 

Kapitel fyra redogör för regleringsstruktur och teori på bankområdet. 
Kapitlet syftar till att ge en bakgrund till övergripande strukturer, såsom 
lagstiftningshistorik och politik, myndigheter och andra organ samt 
tillsynsstrukturer generellt och framväxt av olika banklagstiftningar. 
Regleringsstrukturerna presenteras per jurisdiktion: EU, Sverige, Danmark, 
Storbritannien och USA. En komparativ analys sammanfattar den 
regleringsstrukturella delen av kapitlet.  
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Kapitlets andra del innehåller grundläggande teori bakom bankreglering. 
Häri läggs grunden för de rättsekonomiska analyser som görs av materialet i 
de tre regleringsområdena tillståndsplikt, kapitaltäckningskrav och banker i 
trauma. En första utgångspunkt är bankers särskilda position i det finansiella 
systemet och den teoribildning som rör negativa externaliteter i form av 
systematisk finansiell risk. Bankverksamhet finansieras typiskt sett till stor 
del av inlåning genom insättningar (kortfristiga skulder), medan bankens 
tillgångar består av utlåning till långa löptider (tillgångar med låg likviditet). 
Det är också traditionellt bankernas uppgift i samhället att erbjuda längre 
krediter genom omvandling av inlåning på kort sikt, samt att upprätthålla ett 
fungerande betalsystem. De ekonomiska skälen till bankers exponering för 
systematisk risk beror på den inneboende känsligheten i bankers 
balansräkning och hur detta samspelar med sammanlänkningen på 
finansmarknaderna. Systemrisk är definierat något mer ingående i kapitlet, 
för att ytterligare belysa de ekonomiska argumenten bakom bankreglering. 
Slutsatsen är att ekonomisk teori stöder idén om att banker behöver särskild 
reglering på grund av förekomesten av negativa externaliteter (systemrisk). 
Sådan reglering handlar om att förebygga och hantera spridningen av 
finansiell risk och brukar utmynna i tillståndsplikt och andra regleringar, till 
exempel har de flesta länder någon form av insättningsgaranti eller andra 
mekanismer där centralbanker eller regeringar garanterar att stötta 
banksektorn. Insättningsgaranti motiveras även av teorier om asymmetrisk 
information, eftersom det kan vara svårt för en insättare att bedöma en banks 
risktagande, vilket kan ge upphov till en bank run eller andra problem. 
Regleringar som är skapade utifrån behovet att hantera negativa 
externaliteter och informationsasymmetrier i banksektorn anses, åtminstone i 
teorin, ge upphov till ökat risktagande i banker. Insättningsgarantier och 
stödmekanismer av olika slag gör att incitamenten för riskhantering hos den 
individuella banken principiellt sett är mindre än om sådana garantier inte 
fanns. Problematiken brukar benämnas moral hazard. För att hantera denna 
problematik krävs reglering som ställer krav på bankers risktagande, och ett 
av det mest använda regleringsverktygen är kapitalräckningskrav. Syftet är 
att banker ska hålla kapital i förhållande till de risker som verksamheten 
innebär, så att det finns likvida medel att använda vid behov. De teoretiska 
argumenten och appliceringen av rättsekonomiska resonemang utvecklas 
närmare i avhandlingens olika materiella analyser. 

10.6 Kapitel 5. Sundhet i en normativ kontext 

I kapitel fem etableras en normativ kontext kring begreppet sundhet. För att 
kunna undersöka hur sundhet fungerar som ett normativt begrepp i 
regleringen av och tillsynen över banker, måste först sundhet sättas i en 
större kontext. Att enbart leta efter explicita sammanhang där termen sundhet 
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förekommer, och undersöka dessa sammanhang – i lagstiftning eller 
tillsynsbeslut – vore ett alltför snävt tillvägsgångssätt. Inte bara det explicita 
begreppet sundhet är relevant för forskningsuppgiften i avhandlingen, 
exempelvis såsom i svensk rätt där det är ett rekvisit i en lagregel, utan även 
resonemang som är kopplade till karaktären hos begreppet sundhet. Sundhet 
såsom begrepp och sundhetsrelaterade kontexter undersöks, enligt följande 
tillvägsgångssätt: 

1) En första utgångspunkt är analyser av det explicita begreppet sundhet i 
lagstiftning, i varje vald jurisdiktion. Det framkommer en rad olika 
funktioner hos sundhetsbegreppen. 

2) I de fall det inte förekommer något explicit sundhetsbegrepp i den 
lagstiftning som avses studeras, analyseras liknande generella krav i 
lagstiftningen. Om sådana generella krav eller standarder liknar hur 
explicita sundhetskrav fungerar, kan det generella kravet anses 
uttrycka sundhet i bankverksamhet och därmed tillhöra en normativ 
sundhetskontext. 

3) Genom att diskutera sundhetskrav och liknande krav kan en mer 
fullödig bild målas av hur sundhet i bankreglering fungerar. I kapitel 
fem presenteras en första bild av sundhet i en normativ kontext, där en 
taxonomi bestående av sundhet – förtroende – stabilitet föreslås. 
Taxonomin utgör den normativa sundhetskontexten och används i 
analyserna av materiell bankreglering i avhandlingen, både 
lagstiftning och tillsynsbeslut. Begreppet normativ används i 
avhandlingen i betydelsen normmässig, och inte i betydelsen normativ 
såsom ett värderande begrepp om hur rätten bör utformas. 

I kapitel fem används de tre stegen på central banklagstiftning i varje 
jurisdiktion där de grundläggande kraven på bankverksamhet finns. EU:s 
banklagstiftning och svensk lagstiftning utreds ingående och med en 
historisk redogörelse för när sundhetskrav först infördes i lagstiftningen. För 
svensk rätts del förs även en diskussion om sundhetsrekvisitets karaktär av 
rörelseregel, samt Finansinspektionens normgivningskompetens på grundval 
av sundhetsregeln i bank- och finansieringsrörelselagen. I den komparativa 
utblicken undersöks den danska standarden redelig forretningsskik og god 
praksis, eftersom någon explicit sundhetsregel för bankverksamhet inte finns 
i dansk rätt. I brittisk rätt och i amerikansk rätt förekommer sundhet som 
explicita rekvisit i banklagstiftningen, vilka undersöks översiktligt. 
 Mot bakgrund av genomgångarna i de valda jurisdiktionerna görs en 
analys av hur sundhet och liknande begrepp fungerar i den banklagstiftning 
som studerats. Många olika funktioner hos sundhetsbegrepp och liknande 
begrepp har iakttagits och dessa sammanställs genom taxonomin sundhet – 
förtroende – stabilitet. Sundhet visar sig vara ett kopplingsbegrepp, som 
relaterar krav på tillsyn och kontroll över olika delar av en banks 
organisation och verksamhet. Sundhet är också kopplat till syftena med 
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bankreglering på olika sätt. Genom att applicera grundläggande ekonomisk 
teori till syftena med bankreglering framkommer ett behov av att använda 
sundhet för att uppnå förtroende, vilket är kopplat till stabilitet. Förtroende 
kan relateras till teorier om informationsasymmetrier och handlar då om 
förtroende i ett mikroperspektiv: kunders eller investerares förtroende för 
enskilda banker (bank-kundrelaterat förtroende). Förtroende i ett 
makroperspektiv handlar om kunders eller investerares förtroende för 
banksystemet i stort samt om bankers förtroende för varandra (bank-
marknadsrelaterat förtroende), och hämtar förankring i argumenten för 
reglering utifrån negativa externaliteter och syftet att skapa stabilitet. 
Makroperspektivet på förtroende är direkt kopplat till stabilitet, med ett 
fokus på att motverka spridning av systemrisker. Även mikroperspektivet på 
förtroende har indirekt betydelse för banksystemets stabilitet, i och med att 
minskat förtroende för enskilda banker kan spridas och i vissa fall påverka 
andra banker och banksystemet i stort.  

Taxonomin sundhet – förtroende – stabilitet kan illustreras genom en 
figur, där relationen mellan förtroende och stabilitet kan förstås genom 
dualismen mikro-makro. Förtroende kan ses i ett mikroperspektiv (gemener, 
indirekt koppling) och i ett makroperspektiv (versaler, direkt koppling): 

 
 

 
 
 
 
 

 
 
 
 
 
 

10.7 Kapitel 6. Etablering: tillståndsplikt 

I kapitel sex undersöks hur sundhet, i sin normativa kontext och genom 
applicering av taxonomin som etableras i kapitel fem, fungerar i regleringen 
av tillståndsplikt för bankverksamhet. EU:s lagstiftning av auktorisation av 
banker, liksom svensk lagstiftning utreds. En komparativ utblick inkluderar 
dansk, brittisk och amerikansk lagstiftning på området. Den första delen av 
kapitlet avslutas med sammanfattande slutsatser och reflektion över de krav 
för banketablering som gäller i lagstiftning, hur sundhet fungerar på området 
och de förändringar som skett i de sundhetsrelaterade delarna av 
tillståndskraven. Därefter följer fallstudier, där två beslut om nekade 
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banktillstånd samt ett beslut om tidigt återkallade av tillstånd analyseras: 
Aman BNK (Sverige), Coop Bank (Sverige) och Security National Bank 
(USA). Kapitlet fortsätter med en rättsekonomisk analys, dels av 
lagstiftningen gällande banktillstånd, dels av de tillsynsbeslut som tidigare 
analyserats. Kapitlet avslutas genom att de sammanfattande slutsatserna 
kopplas till sundhet – förtroende – stabilitet.  

Undersökningen av tillståndsplikt för banker i kapitel sex visar att sundhet 
och sundhet i en normativ kontext adresserar ett flertal aspekter. Sundhet på 
området tillståndsplikt framkommer dock allra tydligast kopplat till 
lämpligheten hos bankers kvalificerade ägare (ägarprövning), 
styrelseledamöter och verkställande direktörer (ledningsprövning). Både 
undersökningarna av lagstiftning och tillsynsbeslut visar en betoning på 
personlig lämplighet och kompetens hos de fysiska personer som utövar 
inflytande över eller leder banker. Krav på sundhet i bankverksamhet 
innefattar, relaterat till tillståndsplikt, vissa kvaliteter på dessa personer. Det 
konstateras att sundhet uttrycks genom diskretionära lämplighetsprövningar i 
de tillsynsbeslut som analyserats, samt även i ett fall prövat av domstol, 
vilket nämns i en av kapitlets analyserande delar. Allmänhetens förtroende 
för enskilda banker och även för banksystemet i stort, liksom förtroendet 
marknadsaktörer emellan, beror till stor del på att de personer som ansvarar 
för bankers verksamhet är lämpliga för sina uppgifter. Kraven på de fysiska 
personerna i bankers ledning kan sägas ha ökat efter finanskrisen 2008. 
Genom ett direktiv från EU har en ordning införts där även fysiska personer i 
en banks ledning ska kunna föreläggas betala sanktionsavgifter, om en sådan 
person uppsåtligen eller av grov oaktsamhet orsakat en allvarlig överträdelse 
av vissa centrala regler för bankverksamhet. Sundhet betonas i förhållande 
till lämpligheten hos bankernas ledningspersoner när det gäller området för 
tillståndsplikt, och kravet på sundhet kan därför sägas ha ökat i och med 
regleringen om sanktionsavgifter.  

10.8 Kapitel 7. Löpande verksamhet : kapitaltäckningskrav 

Kapitel sju utgår från samma struktur som föregående kapitel och undersöker 
hur sundhet fungerar i regleringen av kapitaltäckningskrav för banker. Även 
likviditetskrav är inkluderat i kapitlet. Kapitaltäckningskrav är ett av de mest 
centrala regleringsverktygen för att hantera bankers risktagande. 
Baselkommitténs rekommendationer presenteras för att ge en bakgrund till 
hur kapitaltäckningskrav fungerar. EU:s direktiv och förordning på området 
analyseras ur ett sundhetsperspektiv, liksom svensk rätt. I den komparativa 
utblicken görs vissa nedslag i dansk, brittisk och amerikansk rätt, där 
aspekter av kapitaltäckning i banker diskuteras med hjälp av den normativa 
sundhetskontexten. Den utveckling som skett efter finanskrisen diskuteras i 
en sammanfattande analys. Därefter följer fallstudier där banker 
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sanktionerats i frågor som rör kapitaltäckning eller likviditet: 
Länsförsäkringar Bank (Sverige), Dalhems Sparbank (Sverige), Helgenæs 
Sparekasse (Danmark) och Guaranty Bank (USA). Efter fallstudien 
analyseras kapitaltäckningskrav ur ett rättsekonomiskt perspektiv. Också 
fallen analyseras ur rättsekonomiskt perspektiv. Liksom kapitel sex avslutas 
detta kapitel genom att de sammanfattande slutsatserna kopplas till sundhet – 
förtroende – stabilitet.  

Undersökningarna i kapitlet visar att på regleringsområdet för 
kapitaltäckningskrav framträder sundhet särskilt i förhållande till processer 
och strukturer för riskhantering i bankverksamhet. Sund förvaltning, sunda 
interna metoder, sund riskkultur och sunda rapporterings- och 
redovisningsförfaranden, är några vanliga uttryck i EU:s 
kapitaltäckningsregelverk. Sunda strukturer i banker ska borga för att 
allmänhetens förtroende för enskilda banker och för banksystemet 
upprätthålls. Regelverken har förändrats över tid för att bättre fånga in hur 
risker bör hanteras i banker, inte minst efter finanskrisen 2008. Fler krav har 
införts, såsom likviditetskrav och en ”leverage ratio” (krav på bankens eget 
kapital i förhållande till de totala tillgångarna inklusive åtaganden utanför 
balansräkningen). Kraven på sunda strukturer för riskhantering i banker har 
ökat efter finanskrisen 2008. Undersökningen i kapitel sju visar att både 
lagstiftning och tillsynsbeslut relaterat till kapitaltäckning och likviditet 
betonar sundhet – förtroende – stabilitet i förhållande till krav på strukturer 
och system för riskhantering i banker.  

10.9 Kapitel 8. Fallissemang: banker i trauma 

Kapitel åtta behandlar banker i trauma och några av de regelverk som blir 
aktuella i sådana situationer. När en bank hamnar i likviditetsproblem eller 
insolvens, eller får sitt tillstånd indraget på grund av allvarliga 
missförhållanden i verksamheten, kan det ibland vara svårt att försätta 
banken i konkurs utan att riskera spridningseffekter i det finansiella 
systemet. Därför finns det regelverk som möjliggör nödkrediter, 
statsgarantier eller andra statliga ingripanden. Sedan 2015 gäller ett nytt 
regelverk inom EU, med syftet att hantera fallerande banker genom en 
särskild resolutionsordning. I kapitlet undersöks hur sundhet fungerar i 
Resolutionsdirektivet, samt vissa aspekter av detta direktivs implementering 
i svensk rätt kopplat till sundhet. I den komparativa utblicken redogörs för 
den rättsliga strukturen för banker i trauma i Danmark, Storbritannien och 
USA. Den första delen av kapitlet avslutas med sammanfattande slutsatser 
och reflektion över hur banker i trauma hanteras i rättslig mening. Även detta 
kapitel inkluderar fallstudier, där banker i trauma studeras: Carnegie 
Investment Bank (Sverige), HQ Bank (Sverige), Tønder Bank (Danmark) 
och Northern Rock (Storbritannien). Den andra delen av kapitlet innehåller 
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en rättsekonomisk analys, dels av lagregleringen för fallissemang i 
banksektorn och banker i trauma, dels av de tillsynsbeslut som tidigare 
analyserats. Kapitlet avslutas genom att de sammanfattande slutsatserna 
kopplas till sundhet – förtroende – stabilitet.  

På området för bankfallissemang fungerar sundhet som en 
kvalitetsstandard i finansiellt hänseende. En banks finansiella status ska vara 
sund. Resolutionsdirektivet kräver att medlemsstaterna ger 
tillsynsmyndigheter verktyg och befogenheter för att kunna hantera banker 
med osunda finanser eller fallissemang. Att förebygga insolvens, eller 
minska de negativa följdverkningarna av insolvens, ska leda till finansiell 
sundhet. Det handlar om att återställa den finansiella sundheten i banker, 
vilket kan kontrasteras mot uttrycket osunda finanser, som används i 
Resolutionsdirektivet. Sundhet i förhållande till regleringen för banker i 
trauma fungerar i detta avseende som en motpol till osunda finanser. Att 
uppnå sundhet är att använda förbyggande eller hanterande åtgärder som 
resulterar i att en bank inte är osund i finansiell mening. Finansiell sundhet 
framkommer som ett karaktärsdrag när det gäller sundhet – förtroende – 
stabilitet på regleringsområdet för banker i trauma, vilket undersökningarna 
av både lagstiftning och tillsynsärenden i kapitlet visar. Efter finanskrisen 
2008 har kraven på finansiell sundhet skärpts på regleringsområdet, särskilt 
genom Resolutionsdirektivet. 

10.10 Kapitel 9. Slutsatser och reflektion 

I avhandlingens kapitel nio sammanfattas slutsatserna, dels konstruktionen 
av taxonomin sundhet – förtroende – stabilitet i kapitel fem, dels 
undersökningarna i kapitel 6-8 av hur sundhet fungerar i regleringen 
(lagstiftningen och tillsynen) av tillståndsplikt, kapitaltäckningskrav och 
banker i trauma. Avhandlingens övergripande syfte kopplas till dessa 
slutsatser, nämligen att undersöka hur sundhet fungerar som ett normativt 
begrepp i regleringen av och tillsynen över banker. Ytterligare syften med 
avhandlingen är att presentera insikter i hur bankreglering fungerar generellt 
och hur finanskrisen 2008 har påverkat regleringen av banker. De generella 
insikterna i bankreglering genereras genom avhandlingens framställning och 
disposition. Tre stora regleringsområden för bankers etablering, löpande 
verksamhet och situationer av fallissemang, ingår i studien. Ett flertal fall där 
enskilda banker varit föremål för tillsyn ingår i studien, vilket ger en bild av 
hur kraven på bankers verksamhet omsätts i praktiken. Dessutom ingår 
grundläggande regleringsstrukturer och regleringsteorier i avhandlingen. 
Sammantaget syftar avhandlingen till att på ett generellt plan bidra till 
insikter i hur banker regleras, inte bara insikter just relaterat till sundhet – 
även om sundhet är det övergripande syftet med avhandlingen. 
Syftesformuleringen att presentera generella insikter om bankreglering 
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motiveras av forskningsläget på bankrättens område i Sverige, där det finns 
få grundläggande rättsvetenskapliga framställningar om bankreglering.  

Att presentera insikter i hur finanskrisen 2008 har påverkat regleringen av 
banker är också ett syfte med avhandlingen. Utvecklingen som skett som en 
respons på finanskrisen diskuteras kopplat till varje regleringsområde i 
avhandlingen, men adresseras också i en avslutande reflektion i kapitel nio. 
Reglering utifrån makroekonomiska skäl, såsom stabilitet och att hantera 
systemrisk, har ökat efter finanskrisen 2008. Denna utveckling kommer 
troligtvis fortsätta, vilket diskuteras och problematiseras i avhandlingens 
sista del. Vad innebär det att reglera enskilda banker utifrån systemhänsyn? 
Kan reglering motverka nästa finansiella kris? Vad är den rättsliga 
regleringens, och tillsynens, uppgift när det gäller bankverksamhet? I den 
avslutande reflektionen konstateras att många lärdomar kan dras av 
finanskrisen 2008, men att det finns mycket kvar att lära om hur reglering 
bäst bidrar till sundhet – förtroende – stabilitet. Kapitel nio innehåller även 
en redogörelse för några framtida forskningsfrågor kopplade till 
avhandlingens ämne. Avhandlingen avslutas med en kort epilog.  
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