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COVID 19. Towards a turning point in the EU integration 
process 

 

by Angela Troisi 

 
Abstract: The paper considers the “founding fathers’ project” for a European Community, having 

regard to the individualistic tendencies of the Member States and the dangers of regulation 

unsustainability. 

In this respect, it is worth considering also the lack of a common purpose and the specific problems of 

the Eurobonds and the ESM, in the light of the evidences arisen at the time of Covid 19. 

Then, the focus goes to the Recovery Fund and the need for recovery the socioeconomic emergency in 

terms of solidarity.. 

 

Summary: 1. Introduction. – 2. The “founding fathers’ project” for a European Community; 

methodologies and disciplinary evolution. – 3. The individualistic tendencies of the Member States and 

the dangers of regulation unsustainability. – 4. The lack of a common purpose and the specific problems 

of the Eurobonds and the ESM. – The European Union at the time of Covid 19. – 6. The Recovery Fund 

and the fight against health and socioeconomic emergency. – 7. Is it true solidarity?   

 

1.  The EU needed such an extraordinary event as the Covid 19 pandemic to foster some significant 

changes in its monetary policies and, more generally, in its attitude. Eventually, this incident might 

inject new lifeblood in the body of European integration process and make it possible to overcome 

certain dystonic factors which so called “pro-Europeans” feared would lead to the substantial decline of 

the original Community design over the last decade. The latter has been identified as the intention to 

combine “the prospect of mere economic cooperation with the pursuit of objectives of greater 

importance in the political field”[1] by the doctrine. 

 

        The pandemic – which has caused a serious health emergency in many European countries and a 

severe economic crisis – has acted as a catalyst for the emergence of critical issues in the Union, 

highlighting its dangerous implications for its future development. It has been acknowledged that is 

necessary to abandon the longlasting rigidities of the European policies to embrace a different 

operational strategy based on greater cohesion and solidarity in order to emerge unscathed from the 

general malaise in which the coronavirus had dragged all Member States. 
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Hence, the abandonment of the austerity mindset – which promoted dissent among European countries 

since 2007 – has still to prove its beneficial effect on the Union, despite being widely welcomed by its 

Members. Certainly, as we will discuss later, the willingness to sustain heavily affected countries’ 

economies is subordinated to the presentation of appropriate spending programs by the applicants. 

There are still doubts regarding the scope (rectius: tenor) of the checks aimed at verifying the correct 

use of the funds according to European rules. 

 

It is clear that the Union has reached a moment in its history when it needs to find a rational balance 

between its members’ selfishness, hegemonic tendencies on one side and a responsible behaviour aimed 

at the well being of everyone on the other. In this context, some countries must also understand that 

they need to cut some of the long pursued unsustainable welfare policies in view of a renewed 

commitment to put Europe at the very center of the global geopolitical arena and give new life to the 

“European dream”.   

 

2.     The legal and economic doctrine has long dwelt on the analysis of the so-called Manifesto of 

Ventotene, written by Altiero Spinelli, Ernesto Rossi and Eugenio Colorno, which is based on the need 

to maintain peace between European people and nations in perennial conflict[2]. This work contains 

the inspiring principles and future expectations for Europe, which reflect a neoliberal conception aimed 

at overcoming the difficulties of sharing national development economic policies according to the 

federalist approach. 

 

On a technical level, the institutional architecture of the European Community owes to the 

functionalism of Mitrany and the neo-functionalism of Haas and Lindberg[3]; these orientations have 

shown significant limits over time due to the difficulty of shifting from an integration based on mere 

pooled economic resources to some sort of political agreement through a spillover mechanism. 

 

More specifically, since the regulatory design in EU institutions is reduced to a simple co-decision 

technicality(being the Commission to advance regulatory projects, and the Council and Parliament to 

approve the wording), the contents are drawn up by agreement between the several countries, so the 

stronger ones obviously end up imposing their view. As it has been authoritatively stated, this 

“intergovernmental method” does not favour harmony between Member States, allowing forms of 

prevarication to take place[4]. Nonetheless, it is widely adopted in European institutional bodies[5] as it 

provides room for individualistic behavior to prevail in bilateral relations. 

 

Actually, the current institutional framework could be considered as an obstacle for  the establishment 

of a cohesive and supportive system by reinforcing the endemic lack of political and economic 

convergence. 

 

         The introduction of a single currency enhanced cooperationin the European Union but also 

introduced a “technocratic” power, being outside the political decision of the States and its management 

being entrusted to an autonomous supranational body[6]. In this way, a substantial restriction of 

national sovereignty is implemented by taking away the monetary autonomy and, therefore, reducing 

the scope of its power. Moreover, as it will be detailed in the next paragraph, the ‘single currency’ has 
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intrinsic limits which will contribute to the rise of policy divergences by negatively impacting on the 

integration process and resulting in a growing gap between the EU countries. 

 

         This situation has been made worst by the crisis of 2007 and following years. To counter its effects, 

the Union has adopted a strict austerity regime, which is linked to an increase in economic inequality 

within Europe.  In addition, the financial crisis compromised the stability of the credit sector by 

generating huge amounts of impaired loans. These affected the whole sector, hence the prospect of 

incurring dangerous pathological situations. The onset of such events did not find a European 

supervision system able to counteract them adequately; on the contrary, there were significant limits to 

the supervisory activity not yet assessed by the national authorities, which appeared to be lacking also 

with regard to the pursuit of a ‘joint interventionist action’. 

 

         Still, there is a need to overcome the above-mentioned differences within the Union, which are an 

obstacle to the proper supervisory integration. The debate within the EU focuses on the analysis of the 

new ‘top-level architecture’ of the European financial system and its impact on national systemic 

realities; it is the basis for a redesign of the market’s legal order, which is summarised in the 

achievement of the European Banking Union. Therefore, there is a significant division of competences 

between central and national authorities, while the ECB performs ‘specific tasks of prudential 

supervision’[7] of credit institutions (reference to Article 127 TFEU). 

 

 The technical structure of the Banking Union is aimed at homogenising the banking operations and, 

consequently, to facilitate banking activity under the control of a single supervisory body. However, 

when the national authorities lose control of banking supervision, they end up restricting any form of 

democratic control, with no connection with the policy that is a prerequisite of the latter[8]. In 

perspective, the ECB might extend its supervision to the whole financial system (i.e. also the non-

significant banks), as it can be inferred from a decision from the Court of the European Union of 16 May 

2017 (case T-122/15). Eventually, it might be difficult to reconcile the regulations implemented at a 

domestic level and those imposed by the EU[9]. 

 

3. As we discussed above, we acknowledge a technical top-level architecture of the European financial 

system and a decision-making system in which importance is given to the individualism of each 

Member States. This reality certainly does not facilitate the achievement of the original community 

project as desired by the “founding fathers”. Historically, relevant difficulties have shown in striking a 

political balance between the hegemonic tendencies of Germany, supported by a group of satellite states 

(Holland, Austria, Slovakia, Finland), the ambivalence of Great Britain, the grandeur ofthe French agere 

andthe difficulties of the Mediterranean countries[10]. 

 

        In this various framework, countries experienced different speeds in identifying  suitable economic 

development tools or adequate remedies to counteract critical issues (namely recessions) that occurred 

due to the adverse economic situation at the beginning of the millennium. This phenomenon favoured 

separatism and an individualistic mindset summarized by the above-mentioned intergovernmental 

approach; in fact, the European integration has been limited to the economic field by preserving a 

relational system aimed at safeguarding specific national interests. Indeed, the commitment of the 
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Member States ends up being essentially correlated to the preferences and benefits that can derive from 

defending domestic policies. 

 

 Little space is given to “convergent policies” despite the fact that intergovernmentalism’s liberal[11] 

theoretical basis is aimed at supporting common growth or forms of greater social cohesion. Actually, 

EU technical bodies promoted such approach and, therefore, deprived the political bodies, which could 

represent the will and interests of the European people. 

 

 From other points of view, the original organisational structure of the European Community – as 

mentioned above – has produced a technically oriented decision making, so as to make it appear that 

the demands of politics are poorly defended.   

 

 Specifically, the creation of the European Monetary Union did not achieve the desired effects, being 

criticized by the doctrine which highlighted the unsustainability of the Maastricht Treaty, the failure to 

implement the underlying program and, in some cases, even a worsening of economic conditions in the 

adhering countries[12]. In this regard, doubts have been casted about the validity of the parameters 

defined in the Maastricht Treaty, as well as about the concrete possibility of implementing the 

objectives indicated by the European regulator, which should have paved the way for the achievement of 

a political union[13].   

 

 We cannot hide the fact that the systemic structure underlying the ‘single currency’ appears in some 

ways contradictory since it focuses on the separation between monetary policy, which is the ECB’s 

responsibility, fiscal and budgetary policy, which is left to the individual Member States. As a 

consequence, we witness the growing gap linked to different economic and financial conditions. It also 

explains the asymmetries and structural problems of the Eurozone studied by the doctrine[14], as well 

as the concept of an economic govenance “not … yet satisfactory from the point of view of its democratic 

legitimacy”, hence the risk of “repeating and widening the long-standing problem of the democratic 

deficit of the EU”[15].   

 

  Also, the regulator has shown a preference for technicality over policy in designing the European 

Banking Union, as it sought to address systemic criticality (caused by the 2007 crisis) and to give 

greater stability to the credit sector. Following the same approach for the establishment of the ESFS 

(European System of Financial Supervision), new authorities had broad supervisory powers in order to 

create “a single supervisory mechanism for the Euro Area”, which is based on the involvement of the 

ECB, since the latter’s action has been perceived as the key tool for avoiding the risks that, at that time, 

undermined the economic recovery of the Union[16].    

 

        The new financial supervisory architecture has allowed Europe to benefit from the global[17] 

economic growth, but it also proved unsuitable for encouraging the formation of a common purpose 

within the EU. It is true that the creation of the European Banking Union has contained the critical 

issues arising from the financial turmoil but it also failed to address the loss of sovereignty by the 

supervisory authorities of the member states. This eventually turned to a sort of “unresisting attitude” 
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which has a negative impact on the prospect of homogenisation ofthe credit sector desired by the 

regulator. 

 

 From another point of view, the identification of the strategies to be applied in the supervisory action 

has been left to technocratic bodies, so it is often an issue for those who look critically at the economic 

burdens (i.e. increase in costs) imposed on them (here we refer to the small local banks, such as the 

Italian BCCs); this has inevitable negative repercussions on the their will to take active role in the 

Union. In fact, the operational directives of the ECB and, more generally, of the EU are sometimes 

unwelcomed even if aimed at moving towards a common goal. Hence, we see the emergence of a 

growing gap between the European reformer’s intentions and the possibility of a coherent response by 

the banking market which is coupled with the progressive evanescence of a “political union”. The latter 

appears increasingly limited to a mere, emphatic statement of intentions made by governments. 

 

4. As mentioned above, the European Union has shown unequivocal limits in the creation of a “unitary 

group” of states, being cohesive and animated by a purpose of unity. The Member States are not able, in 

fact, to go further in the integration process and go beyond the simple regulatory harmonization 

oriented to economic development. The commitment of the technical authorities, like the interventions 

of the ECB, are not able to expand their objectives beyond those of stability. Therefore, only an 

increased political action can guarantee adequate levels of balance and growth. A widespread climate of 

uncertainty characterizes the European Union because the constraints on the public debt/GDP ratio 

and on the deficit/GDP ratio have not given an effective economic response, at least for some countries 

including Italy[18]. 

 

        Having a closer look to the issue, perhaps the lack of willingness to “share their destinies” seems to 

be linked to the malaise that has plagued Europe so far. In fact, some Member States, such as Germany 

and Great Britain before Brexit, have shown themselves to be aware of the difficulties of “being united 

in diversity”. 

 

The affirmation of democratic consensus, on which the EU was supposedly build, makes unacceptable 

the opportunity of a single country ruling. At the same time, the Member States cannot refuse to define 

a common strategic action aimed at the institutional renewal of the entire Community because their 

refusal would cause a certain drift in the process of Europeanisation. 

 

       This reality is fully confirmed in the guidelines of the German Constitutional Court by the judgment 

known as Maastricht-Urteil. The latter outlines the distinction between “community of solidarity” and 

“community of stability” and in the most recent decision of 5 May 2020 the Court stressed that the 

European Union does not establish a “union of peoples”. According to the Court, the European Union is 

“an association of states” and not “a state founded on a European people”[19]. For this reason, the Court 

has the power to disregard any disciplinary innovation and activities implemented in the EU (including 

the ECB policies) if they are not deemed to comply with its Basic Law[20]. 

 

       In a nutshell, the Constitutional Court has claimed the power to review the compliance of EU 

activities with the German legal system and, at the same time, the Court has expressed the power to 
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disregard a ruling of the European Court of Justice. In doing so, the Court wanted to reaffirm that the 

German Parliament holds “functions of substantial political weight”, which certainly contradict the logic 

of unitary construction and federal statehood to which many European citizens have long aspired to. 

 

       In this context, we can easily understand why Germany and other neighboring countries have long 

opposed the acceptance of financial instruments, such as the Eurobonds, which pursue the objective of 

sharing the debt burden between Member States thus implying an enhanced participation in the 

financial needs of each individual State.  

 

In fact, the creation of Eurobonds is supported by the issuance of guarantees by Eurozone Member 

States. This mechanism would give life to a solidarity process having the purpose of promoting stability 

and economic integration in the European Union. 

 

        It is true that, theoretically, the Eurobonds have been considered several times and their function 

has been subordinated to the achievement of various goals, such as common growth and mutual 

trust[21]. However, the Eurobonds have been essentially brought back to the category of the so-called 

“unavailable principles” (among which we count the autonomous responsibility of each State for its 

debts) thus preventing the pooling of national debtor exposures or part of them. 

 

          The affirmation of the Eurobonds is rooted in value assumptions that are based on unity, cohesion 

and solidarity. In order to accept these value assumptions, Member States should reach the maturity 

necessary to overcome national differences and individualisms. The well-being of the Member States 

would be achieved by joining the project of building a ‘common house’. 

 

            From another perspective, the issue could be analyzed by taking into account the European 

Stability Mechanism, established by the European Council in 2011 in order to preserve the financial 

stability of the Union. The ESM has significantly expanded its lending capacity to support countries in 

need from mid-2013, just after it replaced the EFSF. 

 

The ESM provides assistance only to ensure the financial stability of the euro area as a whole and if the 

requesting state is willing to sign a Memorandum of Understanding on Macroeconomic Adjustment 

with the Commission. In this way, the applicant State submits itself to a rigorous analysis of the 

sustainability of its own debt, so accepting the surveillance which is closely linked to the decisions of the 

Troika. 

 

          The history of some Member States, especially Greece, shows the serious and unjustified financial 

situation that made it necessary for them to have recourse to ESM aid[22]. Although the doctrine has 

made an assessment about the malaise of Greece, noting considerable contradictions and structural 

deficiencies[23], Europe as a whole has experienced tough times, sometimes even exasperated by 

commentators. Actually, the so called “Troika” does not appear to be free from criticism. The events 

brought to light a delicate “humanitarian issue”: compliance with the macroeconomic requirements 

imposed by the Troika did not take into account the dramatic deprivation of the population and other 

tragedies (e.g. numerous suicides). Greece has shown the “dark face” of this institution. 
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           Therefore, we can easily understand the roots of the current discredit that public opinion 

attributes to the ESM. In fact, the ESM has appeared to many, on the one hand, exactly the opposite of 

the purpose of unity that must characterize the achievement of the EU’s objectives and, on the other 

hand, in line with Germany’s intention to inflict “lessons of rigorous orthodoxy with a strong ideological 

background”[24] on its partners. 

 

Nowadays, because of this mistrust about the ESM, in Italy some politicians refuse to have access to its 

loans, which (unlike what happened in the past) are taken away from macroeconomic “conditions” 

unfavorable for the beneficiary country. 

 

5.      As mentioned above, the pandemic outbreak has taken place in a European Union that basically 

lacks the prerequisites for a cohesive and united action. Nowadays, the absence of real economic and 

legal convergence in the European Union increases the difficulties related to overcoming the shock 

caused by Covid 19. As far as the banking sector is concerned, the prudential policies implemented by 

European and domestic authorities are not yet fully in line with the pursuit of financial system’s 

stability and integrity. Indeed, banking and financial intermediaries are forced to face increasing 

problems following the great global financial crisis of the years 2007-2008. 

 

           Also, the prevalence of national individualism has prevented the completion of the European 

Banking Union. Some Member States have denied the possibility of implementing “risk mutualisation 

measures”. These States have thus shown a clear unwillingness to accept the fiscal unification project as 

well as the measures aimed at introducing a logic of solidarity in relation with other Member States[25]. 

 

           Conversely, many Member States have taken a defensive stance in the face of the danger of 

contagion, intervening with borders closing, blocking airlines, etc. 

 

Such initiatives seem suitable in terms of health protection, but it again highlights separation and 

diversity; in this context, Europeists are disappointed and the EU risks implosion. In fact, the timid and 

uncertain reactions of the Union’s institutional leaders have not convinced, especially at the beginning 

of the pandemic (i.e. when the devastating effects of the pandemic have not yet been fully realised). In 

this way, according to many commentators, the “European dream” may have come to an end. 

 

              The inability of states to give content to a new statehood that goes beyond the models inherited 

from the past is evident. Therefore, the values underlying the original agreements of the Community 

seem to have been definitively altered. 

 

In this regard, Massimo Cacciari’s considerations regarding the post-coronavirus appear to be precise: 

“it seems to me that it will be a tombstone […] (for the Union) […], although hope is the last to die. […] 

it seems to me that by now we must put the European dream away. The coronavirus was the coup de 

grace for an already compromised situation. I sincerely hope that I am wrong, by the way”[26] . 
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           Fortunately, facing such a catastrophic event as the pandemic, Europe’s reluctance was short-

lived, as realism and a sense of joint responsibility prevailed! After the shy forms of intervention 

activated by the ECB alone to provide liquidity to the countries affected by Covid 19[27], other 

European institutions also reviewed the rigorous positions that had initially inspired their activity. In 

this respect, the agreement reached on a proposal from the Commission to suspend the stringent fiscal 

rules laid down in the Stability Pact seemed very useful[28]. As mentioned above, the fears denoted by 

the scholars appeared to be well-founded. It is necessary to take action to resist and oppose the 

economic emergency which appears to be of incalculable proportions! 

 

            On the other hand, many politicians and businessman appealed for resolute action. The appeal of 

Sergio Mattarella, President of the Italian Republic, is memorable; he makes an express reference to the 

need for greater cohesion: “Italy is going through a difficult condition and its experience of combating 

the spread of the coronavirus will probably be useful for all the countries of the European Union. We 

therefore rightly expect, at least in the common interest, initiatives of solidarity and not moves that may 

hinder its action”[29]. Also, the former ECB’s President Mario Draghi declared that it is necessary to 

reach “higher levels of public debt” in order to restart the European economy blocked by the 

coronavirus[30]. 

 

         These solicitations did not stay unanswered and, shortly afterwards, the ECB announced “a new 

Pandemic Emergency Purchase Programme (PEPP) to counter the serious risks posed by the 

coronavirus” [31]. In addition, the ECB is “broadening the scope of control” by promising banks a 

flexible interpretation of capital requirements and accounting standards to ensure rapid access to credit 

for businesses and households[32]. 

 

            Despite the criticism of some small countries (the Netherlands and Austria), which, in selfish 

attitude, insist on taking advantage of the ESM[33], this intervention marks a turning point in the 

strategies of the Union’s summits. The latter have understood that it is their task to avoid the harmful 

consequences of the misalignment between a necessary monetary expansion and the constraints of 

restrictive regulation. Unfortunately, the decisive step is still difficult to take; in fact, it was only after 

some hesitation from Germany in implementing a change of course[34] that the EU started to 

implement the so-called ESM. Recovery Fund which is guaranteed by the EU budget (from 2021 to 

2027) and identifies a strong signal against a possible EU solution[35]. 

 

6.        After the uncertainties shown by the Union in the first phase of Covid 19, the common will to 

cooperate in overcoming the economic and health emergency emerged after the European countries 

realized how serious the situation was. 

 

              The underpinning thought is that Europe cannot rely on an individualistic strategy, nor on 

interventions of limited duration. Therefore, long-term remedies based on the creation of “a common 

debt instrument” are needed. This constructive approach lays the real foundations of a unitary state 

structure that overcomes the reluctance of some States[36]. An innovative path of the Union could 

begin, on the basis of the instrument called the Next Generation EU, which could perhaps find that 

purpose of cohesion lacking right now. 
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         Specifically, a fund of EUR 750 billion (linked to the EU budget for seven years) is to be set up for 

transfers and loans to Member States (EUR 500 billion and EUR 250 billion respectively). These funds 

are intended to “strengthen cooperation in the health field” and to provide a common response to the 

crisis. Some national authorities have welcomed this proposal with enthusiasm. The Italian authorities 

also had a positive attitude. In fact, they stressed that the Next Generation EU represents “an important 

opportunity to prepare a common response which, like the monetary measures, is proportionate to the 

gravity of the crisis”[37]. 

 

         The launch of this instrument is therefore a proof that the Member States are fully aware that they 

must react in a united manner to the situation determined by Covid 19, which is now perceived by the 

European community in its dramatic profiles. In fact, the Governor of the Bank of Italy pointed out that 

“only joint, strong and coordinated action will be able to protect and relaunch of productive capacity 

and employment throughout the European economy”[38]. Moreover, Next Generation EU has been 

accepted by most of the EU countries and, at the same time, it has been strongly desired especially by 

the countries of the Mediterranean area[39], which got satisfied after some initial indecision of the 

President of the European Commission, Ursula Von der Leyen and Germany’s Angela Merkel[40]. 

 

         The implementation of the Fund will have to face the process ofa complex procedure design, which 

should define its operational details. The European Commission has defined a Strategic Guide for the 

implementation of the Recovery and Resilience Facility in its 2021 Annual Sustainable Growth Strategy 

(ASGS) [41]. 

 

         The support provided by these Guidelines sets out the criteria for the use of financial resources that 

should support the European Union in overcoming the crisis caused by the pandemic event. The main 

objectives concern environmental sustainability, productivity growth and macroeconomic stability. 

These objectives must be taken up by Member States in ‘recovery and resilience plans’, as well as in 

national reform and investment projects. These national plans must be submitted by 30 April 2021 and 

under preliminary draft by 15 October 2020. 

 

         Therefore, the use of the Recovery Fund is subject to the preparation of national investment and 

reform programs in line with political criteria. These programs should address the economic policy 

challenges set out by the EU in country-specific recommendations to enable the transition to green and 

digital. More specifically, the Commission encourages Member States to consider investment and 

reforms in certain key areas such as (i) clean technologies and the development of renewables, (ii) 

improving the energy efficiency of public and private buildings; (iii) broadband services to all regions 

and citizens; (iiii) digitisation of public administration; (iiiii) education systems to support digital skills 

and vocational education and training. 

 

       Although the Commission has made it clear how the financial resources provided by Europe need to 

be used, it has not yet specified the practical operational aspects of implementing the policy content of 

the plans. In particular, there is still no agreement on the methodology to be used when transposing and 

subsequently using the funds and the schedule in reimbursing them is unknown. 
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Similarly, the criteria for identifying the exact extent of the necessary contribution by Member States 

has not yet been identified. In this context, the academic literature has already represented the 

difficulties regarding the “concrete amount of resources actually made available for our country” [42] 

with the obvious consequence that there is a substantial indeterminacy in the implementation of the 

projects. 

 

        Undoubtedly, the competent political authorities will have to take into account the close link 

between the disbursement of funds and the pursuit of the objectives indicated by the Commission. Such 

an ordinary criterion places an insurmountable limit in the identification of the actual modalities of 

operation of the Recovery Fund: the financial means made available to the applicant countries may not 

be used for purposes other than those indicated in the presentation of the recovery plans and, therefore, 

for the reduction of taxes or other welfare purposes. 

 

EU authorities have a right to verify compliance with the ‘guidelines’ referred to above, not only when 

approving programs drawn up by Member States, but also when implementing them in practice. In the 

event of a mismatch between the commitment made and the way in which it is implemented, the 

Commission may suspend disbursement, or even (in the extreme case) activate a procedure to reduce 

the amounts already defined. 

 

       The current historical moment appears very complex: the Union needs to realize that the time for 

postponement in the decision on the quid agendum is over! The pandemic has made it possible to 

remove the delays, and to understand the need to “change pace”. It is an opportunity (perhaps the last 

one) that Member States cannot and must not let go if they want to keep the “European dream” alive. 

 

7.      The Recovery Fund and other measures adopted by the EU will be able to make a major difference 

to the future destiny of the Union. This consideration leads us to reflect on the extent of the change 

taking place and, therefore, to evaluate the possibility of bringing to the latter an innovative path in the 

process of European integration. 

 

Indeed, the “pact” underlying the preparation of the above-mentioned interventions is based on a 

unified action of the Member States aimed at strengthening the resilience of individual countries. The 

objectives embrace the green economy, digitalization and innovative forms of entrepreneurship. In this 

context, relations between Member States should change and should also benefit from regulatory and 

bureaucratic simplification, as well as appropriate tax and justice changes. 

 

           It is time for choices that cannot be postponed further if we want to save a project that, although 

modified with respect to its original formulation, still shows significant interest. Europe could thus 

assume a central position in the global geopolitical context. In fact, the aforementioned interventions on 

the economic sector should counteract the serious effects of the pandemic and, at the same time, lead to 

a harmonized modernization of the entire European system. In this way, inequalities and diversities will 

be reduced, finally allowing for a full sharing of pre-ordained objectives to a common goal. 
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 Indeed, German political leaders have also developed this conviction and, at the same time, have 

overcome the adversities of the so-called frugal countries and the Visegrad group, meeting the demands 

of the Mediterranean countries, first and foremost Italy. 

 

One wonders, however, whether this attitude is indicative of a change of course in ‘solidarity key’ or 

whether, after the adversities of the present moment, national individualisms will still prevail. The latter 

still finds support in the ‘no front’ of the frugal countries that do not desist from expressing their 

obstinate dissent[43].    

 

         These doubts can only be dispelled by assessing the future behaviour of EU countries when the new 

financial measures will be operative. It is hopeful, however, that the program will see the European 

Commission raising funds on the market through bonds guaranteed by the EU budget, thus building a 

unified strategy for the EU that was unthinkable a year ago. In anticipation for the difficulties in 

implementing the Recovey Fund, all the governments of the Member States are also moving to set up 

national structures that can set a “dialogue with the task force set up within the European Commission 

and led by the Deputy Secretary-General, Celine Gauer of France”[44]. 

 

               It is too early to announce a fundamental change in the policy of the EU that could lead to the 

creation of a federal state. In fact, a process has been launched that cancels the Europe of austerity and 

excessive rigor, but it is still too early to envisage a return to the original design of the founding fathers. 

On this point, the doctrine has underlined that the latter could be “traced back to a mere customs union 

that… ensures a common market of proven utility… (i.e. the possibility of maintaining a monetary union 

by changing its current parameters of sustainability could prevail)”[45]. 

 

         The Recovery Fund can therefore be traced back to a reactivation of the “political union” project. 

However, it is likely very difficult to implement a new reconstruction project: the loss of certain 

advantages from some Member States (which they have enjoyed to the detriment of the general interest 

of all participants in the Union) can only be accepted if the purpose of a stronger solidarity is affirmed. 
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Abstract: Over the recent years, pension policy has become an ever more important topic throughout 

Europe. This article contains a description on the PEPP and its consumer protection elements, 

potential uses and its Level 2 measures. The Authors concludes that the PEPP can help break down 

these barriers as well as contribute to a high level of consumer protection, for example via limiting the 

costs and providing detailed information requirements.    

 

Summary: 1.  Introduction. – 2. The PEPP. – 3. The Pan-European Pension Product: consumer 

protection. – 3.1 Sub accounts. – 3.2 The Basic PEPP. – 3.3 The right to information. – 3.4 The 

occupational PEPP: friend or foe. – 4. Conclusion 

 

 

1. Over the recent years, pension policy has become an ever more important topic throughout 

Europe.[1] In several countries, the prevalence and need to reform the pension systems have become 

the spearhead of political agendas.[2] These reforms are caused, inter alia, by demographic and 

economic changes.[3] For example, in 2018, 19% of the European population belonged to the 65+ 

demographic, which is predicted to increase drastically resulting in an old age dependency ratio of 50% 

in 2050.[4] Of course, this puts severe pressure on national budgets. 

 

Another problem facing the EU regarding pension schemes is the lack of the so-called ‘portability’ of 

pension schemes and pension capital. 

 

Portability, meaning roughly speaking the collective or individual transferability of pension rights to 

another provider (be it in another Member State) [5] has been an issue for several years[6]. The EU 

legislator tried since the last century to enhance portability for providers and consumers.[7] 

 

Furthermore, there is a growing need of transparency and consumer protection vis-à-vis pension 

schemes.[8] 
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An important way to deal with the above-mentioned problems in the EU, is the so-called ‘Pan European 

Pension Product’, the PEPP.[9] The Level 1 Regulation was adopted in 2019, the Level 2 measures will 

be finished by the end of 2020. 

 

The object of PEPP is to lay down uniform rules on the registration, manufacturing, distribution and 

supervision of personal pension products that are distributed in the European Union under the header 

of PEPP. PEPP intends to establish a separate regulatory framework for personal pension products on 

an EU level. According to the European Commission (EC), this will benefit consumers as the proposal 

envisages more choice for savers, greater market competition, consumer protection via stringent 

information requirements, distribution rules and a simple default investment option. PEPP savers will 

be able to switch providers and continue contributing to their PEPP when moving to another Member 

State.[10] Moreover, the PEPP will be contributing to the development of a Capital Markets Union 

(CMU). A more developed market for personal pensions in the EU will channel in fact more savings into 

long-term investments and increase the depth, liquidity and efficiency of capital markets. This will 

ultimately promote growth and the creation of new jobs in the EU and contribute significantly to 

achieve a single market for capital in Europe[11]. 

 

The tiered law-making process that characterizes financial markets have quite some advantages on 

stemming from the interplay between levels[12] At level 1, the Council of Ministers (comprising the 

national ministers) formulate the principles or frameworks. At level 2, EU agencies[13] , make the draft 

legislation, after which the Commission further elaborates these principles , with the assistance of the 

second level committees (made up of representatives of the Member States’ sector-specific ministries, 

also referred to as ‘comitology’). At level 3, the national supervisory authorities collaborate in advising 

on the regulation and implementing the supervision. At level 4, the European legislation is 

implemented by the Member States and the European Commission ensures that this is done correctly, if 

necessary by commencing an infringement procedure pursuant to Article 258 TFEU. 

 

 

2. The need for a PEPP has been set out in previous contributions.[14] As said, the EU market for 

pensions is severely underdeveloped and the IORP I[15] and IORP II[16] Directives where and are far 

from perfect. Even though the introduction of cross-border possibilities for IORPs, this market remains 

very small.[17] 

 

Whereas the European Union has made its mark on the legal landscape concerning financial 

institutions in light of developing and regulating the internal market and addressing risks connected 

with financial crises, (personal) ‘pension’ still is left unregulated to a great extent.[18] 

 

Where many legislative financial initiatives mainly focus on prudential requirements and informational 

provisions, putting in place a legal framework for the providers of financial services,[19] the PEPP takes 

a different approach. 
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On the 29th of June 2017, the European Commission launched the proposal for the PEPP, which was 

completed in the summer of 2019.[20] On the 14th of August 2020, EIOPA finished drafted the Level 2 

legislation. 

 

The PEPP is based on the so-called 2nd regime: a new regime alongside the 27 existing regimes of the 

EU Member States. The ‘bonus’ of the PEPP lies in the additional character: Member States can 

maintain their current ways of operating pension schemes, but in addition there is this extra, 

voluntary[21] framework for pension savings.[22] 

 

This also means – amongst others – that providers of the PEPP are able to opt-in to the Regulation, 

after which their pension product may be labeled a PEPP but at the same time need to comply with the 

Regulation. In short: the EU created in theory a ‘safeguard’ label for a pension product with the 

(potentially greatly) beneficial European passport which enables the PEPP consumer to move to 

another Member State while keeping the same pension product. This PEPP-passport might offer the (i) 

the cross-border worker or for example the digital nomad an easy way to accrue an income for 

retirement in a single ‘pension pot’ as well as (ii) pension providers to enter the European internal 

pension market. 

 

In the next paragraph, we will discuss some of the features of the PEPP and its possibilities and 

limitations. 

 

 

3. As stated before, the PEPP is in essence a quality label for personal pension products.[23] As soon as 

it fulfills the criteria as set out in the Regulation a provider may make an application for a license with 

its own national competent authority.[24] The regulator will assess if the product complies with the 

consumer protection elements and social, labor and tax laws of the sub-accounts. 

 

 

3.1. To understand how the PEPP works, it is important to give an overview of the compartmental 

approach of the PEPP, called sub-accounts. The Regulation defines a sub-account as follows: 

 

“Sub-account means a national section which is opened within each PEPP account and which 

corresponds to the legal requirements and conditions for using possible incentives fixed at national level 

for investing in a PEPP by the Member State of the PEPP saver’s residence; accordingly, an individual 

may be a PEPP saver or a PEPP beneficiary in each sub-account, depending on the respective legal 

requirements for the accumulation phase and decumulation phase;”[25] 

 

The main idea behind the sub-account is that it complies with the national legislation of the home 

Member State of the PEPP consumer. Via this approach, a major issue is tackled: the tax hurdle.[26] 

According to a report of Ernst & Young, the European Union (including the UK) has in place 48 

different systems of taxation for personal pension products. As taxation is the competence of the 

Member States and can only be regulated via unanimity, the PEPP does not contain any rules that 

interfere with this competence. Rather, the sub-account corresponds to each system of taxation, 
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bypassing the problem by not addressing it. However, in light of consumer protection and consumer 

choice, the latter of which is highly influenced by preferential fiscal treatment, it is a shame that the 

recommendation by the Commission to grant PEPP pension products equal treatment as national 

products was rejected. In light of consumer protection, this might’ve been a good step forward. 

 

 

3.2. There’s been a lot of debate concerning the default option of the PEPP. Ranging from having just 

one option to multiple defaults (sic), the discussion resulted in the adoption of a Basic PEPP, designed 

to be simple, safe and value for money.[27] As the default option was most likely to be chosen by the 

PEPP saver and carried a European label of quality, it became an important part of the political 

discussion revolving around two main questions: what investment techniques are allowed and how 

should the costs and fees be kept to a reasonable level. The first question comes down to the debate that 

has been going on for quite some time now around the use of Defined Benefit (DB) and Defined 

Contribution (DC) schemes. In short; the insurance industry highlighted the fact that the capital 

accrued by the saver needs to be protected against loss, which could be done by providing a guarantee. 

However, asset managers (and consumer organizations) pointed towards the high costs of such 

guarantees and the impact on the returns, stating that a life-cycle investment option was the better 

choice.[28] In the end and in a political compromise, both options were allowed under the Basic PEPP – 

with additional requirements elaborated upon by the European Commission.[29] 

 

However, the introduction of life-cycling as a ‘pension’ product raised concern, especially with 

politicians from countries that are culturally used to defined benefit schemes, so further compromise 

was needed. This led to the introduction of the fee-cap of 1%. Although not set in stone and subject to 

review by the Commission every two years, the fee-cap does put in place a barrier for market entry as 

the launch of a cross-border product is often expensive. As the schism between DB and DC is still very 

real, when developing the technical standards on defining what costs fall under the 1% EIOPA had to 

exclude the costs of providing guarantees from the otherwise all-inclusive fee-cap.[30] Furthermore, the 

level 2 measures drafted by EIOPA do not contain a definition of a guarantee which means that it 

remains largely unclear what costs are in and excluded when offering a product on the basis of a capital 

guarantee: does this refer to a nominal guarantee, net from accumulated fees at maturity? Has the 

guarantee be calculated on via the methodology of Solvency II?[31] 

 

Ironically, this has led to the situation that the Basic PEPP might not always be the most fitting choice 

for a consumer, simply due to the fact that alternative PEPPs might offer better products that are even 

more value for money. This split between consumer and provider interests is one of the reasons the 

PEPP, for some, did not live up to its potential. 

 

 

3.3. The right to be informed is a core concept of consumer protection law[32], and plays a major part 

within the PEPP Regulation as well. Based on the PRIIP and IORP- II Directive, it requires PEPP 

providers to supply the consumer information before signing the contract, upon signing and send 

updates every year, including additional advice pre-retirement (a ‘wake-up call’). This is done via a 

PEPP Key Information Document and the PEPP Benefit Statement. The contents of these documents 
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are quite detailed, but the EU legislator introduced the possibility of ‘layering’ which could greatly 

enhance consumer friendliness when purchasing a PEPP online. 

 

Besides information documents, the PEPP consumer needs to receive advice upon selecting his or her 

investment choice as well.[33] The advice needs to be highly personalized, making the provision of 

advice a complex matter and a costly endeavor.[34] Since advice is mandatory for all PEPPs, it’s 

noteworthy that the specific fee-cap for the Basic PEPP is applicable in relation to the necessary advice, 

but not for the alternative PEPPs. However, this may lead to the situation that advising for a Basic PEPP 

isn’t as commercially attractive as the costs of advice are not bound by any cap for alternative PEPPs. 

Article 12 specifically states that “the costs and fees referred to in article 45 (2) which are the reference 

to the Basic PEPP saver’s accumulated capital at the end of the respective year”. As there is no 

accumulated capital in a Basic PEPP upon conclusion of an alternative one, it seems the costs of advice 

therefore may be charged to the consumer provided that the costs are adequately disclosed.[35] 

 

However, in light of cost-effectiveness and FinTech solutions, the PEPP Regulation enables PEPP 

providers to offer robo-advice, as long as it provides the same safeguards as face-to-face advice. This 

possibility might enable and encourage new parties to get a foothold in traditional realm of pensions as 

well, which the authors consider to be a welcome innovation. After all, if providers are able to safeguard 

the consumer interests as stipulated in the PEPP, in our view they offer a superior product with low 

costs, high transparency and very solid supervision both nationally and via EIOPA. While it’s true that 

some elements of the PEPP hinder a swift uptake (fee-cap, advice) if a provider is able to do so 

regardless it might become greatly distorting for the pensions market that is currently still 

expensive.[36] 

 

 

3.4. When stating that the PEPP is hardly a ‘traditional initiative’, some other elements of the PEPP 

deserve mentioning. For a long time, there has been a clear distinction in legal discourse[37] over the 

position of pension provisions amongst three pillars.[38] If it’s state funded it’s a first pillar product, if 

it’s via an employer second pillar and an individual product is considered third pillar.[39] 

 

However, as the notion of ‘pillars’ is already prescriptive (it’s not suited to describe systems) it’s hard to 

use it for comparison between countries. On a macro level, this isn’t too problematic, as for example the 

statement ‘country X has a strong second pillar which is stronger than country Y’ is a valid comparison. 

However, this statement seems problematic when designing pan-European pension products with a 

cross-border element. For example, article 6 of the PEPP Regulation enables Institutes for Occupational 

Retirement Provision to offer the PEPP, as long as their national law enables them to offer personal 

products. However, as some countries differ in their view which entity ‘fits’ in the ‘second pillar’, this 

might lead to the situation that a Dutch IORP is excluded from offering a PEPP while a, for example, 

Luxembourg ASSEP (a DC IORP) isn’t.[40] Things get even more complicated when, for example, a 

Luxemburg IORP offers a PEPP with a Dutch sub-account. 

 

Legally speaking, the answer is not so simple. For cross-border provision, IORPs are regulated via 

article 15 of the PEPP Regulation. If a PEPP provider wants to access a different market for the first 
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time, the home and host competent authority need to communicate and the sub-account is in 

accordance with the Regulation, in particular according to article 6 of the PEPP Regulation. However, 

the Regulation does not offer the possibility to deny PEPP providers such as IORPs their right of 

freedom of services. According to the applicable rules ex article 3, the PEPP Regulation is applicable as 

well as the relevant sectorial Union law, laws adopted in implementation of relevant sectoral Union law 

and measures relating specifically to PEPPs and other national laws which apply to PEPP. However, as 

the Regulation specifically governs the topic of distribution and enables IORPs that are authorized 

under their national law to offer the PEPP, there doesn’t seem much space to exclude them from other 

markets that do not allow IORPs to offer personal pension products. The recitals of the PEPP state 

clearly that 

 

“Under the freedom to provide services or the freedom of establishment, PEPP providers can provide 

PEPPs and PEPP distributors can distribute PEPPs within the territory of a host Member State after 

opening of a sub-account for that host Member State.” 

 

Alternatively, one may argue that implementing rules on a national level falls under measures 

specifically relating to PEPPs, thus enabling Member States to exclude IORPs from operating in their 

territory, but also keeping in place barriers for the internal market.[41] 

 

However, regardless the possibility of classical occupational vehicles to offer the PEPP, a major and 

often unnoticed element of the PEPP is that it is not individually bought by definition. 

 

Article 2(2): …subscribed to by a PEPP saver, or by an independent PEPP savers association on behalf 

of its members… 

 

In theory, employers are able to set up an opt-in PEPP scheme (see also the point on borderline case) 

for their employees, which wouldn’t be offered directly by the employer, but rather incentivized as an 

extra benefit in the terms of employment. The requirement of being independent could be solved by 

empowering social partners to set up such an opt-in scheme. The great flexibility for switching PEPP 

providers against marginal fees would enable the PEPP consumer to move away after retirement. 

 

4. The EU has several ‘pension problems, for example ageing, poor portability and the lack of consumer 

protection. Furthermore, the EU internal market for pensions is not sufficiently developed. This not 

only prevents, for example, a cost-efficient pension build-up of an employee working abroad, but the 

differences among national rule also restrict a local pension participant in choosing a pension fund 

established abroad. 

 

The PEPP can help break down these barriers as well as contribute to a high level of consumer 

protection, for example via limiting the costs and providing detailed information requirements.  This 

article contains a description on the PEPP and its consumer protection elements, potential uses and its 

Level 2 measures. 
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Abstract: In recent times we have seen cases where business and corporate needs have required the 

presence in the same place of a crowd of people made up of many shareholders of a well-known bank. 

This was necessary so they could vote on a capital increase that would have determined its rescue 

from bankruptcy. At the same time, in these days, health emergencies require that certain corporate 

actions (such as the shareholder meetings for the approval of the financial statements or for the 

election of the corporate boards) take place without the physical presence of the shareholders, who are 

required to remain distant from each other. 

 

These two examples show how different historical moments create new needs which, in many cases, 

must be satisfied by applying “old” rules. Indeed, although new technologies allowing the exercise of 

voting rights in innovative ways exists, our legal system requires times to regulate these new 

technologies before they could be largely adopted. 

 

This constant pursuit between the old and the new, whose speed is increasing in today’s globalized 

world, requires scholars, on the one hand, to contribute to the elaboration of new rules to allow a safe 

use of the new technologies. On the other, while waiting for new rules to be introduced, scholars have 

also the important role to interpret and coordinate (when possible) the old rules with the adoption of 

such new technologies. 

 

Regarding company law, the reference is to DLT and blockchain technologies and their derivatives 

(tokens and smart contracts). Here, the neologism “CorpTech” has been created to synthesize the new 

technological solutions which can allow, in theory, a safer and more effective exercise of corporate 

rights by shareholder. 

 

For example, some scholars have “theorized” the registration of company shares on a public 

blockchain to make their transfer easier or to make companies’ ownership structure more 

transparent. Others have suggested to incorporate the rights (or some of them) deriving from the 

possession of shares within tokens (so-called tokenisation), in order to make their transfer faster, 

reducing the related formalities. Furthermore, someone else has discussed the possibility of holding 

shareholders’ meetings at distance, exercising the right to vote through special smart contracts. 
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Beyond the easy enthusiasm that new technologies inevitably arouse, it is necessary to question the 

compatibility of the new solutions with the regulations in force in our system. And before that, it is 

necessary to question the risks and advantages of these new technologies. 

 

Summary: 1. Introduction. – 2. DLT and its derivatives: blockchain, smart contracts and tokens – 3. 

Representation and circulation of shares and quotas using equity token. Is tokenization of company’s 

participations possible under Italian law? – 3.1 Not “issuing” share to issue equity token. – 3.2 Equity 

tokens, quotas and the Alternative Regime. – 3.2.1 (How to avoid) the “centralized” figure of the 

Register of Company. – 3.2.2 A DLT solution in the Alternative Regime. – 4. The exercise of rights 

through DLT systems. – 4.1 Economic rights. – 4.2. Intervention and voting rights – 4.2.1 Voting rights 

and DLT. – 4.2.2 Solutions to improve the exercise of intervention rights. – 4.2.3 Technological limits of 

DLT. – 5. DLT system as solution for personal identification. Perils of deepfake technology. – 6. 

Conclusion. The CorpTech myth can be concrete? 

 

1. In recent times we have seen cases where business and corporate needs have required the presence in 

the same place of a crowd of people made up of many shareholders of a well-known bank. This was 

necessary so they could vote on a capital increase that would have determined its rescue from 

bankruptcy. At the same time, in these days, health emergencies require that certain corporate actions 

(such as the shareholder meetings for the approval of the financial statements or for the election of the 

corporate boards) take place without the physical presence of the shareholders, who are required to 

remain distant from each other. 

 

These two examples show how different historical moments create new needs which, in many cases, 

must be satisfied by applying “old” rules. Indeed, although new technologies allowing the exercise of 

voting rights in innovative ways exists, our legal system requires times to regulate these technologies 

before they could be largely adopted. 

 

This constant pursuit between the old and the new, whose speed is increasing in today’s globalized 

world, requires scholars, on the one hand, to contribute to the elaboration of new rules to allow a safe 

use of new technologies. On the other, scholars have also the important role of interpreting and 

coordinating (when possible) the old rules with the adoption of such new technologies, while waiting for 

new rules to be introduced. 

 

Regarding company law, the reference is to Distributed Ledger Technology (DLT) and its derivatives 

(blockchain, tokens and smart contracts). Here, the neologism “CorpTech” has been created [1] to 

synthesize the group of new technological solutions which can allow, in theory, a safer and more 

effective exercise of corporate rights by shareholders. 

 

For example, Yermack (2016) has theorized the registration of company shares on a public blockchain 

to make their transfer easier or to make companies’ ownership structure more transparent. He has also 

suggested the incorporation of rights (or some of them) deriving from the possession of shares within 

tokens (so-called tokenisation), in order to make their transfer faster, reducing the related costs and 
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formalities [2]. Van der Elst and Lafarre (2017) have discussed the possibility of holding shareholders’ 

meetings at distance, exercising the right to vote using blockchain [3]. Yermack (2016) has also 

proposed its use also with reference to corporate elections [4]. 

 

Beyond the easy enthusiasm that new technologies inevitably arouse, it is necessary to question the 

compatibility of this new solutions with the regulations in force. New technologies embody the risk that 

not everything of what could be theorized can, at the end of the day, became true. This is truer from a 

legal perspective, considering how high is the number of cases of conflict between “traditional law” and 

“innovation”. 

 

In the following pages the implementation of DLT systems within the whole life of a company would be 

discussed. In section 2, characteristics of DLT will be described, with a specific focus on blockchain, 

smart contracts and tokens. Section 3 presents the legal problems of representing company’s 

participations using tokens, dealing with the legal possibility of making the dynamics of purchasing and 

exchanging shares more efficient through DLT. Section 4 deals about the exercise of voting and 

administrative rights through tokens. Here, in addition to provide practical suggestions for the 

implementation of DLT systems while respecting the current regulation, we will also study their 

application limits, highlighting how these limits exist more from a technological point of view than from 

a legal one. Section 5 shows how DLT can solve identification problems during a company meeting. In 

particular, the section deals about the perils of technologies that can reproduce in real time the face or 

the voice of a legitimate participants of those meetings (so-called deepfake video) and how blockchain 

can be the solution against it. Finally, section 6 concludes the paper, discussing in which terms the 

“myth” of CorpTech can be considered concrete. 

 

2. A discussion on the compatibility between company law and DLT requires a brief recap of the 

functioning of blockchain, smart contracts and tokens. 

 

To simplify, we define blockchain a derivative of DLT. Blockchain is, indeed, a particular form of DLT 

and can be described as a system in which information and data are stored using cryptography. The 

peculiarity of this innovative database is its decentralization, that is the fact that this “register” is under 

the control of a peer-to-peer network of participants. A blockchain database can record the transactions 

made by the system’s participants without the need of a unique and central authority that manage it. 

DLT allows full disintermediation, since each participant of the network, called “node”, possess a full 

copy of the information stored therein. Decentralization is the first but not the only important 

characteristic of a blockchain. 

 

The second one is transparency. Indeed, to reach the best level of decentralization there is the need to 

let everyone became a node of this database. This implies the power given to everyone to see (and make 

a copy) of the information stored in this register using specific tools. 

 

Decentralization and transparency make the use of a DLT a cyber-secure choice to store information. 

Indeed, who desires to modify the information stored in the distributed register needs a power that is 
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higher of the 51% of the computational power given by the participants to the system. This means also 

the approval of (or to attack the PC of) the nodes offering such amount of power. 

 

The innovative functionality of DLT lies in the peculiar kind of things that can be stored in its registers. 

The firs one is called token. A token is nothing more than a record of information that results in favour 

of a participant. A token lets his possessor (that is the person that has the power to transfer its 

transcript in favour of another one) to be recognized by the entity who released the token as the holder 

of a precise amount and/or kind of rights. So, if from a technical point of view, a token is nothing more 

than a simple registration, from a functional point of view it can be considered as an informatic 

instrument that lets participants exercise a precise kind of rights towards the releasing company. Those 

rights are, often, the subject of an offering to the public in exchange of money to develop an 

entrepreneurial project (Initial Coin Offering or ICO). The rights conferred by a token includes: the 

simple right to exchange the token itself (cryptocurrencies); the access to a service provided by the 

platform (utility token); administrative or economic rights toward the company that offered them 

(investment token). Hence, tokens are adaptable tools which let almost everything to be represented by 

them (so-called tokenization process). They are very useful because they can easily be sent to or 

exchanged with other participants and, notwithstanding their virtual nature, they do not need 

intermediary to be custodied or transferred. 

 

Token are created by the blockchain protocols in which they are register or by a smart contract. The 

latter being the last of the DLT derivatives described hereby. Smart contracts were born when some 

blockchain protocol, such as the Ethereum one, started to use the power of calculation of its participants 

to run a virtual machine. A virtual machine can be imagined as a big (phantom) computer using the 

power given by all the computer of the participants to elaborate softwares. Therefore, smart contracts 

are not contracts, but simply algorithmic sequences elaborated by computer created with the calculation 

power of the nodes. Being the virtual machine – as every information recorded on the blockchain – 

under the control of nobody, smart contracts acquire the two following characteristics: unstoppable 

self-execution and autonomation [5]. 

 

As every software, smart contracts are self-executing. If a smart contract is programmed to perform a 

determined action, it will work until the action is completed. This means also that if a precise 

mechanism to stop its functioning has not being “programmed” by the party who launched it, nobody 

can stop its functioning without taking the control of the 51% of all the calculation power alimenting the 

blockchain. 

 

Autonomation means that smart contracts lack human interaction for their execution. So, above all, 

they can be used to perform obligations deriving from a real contract that can be written within the 

smart contract it-self [6].  A contract of this kind could help the managing of a contractual execution 

since there is no need for interpretation of its terms. At these conditions, parties do not need to trust 

each other before the conclusion of the agreement since the execution its fully automated. For instance, 

this principle applies particularly for the collection of money through the launch of an ICO. If the 

collection of money is managed using a smart contract, this program will automatically deliver the 

token in exchange of the money received. 
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In light of all the above considerations, smart contracts can strongly grant the right attached to a 

specific token. If a token grants the access to a specific service of the issuer, the buyer of the token could 

be sure that he will enjoy the service he paid for. 

 

To sum up the informatic landscape exposed in brief above, it is possible to describe DLT and its 

derivatives as follow. Blockchain is the infrastructure on which tokens are placed and interact with 

other participants using smart contracts without any need for intermediaries. 

 

3. Having described DLT essentials, it possible to see if the law permits those to be exploited by 

companies. 

 

The first way in which DLT can innovate corporate functioning regards the procedures by which 

companies shares and quotas are represented and circulates. The possibility for tokens to represent 

companies’ shares (equity token) would represent an incredible opportunity for their shareholders. 

Indeed, they could enjoy the possibility of exercising the rights tokenized without any intermediation. 

Within the list of rights that could be exercised, the first is the possibility to trade the shares acquired. 

Here the lack of intermediation makes the system less costly and not exposed to third party risk. 

Practically, each shareholder may exercise on its share the same control he has on a physical object. 

 

Before creating too much expectation on what it is possible to do with an equity token, it is necessary to 

verify if the law consents its creation. To do so, Italian company law will be taken in consideration, 

focusing on the rules governing the way companies’ shares can be represented or can circulate. 

 

The results of the proposed analysis will vary on the basis of the circulatory regime adopted by the 

company. Within this paper we will consider just two different circulatory regimes for participations of 

Companies Limited by Shares (società per azioni or SPA) [7] and two other regimes for Limited Liability 

Companies (società a responsabilità limitata or SRL).   

 

3.1 SPA are the legal structures that suite most the possibility to issue equity token. The procedures 

regulating creation and circulation of their shares (azioni) seems to be adaptable to a DLT ecosystem. 

 

Shares are the result of an abstract division of the company’s authorized capital. They can be 

incorporated in physical documents to facilitate their circulation. In this case, share certificates are 

issued and it means that shares are incorporated in a physical document (azioni cartolarizzate). This 

regime of circulation is referred to as securitization (cartolarizzazione) and it is not mandatory. 

 

In this regime, shares need to be incorporated within a physical “object” to circulate. This fact 

represents (involuntarily) a formality that can impede the application of a DLT system. Indeed, the 

difficulty to consider a token as something “physical” seems non compatible with the rules of circulation 

of nominative shares [8]. Circulation of shares in this regime requires the exchange of something 

physical. There is strong doubt about the possibility of including in the definition of “physical” a 

computer program such as a smart contract or, even less, a mere registration such as a token. Indeed, 
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even admitting that the material support on which shares need to be represented can be different from 

paper, the possibility to consider a token or a smart contract as a “material” support in which shares can 

be incorporated has been excluded by their “virtual” nature [9]. Therefore, it is very difficult that in this 

regime, shares could be tokenized. 

 

As anticipated, being this regime not mandatory, pursuant to Article 2346, paragraph 1, of the Italian 

Civil Code, a company can decide to not incorporate shares in physical documents (azioni non 

cartolarizzate). So, share certificates are not issued and their circulation is controlled only by 

registrations made by the company in the Shareholder Book. 

 

This second regime appears to be more in favour to the adoption of a DLT system. The transfer of non-

securitized shares is effective simply when parties agree on it [10] and their consensus does not even 

need to be formalized in writing [11]. The transfer needs to be registered in the Shareholder Book and 

this registration seems to require just specific formalities that are considered not necessary for the 

transfer to be effective [12]. 

 

In this circulatory regime a central role is played by the Shareholder Book kept by the company. This 

book is very similar to a DLT register and can be kept through informatic tools, according to art. 2215-

bis of the Italian Civil Code. Among these tools it is possible to include smart contracts. 

 

In light of the above, we can conclude that adopting this circulatory regime it is possible for a company 

to issue equity tokens. This is true both from a technical and a legal point of view. In order to do that, 

after having decided to not issue share (i.e. to not incorporate them in physical documents), the 

Shareholder Book should be created using a smart contract. Then equity tokens representing company’s 

share can be issued. A shareholder will have to connect with a specific section of the company website to 

transfer his equity tokens. There he could interact with a smart contract programmed with the task of 

intermediating the circulation of the equity tokens issued. In doing so, this smart contract (being itself 

the Shareholder Book) could be updated with the information of the new shareholder to whom shares 

are transferred. 

 

The solution illustrated seems the only legal possibility for a SPA to distribute to the public crypto-

assets representing its shares in the form of equity token. However, what is true is that the equity tokens 

will not really represent the shares of the company. Legally speaking, without a specific intervention of 

the legislator, this system will only let equity tokens to be a tool whose alienation would activate the 

mechanism for the updating of the Shareholder Book. 

 

3.2       Equity tokens, quotas and the Alternative Regime. 

3.2.1 A completely different analysis needs to be done considering Limited Liability Companies. 

 

SRL participations are represented by quotas. Differently from shares, quotas cannot be incorporated in 

physical instruments to facilitate their circulation. They can be transferred as effect of the reaching of 

the consensus between the parties but, to be effective vis-à-vis third parties, the transfer must be 
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notified to the Register of Companies. The notification must follow precise and mandatory formalities, 

requiring the intervention of a specific “intermediary” such as a notary or a chartered accountant. 

 

From this quick overview, two are the major obstacles impeding tokenization of quotas. 

 

First, the role played by the Register of Company cannot be avoided. Without the transcription of the 

transfer within the Register, circulation of quotas has no external effect. This means that a single quota 

could potentially be sold to more than one person to the damage of the first acquirer. So, the Register of 

Company has the important task to avoid double spending problems. 

 

In this regard, someone could say that the implementation of equity token can nullify this danger. 

Indeed, it is known that DLT systems eliminates the double spending problem and that tokens can be 

transferred just once, notwithstanding its virtual nature. 

 

However, from a legal point of view, these technological guarantees given by DLT are not enough. This 

because tokenization of quotas has no effect versus the Register of Company. This is also a consequence 

of the fact that quotas cannot be securitized. Therefore, the quota-holder resulting from the Register of 

Company will always maintain the right (and the power) to transfer the quotas he owns. For instance, 

although a quota-holder gives his equity token to the Person A, he could still sell his quotas, through a 

public notary, to Person B. Holding the equity token, Person A may be the owner of the transferred 

quotas only for the “token community”, but for the law, after this double-transfer, only Person B is the 

real quota-holder, being his name the only one resulting from the Register of Company. 

 

The obstacle for Person A to record his purchase on the Register of Company represents the second of 

the two problems mentioned above. It consists in the fact that the communication did not came from a 

notary or a chartered accountant. This law provision precludes the possibility of having these 

communications managed solely by a computerized system. Indeed, their presence introduced within 

the system a certain decree of centralization that is not fully compatible with the characteristic of DLT. 

 

The mentioned problem does not make the creation of technological solutions for quotas tokenization 

impossible at all, although its implementation could be quite difficult and will require the necessary 

participation of a notary or of a chartered accountant. 

 

Similarly, to the one described in paragraph 3.1, a solution could consist in the implementation of a 

smart contract with the task of intermediating equity token. In addition, here the smart contract should 

also send the communication to the Register of Company. In doing so, the smart contract should exploit 

the authorization of a notary or of a charted accountant for communicating with the Register. 

Considering that today those communications are send using electronic tools, it not possible to exclude 

that a solution of this kind could be adopted without amending any law regulating these aspects of 

Italian company law, although with the mentioned difficulties. 
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3.2.2 According to the above example, without a specific reform of Italian Company Law, it is quite 

difficult (but not impossible, as we have explained) for SRL quotas to be transferred “using” equity 

tokens. 

 

The difficulties of transferring quotas between parties are known to the Italian legislator. SRL quotas 

was not regulated to be offered to the public or traded in regulated markets. Notwithstanding this, SRL 

is still the cheaper legal form for companies and so the most adopted by start-ups.  To foster the 

development of a secondary market for quotas, Italian legislator created in 2015 a new method for 

transferring them. The so-called alternative regime [13] was introduced with the clear intention of 

favouring the development of a secondary market of a specific “kind” of quotas. These are the ones 

distributed following the conclusion of an equity crowdfunding [14] campaign, an alternative financing 

instrument with the peculiarity of being very illiquid [15]. In that period, the illiquidity of this financing 

instrument was caused by the difficulties of secondary market for quotas to develop, due to the 

mentioned inadequacy of quotas to circulate. 

 

The alternative regime for quotas was introduced with art. 100-ter, paragraph 2-bis of Legislative 

Decree no. 58/1998 (Testo Unico della Finanza or TUF) [16]. This article provides a solution to the need 

of communicate each transfer to the Register of Companies using a notary or a charted accountant. The 

solution consists in the participation to the system of an intermediary authorized to provide investment 

services. Its role is to acquire the shares offered during the equity crowdfunding campaign in the 

interest of the investors but not in their name. This implies that, after the conclusion of the funding 

campaign on the equity crowdfunding platform, the intermediary will notify a request for registration to 

the Register of Companies for all the quotas subscribed by the investors that decided to opt for this 

circulatory regime. This intermediary will so become the only quota-holder resulting from the Register 

of Companies although the quotas are held by him but in the interest of each participant to the equity 

crowdfunding campaign. 

 

For the alternative regime to function, the intermediary is required to keep a register with the 

information of the quota-holder he is working for. This mechanism let quota-holder to transfer their 

participation through a simple communication to the intermediary. When the communication is 

received, he will only change the name of the investors contained in its register [17]. In this way, there 

will be no need to notify each transfer to the Register of Companies, considering that the intermediary is 

the only quota-holder register therein in the place of the investors. 

 

The alternative regime is less formal than the traditional one applicable to participations of SRL. This 

informality makes it possible to be re-created using DLT in order to “issue” equity tokens. The issuance 

of equity token in this circulatory regime, however, do not depend only by the will of the company. It is, 

indeed, necessary the participation of the mentioned intermediary. It is him that should adopt a DLT 

solution to let companies that concluded an equity crowdfunding campaign have their participations be 

represented by equity tokens. 

 

In this regard, the intermediary is free (as a private entity) to choose the technological systems that he 

prefers to manage both the receipt of the transfer communications and the same register in which the 
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transfer must be recorded. It is so possible to imagine a solution in which there is an agreement 

between the intermediary and the company to assign to each new investor a token representative of 

what is written in its own registers. For instance, as already suggested, it could be imposed to quota-

holders that the transfers of equity tokens take place exclusively through the interaction with a smart 

contract (accessible through a simple website) with the task to keep the register and automatically 

update the records of each quota-holder. 

 

The result would be the creation of a mechanism that allows the transfer of quotas based on the 

exchange of tokens on a DLT [18]. 

 

4. The potential associated with the use of DLT systems is not limited to the mere representation of 

company participations. Indeed, it can be extended to the exercise of the rights guaranteed by their 

possession. Having ascertained the possibility, under certain conditions, of issuing equity tokens, there 

is the need to assess whether, under current legislation, those tokens can be used to exercise the rights 

associated with such holdings (economic and voting rights) [19]. 

 

4.1 Adopting DLT for the exercise of voting rights does not present problems of compatibility with 

Italian legislation. The regulation does not prevent shareholders to use DLT systems to request the 

amount of money they have right to. Nor it prevents companies from distributing the profits generated 

automatically to their shareholders. 

 

The only laws that a DLT solution should respect are the ones regulating when and which amount of 

money could be distributed. For instance, article 2433 of Italian Civil Code provides that dividends may 

be distributed only when profits are really achieved, and they result from an approved balance sheet. If 

profits are distributed in violation of these rules, the assets distributed can be requested back. Rules of 

the same tone can be found in bankruptcy law. Here the main scope of the regulation is to avoid the 

alteration of the so-called par condicio creditorum. In brief, when the company enters in a bankruptcy 

procedure, a precise order should be respected in the division of the remain assets of the company. In 

addition, specific provisions of bankruptcy law permit, in the interest of creditors, to nullify the effects 

of money distributions to shareholders, even if the distribution has been made before the bankruptcy 

declaration. 

 

In light of the above, companies can introduce DLT systems that automatically distributes profits to 

their shareholders. It will suffice, in fact, to respect the substantive rules governing the conditions for 

the distribution of sums to shareholders. Indeed, the mentioned rules remind that in some case a 

company may request back money distributed to shareholders. Its importance it is clearer since 

mechanisms involving DLT systems are usually irreversible. A company must have clear that automatic 

distributions of its assets could not be obtained back, not even through the intervention of public 

authorities. 

 

This means that a system that automatically distributes profits to shareholders could be considered 

“unlawful” to the extent that the code of the smart contract does not provide for an informatic solution 
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to comply with the mentioned rules. Differently, its implementation may result in the responsibility of 

the director and of who has received the task of programming the relevant smart contract. 

 

Considering the possibility that a mechanism compliant with those laws has been implemented, a 

solution for the automatic distribution of profits to shareholder may consist in a smart contract with the 

task of collecting the countervalue in cryptocurrencies of the profits available for distribution, so that 

those sums can be made available to shareholders, subject to the condition of obtaining a precise 

amount of votes. The greatest advantage of a mechanism of this kind would be its independency from 

the administrative body, which would be deprived of the possibility of materially influencing 

distributions already decided. Attributing greater powers of control over the actions of the directors 

means eliminating at the root the need to request the intervention of the Court in the event of a dispute. 

This is true considering that within the time a judge reaches a decision, the amount of money to which a 

shareholder might have right could have disappeared. 

 

However, there is a second important aspect that should be taken into due consideration before 

implementing the discussed solution: the need to create a strong link between what happens on the DLT 

networks (on-chain) and what happens outside (off-chain). This link is not provided by the law. 

 

Indeed, a DLT system is not able to manage what “does not exist” on the DLT network. This means that 

a smart contract cannot control cash flows that are in fiat currency and in a company’s bank account. 

Shareholders may effectively control what a director do with the money of the company only by creating 

a secure conversion mechanism between on-chain assets (e.g., money in a current account) and off-

chain assets (e.g., a precise cryptocurrency). Otherwise, to foster the automatic right granted to 

shareholders it will be sufficient to intervene on the mechanism that mediates between the different 

networks. Corrupting this “bridge” will be as if such system has never been implemented [20]. 

 

4.2       Intervention and voting rights. 

4.2.1 Great attention must be paid also to the compatibility of DLT applications and the exercise of 

administrative rights. There is no doubt that exercising voting through electronic means can increase 

shareholder participation. This is true with reference to companies with a particularly widespread 

shareholder base or in emergency situations. Electronic voting allows the reduction of the costs that the 

voters (whether investors, shareholders or members of another corporate body) must bear to exercise 

the rights they have towards the company. Therefore, it can increase voting participation. The 

implementation of electronic voting has also important benefits for the company. First, it allows a better 

recording of the votes received. Secondly, electronic vote simplifies the organization costs related to the 

physical placement of the voters within the same location, especially when the right to vote is granted to 

many people. 

 

Notwithstanding these advantages, electronic voting systems can be implemented but not in total 

freedom. On the one hand, article 2370 of the Italian Civil Code makes possible to participate in 

shareholders’ meetings through “telecommunication means” and to “express the vote by 

correspondence or electronically” [21]. From a technological point of view, this rule is deliberately broad 

when it refers generically to “means of telecommunications” or “voting electronically“. The use of 
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generic terms responds to a precise choice: by not defining which precise electronic means can be used, 

the company has the possibility to implement the technical solution that from time to time will be more 

updated and suitable. This is a correct regulatory choice, considering the speed with which new 

technologies evolve and create new means that allow the interaction of people in real time. It is precisely 

this sort of “blank proxy” that can allow the implementation of DLT systems for the exercise of voting 

rights. 

 

As mentioned before, the use of these systems is permitted under one specific condition. 

Implementation of telecommunications means to participate and vote in the shareholders’ meeting 

must be provided within company’s by-laws. Implicitly, shareholders must have accepted this 

possibility when they decided to be part of the company. Therefore, it is not the “normality” for 

shareholder meetings to be held at distance. This fact could be explained identifying a certain distrust 

towards systems over which it is not possible to exercise total control. This is true given the ease with 

which electronic voting systems can be altered by the majority, by the directors or by the person who 

owns the technological voting infrastructure. Those system can be also hacked by third parties that may 

have some evil interest in distorting the voting results. 

 

If the major concern that prevents the spread of remote voting mechanisms is the danger of a 

fraudulent modification of the voting results, the implementation of a DLT systems would eliminate this 

risk. The combined use of cryptography and decentralization makes the results of the data processing 

unalterable. Voting results recorded in a DLT infrastructure cannot be changed. Its inalterability is 

inherent also to the fact that decentralization makes this system under the control of no-one. 

 

Therefore, a solution for the implementation of voting system using DLT could easily be find out. Voting 

right could be exercised through a smart contract that, interacting with voting tokens distributed to the 

shareholders, allow them to express their vote from whatever place they are, granting that the vote is 

expressed personally by the token holder. 

 

4.2.2 DLT systems could be also implemented to foster the right of participation, that is the possibility 

to make a statement during the shareholder meeting and having it recorder within its minute. 

 

There are no technological problems in the possibility of implementing a messaging function to deliver 

a single intervention. This would be recorded in its entirety and without possibility of alteration. In 

addition, each intervention could be sent together with a time stamp that would ensure when the 

message is sent and when it is received. This kind of system could be implemented to require the 

verbalization of specific interventions or to manage the meeting discussion in real time [22] without any 

fear that a single intervention could be changed after the meeting [23]. DLT systems could help 

verbalization operation so to ensure that the intervention of each shareholder in the meeting is not 

altered during the drafting of the minutes and to avoid disputes on its content. 

 

4.2.3 We have described how a DLT systems could help managing both the right to vote and the right to 

participate in a shareholder meeting. 
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However, there is an important issue underlying the implementation of any DLT system in corporate 

contexts. It concerns the publicity of the information that are recorded within the network; a problem 

that is related to the specific type of DLT that is adopted by the company. 

 

In particular, the use of DLT permissionless [24] will make information recorded available to everybody 

[25]. This grade of publicity is in contrast with the secrecy instances of some documents formed during 

a shareholder meeting. Indeed, the minutes of these meetings are not public documents and cannot be 

transposed within a DLT permissionless without putting at risk company business strategies. 

 

Those problems could not be solved simply with the adoption of permissioned DLT. Indeed, its 

adoption, if on the one hand may solve the mentioned privacy problems, brings to the table other 

problems. These are related to the difficulty of identifying the subjects that could be entrusted with the 

role of node on a company level [26]. 

 

Privacy problems of DLT permissionless could be still solved implementing specific technological 

solutions. In this regard, it should be enough to introduce a method to encrypt all shareholder’s 

interventions before they are registered on a DLT permissionless. In this way, third parties will not 

know the content of the company minutes. Only the company or the subjects with an interest in reading 

the document should have the possibility to decode its content using a password. 

 

However, this solution may still give rise to concerns. These regards who should have the power to have 

or to give others the password to de-crypt stored information. This, specially, in case of a public control 

or in case an order of exhibition is made to the company by the Court. Without that password, indeed, 

those documents would become too much secret and without any possibility to be read. 

 

In order to avoid the introduction of a fully encrypted system (in which information are available only if 

a password is known), it would be possible to suggest a different solution, adopting a “mixed” system. In 

order to do so, it would be required to store on the DLT only the encrypted copy of the data exchanged. 

This would work as a system of ex post verification against possible alterations. The solution of making 

public only the encrypted “trace” of the minutes, would protect company’s needs for secrecy while, at 

the same time, guaranteeing the interested parties from possible alterations of their interventions made 

during the meeting. Indeed, by applying the same cryptographic function to the result of the vote or to a 

certain intervention, they will be able to evaluate the conformity between the vote expressed or the 

intervention sent and what has been recorded within the DLT. In this way DLT transparency would 

guarantee from alterations of the results of a meeting in the full respect of the company privacy. 

 

5. At the base of the exercise of the administrative rights, there is the need to correctly identify their 

owners. For this reason, it seems useful to focus on the importance of a correct identification of those 

entitled to participate in companies meetings (both shareholder or director meetings), especially when 

they are held using tools that facilitate the remote participation through audio or video conferencing 

systems. 
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Usually the possibility of seeing a person or of hearing its voice guarantees a certain level of security in 

relation to the fact that the person appearing on the screen or whose voice is heard is actually the one 

holding the power of decision in a given meeting.  

 

Unfortunately, recent technological developments have put the validity of this guarantee to the test. The 

reference is to technologies, known as “deepfake”. 

 

Deepfake softwares make possible to replace, even in real time, one person’s face or voice with those of 

another. Those softwares uses artificial intelligence to faithfully reproduce the characters and voice of 

someone as if he were in front of the camera, even if he is not there in the reality. To do so, it is 

sufficient to provide the algorithm with images or videos of the person’s face to be replaced. Images that 

today are easily available on the internet or through social media. Uploaded those photos on the 

software, the system will gain the power to replace the face of the person really present in front of the 

camera with that of the subject whose data has been collected. The possibility to create not a simple 

image but completely new video material constitutes a serious danger, less dystopian than one can 

imagine. This fact leads to rethink the instruments used to participate in a meeting at distance. 

 

Therefore, there is a real need to introduce non-alterable systems that guarantee the identity of a 

participant. As highlighted, “non alterability” is a guarantee of the adoption of a DLT systems. The 

dangers of a technology that can reproduce and imitate virtual sounds or images can be contrasted only 

with the adoption of a technology characterized by creating “objects” that cannot be reproduced. 

 

A solution to the danger of deepfake technology could be the use of a crypto-asset with identifying 

function. For instance, with reference to board meetings, identification tokens could be given to board 

members at the time of their election. To be safer, it would be possible to connect the given crypto-asset 

to its holder memorizing biometrical data to prevent its alienation. In this way, before participating in a 

meeting, a member of the board could just make his token interact with a smart contract with the role of 

confirming the possessor identity. 

 

A similar solution could be implemented for identification of participants in a shareholder meeting. 

This is true with reference to those company with a small shareholder base, in which the solutions 

described in the paragraph 4.2 cannot be adopted. 

 

The exposed solutions are the only ways, in which it could be possible to create a secure and 

incorruptible system to ensure that the person who is interacting by phone or video call is the actual 

holder of the right to vote and speak. 

 

6. Under Italian company law, today CorpTech myth seems not real yet. As we have seen, representing 

company participations through equity tokens is possible, but only under precise circumstances. The 

exercise of economic and voting rights using DLT systems do not find legal obstacles but only some 

technological ones that require the company to comply ex post with the law (in case of distribution of 

assets) or to safeguards company privacy (in case of adoption of DLT permissionless). With regards to 
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identification issues, DLT systems provides an effective solution against the perils of deepfake 

technology. 

 

Analysing the relationship between DLT and the law, we find out the following results. On some 

occasion we have seen that is the law to impede the introduction of DLT innovations (i.e. representation 

and transfer of company’s participations). On others, it is DLT that is not enough “technological” (i.e. 

exercise of administrative and voting rights). Finally, in other occasions, DLT helps law enforcement, 

having the power of solving real problems (i.e. against perils of deepfake technology). 

 

Therefore, CorpTech myth is not too far to be realized. However, in order to make the myth concrete, 

technology (or maybe just people behaviour) need to slightly evolve. For instance, the problems of the 

missing link between what happen on and off chain could be solved: or (i) by discovering new 

technologies that could let upload money of a banking account on a blockchain or (ii) more simply, by 

the adoption of Bitcoin for every day payments. 

 

In conclusion, not always we have to wait the law or the technology to intervene to solve “our” 

problems. Sometimes, we could just change our habits. 
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“Size & fit” of piecemeal liquidation processes. 
Aggravating circumstances and side effects 

by Rosa Cocozza and Rainer Masera 

 
Abstract: This paper investigates the actual impact of new accounting and regulatory requirements 

on banks’ provisioning policies and earnings management in the context of the capital adequacy of 

Euro Area (EA) credit institutions. This paper also examines whether loan-loss provisions signal 

managements’ expectations concerning future bank profits to investors. Evidence drawn from the 

2011-2019 period indicates that earnings management is an important determinant of LLPs for EA 

intermediaries. During recent years, small bank managers are much more concerned with their credit 

portfolio quality and do not use LLPs for discretionary purposes apart from income smoothing. The 

paper gives evidence of a lack of flexibility in the Balance-Sheet of smaller banks and provides some 

policy refinement to avoid disorderly piecemeal liquidation. 

  

Summary: 1. Introduction. – 2. A depiction of the main trends. – 3. Lights and Shadows of LLPs determinants. – 
4.  Literature review. – 5. Empirical analysis: data and model specification. – 6. Conclusions.  
 

1. The concept of proportionality, embedded in all legal systems, aims at keeping the level of public 

intervention – in the form of rules and restrictions or sanctions – appropriate to what is actually needed 

to achieve the desired social objectives. In banking regulation, proportionality should ensure that rules 

are applied in a manner that is appropriate, considering the bank’s size and internal organization and 

the nature, scope and complexity of its activities. The drivers for proportionality are not only the size of 

banks, but also their business models, complexity, and systemic relevance. In theory, simple and “easy 

to apply rules” are necessary for small and medium-sized banks, while more sophisticated banks may 

develop their own systems, tailor-made for the risks of their business and their groups. 

 

Therefore, proportionality is originally a matter of calibration of prudential requirements: the existence 

of resilient business models should not be put at risk by excessively high requirements or by 

requirements which are not relevant for some business models. Eventually, proportionality turns into a 

matter of “costs”. Complex approaches are costly to implement, and they may have no added value 

when it comes to measure the risk incurred by simple activities. In addition, undue complexity is 

another source of risk for both banks and regulators. Thus, banks with a simple and limited activity 

should be able to implement simplified approaches to avoid undue complexity. In this perspective, 
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proportionality, boosting calibrated diversity, contributes to the resilience of the banking sector. Or else, 

at least, it should. 

 

Ultimately, proportionality poses a question of adequacy of interlocutors and not merely of instruments 

or procedures. The adequacy regards both the supervisory approaches and the actor’s characteristics. As 

a matter of fact, there is the need for an inner consistency in the financial system, guaranteeing a level 

playing field for the industry and creating reciprocity between protagonists and antagonists as well as 

between supervised entities and supervisors, thus giving rise to the concept of “regulatory adequacy 

framework” (Cocozza, 2019). 

 

The banking crisis discipline cannot be secluded from this framework. Or, once again, at least it should 

not. Focusing on the crisis management framework for banks, within the European Union legal 

framework, the resolution procedure can only be used when public interest is at stake. It appears that 

resolution is available for a small number of large banks. Other banks’ crises must be handled through 

national insolvency procedures. As known, national insolvency regimes normally result in a piecemeal 

liquidation, which gives no guarantees that exit from the market will take place in an orderly fashion. If 

interested acquirers cannot be rapidly identified, liquidation will lead to theimmediate disruption of the 

bank’s core activities, to the disposal of assets and collateral at fire sale prices, and to non-insured 

creditors having a lengthy wait to obtain partial and uncertain reimbursement. Confidence in other 

banks may be shaken, with possible knock-on effects on the real economy. A disorderly piecemeal 

liquidation process is clearly not efficient and entails serious concerns, given the social and economic 

importance of the banking industry. A solution has thus to be found to avoid disorderly piecemeal 

liquidations for banks, as has been recognized by many authorities and commentators. 

 

Hence, there is a growing concern about the possibility of direct losses arising from mis-marked 

complex instruments as well as about the implications that disorderly piecemeal liquidation process can 

have on reputation, and perceived ability to control the business, and about a huge scatter of 

prospective profit margin originated by banks, because of fire sale prices in case of unduly managed 

liquidation. 

 

Solutions to avoid disorderly piecemeal liquidation for banks can assume many potential shapes from a 

policymaker perspective. Nevertheless, solutions must consider coeval conditions that could require a 

(fine?) tuning of intervention to avoid vicious spillover. Procyclicality is one of the main issues related to 

the regulatory framework which imposes capital requirements to be calculated as a percentage of bank 

risky loans: it entails that supervisory capital requirements are higher when economic conditions get 

worse, and lower in case of economic upturn. Procyclicality is generally considered a sort of acceptable 

side effect, at least if the context is not extremely severe. On the contrary, if the situation turns to be 

dangerous, procyclicality could end up “the” risk driver, since capital requirements could become 

paradoxically “lethal requirements”. This is today issue for many reasons. Inter alia, three are the major 

concerns. 

 

Firstly, the COVID-19 pandemic is inflicting high and rising human costs worldwide, and the necessary 

protection measures are severely impacting economic activity. As a result of the pandemic, according to 
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the International Monetary Fund (IMF, 2020b) the global growth is projected at –4.9 percent in 2020, 

1,9 percentage points below the April 2020 World Economic Outlook (WEO) forecast. The COVID-19 

pandemic has had a more negative impact on activity in the first half of 2020 than anticipated, and the 

recovery is projected to be more gradual than previously forecast. In 2021 global growth is projected at 

5.4 percent. Overall, this would leave 2021 GDP some 6½ percentage points lower than in the pre-

COVID-19 projections of January 2020. The adverse impact on low-income households is particularly 

acute, imperiling the significant progress made in reducing extreme poverty in the world since the 

1990s. The risks for even more severe outcomes, however, are substantial. Effective policies are 

essential to forestall the possibility of worse outcomes, and the necessary measures to reduce contagion 

and protect lives are an important investment in long-term human and economic health. Because the 

economic fallout is acute in specific sectors, the IMF recognizes that policymakers will need to 

implement substantial targeted fiscal, monetary, and financial market measures to support affected 

households and businesses domestically. Growth in the advanced economy group – where several 

economies are experiencing widespread outbreaks and deploying containment measures – is projected 

at -6,1 percent in 2020. Most economies in the group are forecast to contract this year, including the 

United States (-5,9 percent), Japan (-5,2 percent), the United Kingdom (-6,5 percent), Germany (-7,0 

percent), France (-7,2 percent), Italy (-9,1 percent), and Spain (-8,0 percent). In parts of Europe, the 

outbreak has been as severe as in China’s Hubei province (IMF, 2020a). Although essential to contain 

the virus, lockdowns and restrictions on mobility are extracting a sizable toll on economic activity. 

Adverse confidence effects are likely to further weigh on economic prospects. In a nutshell, from the 

banking perspective, credit risk is growing at faster pace than ever. 

 

Apart from the economic downturn, there are two main aggravating circumstances to be considered 

extremely relevant: the so called “calendar provisioning” and the actual implementation of IFRS9. As 

part of the prudential framework, the Addendum of the ECB (ECB, 2018) raise the supervisory 

expectations about prudential provisioning, by imposing a predetermined time horizon for the total 

impairment of those exposures that are classified – or reclassified from performing to – non-

performing, in line with the European Banking Authority’s definition, after 1 April 2018, irrespective of 

their classification at any moment prior to that date, implementing to the so called “calendar 

provisioning”. As a matter of fact, within 2 (7) years of NPE vintage for unsecured (secured) loan, the 

impairment process has to be terminated. 

 

Moreover, the implementation of the IFRS9 for the accounting periods beginning on or after 1 January 

2018. The International Financial Reporting Standards came into effect in January 2005 for the 

European Union banks. These market-oriented standards are supposed to increase financial disclosure 

and the overall reliability of financial reporting, if compared to the local generally accepted accounting 

principles. Furthermore, since they admit a limited number of options and do not allow hidden 

reserves, their application should make less likely the discretionary use of Loan Loss Provision (LLP) by 

bank managers (Barth et al., 2008; Leventis et al., 2011). According to the IFRS/IAS 39, loan 

assessment is based on the amortized cost and LLPs are calculated on the so called “incurred loss”, i.e., 

a loss already occurred or presumed on the basis of an event already occurred, though after the loan was 

granted. The adoption of a more forward-looking approach to loan-loss provisioning, based on the 

“expected credit loss” contributes to the additional exacerbation of growing credit risk impact, especially 
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if, as in our case, the definition/identification of Non-Performing Exposure (NPE) is strictly set by 

regulators. 

 

Therefore, the economic downturn might be coupled with procyclical effect of contemporary bank 

capital adequacy regulation and accounting principles[1] and might have significant impact on banks of 

different size. Among the extreme consequences, we could list “a sort of credit crunch” due to 

diseconomies of regulation because of procyclicality of capital adequacy, especially in the form of Loan 

Loss Provisions (LLPs), as well as a fatal impact on different banks with various business model because 

of the increasing spur – in terms also of moral suasion – towards the reduction of Impaired Loan ratio 

(IL) “whatever it takes”. 

 

The final target of the study is, therefore, the evaluation of the procyclicality and of the implementation 

of the IFRS9 on the provisioning policies across banks of different sizes, to evaluate the relative 

importance of these aggravating circumstances. 

 

The remainder of the paper is organized as follows. In section 2, we briefly summarize the current main 

trend as from the European Central Bank Supervisory Statistics. Section 3 provides a literature review, 

developing the rationale for managers to use their discretion in estimating loan-loss provisions. Section 

4 describes the data, the sample selection process, and the methodology we adopt in our analysis. In 

section 5 we present and discuss the empirical evidence. Section 6 concludes the discussion also with 

policy implication. 

 

2. An insight into the most recent (2015-2020) dynamics of key performance indicators such as Return 

On Equity (ROE), Return on Asset (ROA) and Cost/Income Ratio (CIR) returns an image of the main 

current trends in profitability and solvability. According to the ECB Supervisory and prudential 

statistics[2], the average reducing ROE and ROA exhibit a more relevant shrinkage for medium-large 

and large banks rather than for medium-small and small institutions whereas the CIR grows more 

rapidly for small and medium-large banks rather than for the others (Chart 1, Chart 2, Chart 3, Chart 4). 

The incidence of the impairment (IMP) on the Net Operating Income boosted in the first month of the 

current year. 

 

If we concentrate on the standard deviation of the series, we observe a noteworthy difference in the 

variability of the returns, accounting for assorted risk exposure, which appears more relevant for 

medium-large banks (Table 1). 

 

Table 1 

  ROE ROA 

  Mean St. Dev. Slope Mean St. Dev. Slope 

TA<30 bln€ 4,39% 2,39% 0,07% 0,41% 0,23% 0,07% 

30<TA<100 bln€ 3,02% 2,55% 0,15% 0,27% 0,22% -0,13% 

100<TA<200 bln€ 2,87% 3,40% -0,13% 0,19% 0,22% -0,10% 
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TA>200 bln€ 7,04% 1,48% -0,10% 0,46% 0,10% 0,00% 

  CIR IMP/NOI

  Mean St. Dev. Slope Mean St. Dev. Slope 

TA<30 bln€ 66,44% 5,08% 0,68% 17,24% 9,09% -0,79% 

30<TA<100 bln€ 58,55% 2,48% 0,26% 24,50% 14,47% -1,44% 

100<TA<200 bln€ 68,83% 6,37% 0,92% 22,76% 12,07% -0,86% 

TA>200 bln€ 63,56% 3,72% 0,35% 13,81% 6,58% 0,19% 

As a matter of fact, small banks show more stable figures than medium ones with reference to ROE. 

Unsurprisingly, large banks are less risky and more capable to control costs, and therefore efficient, 

according to modern portfolio theory. The resulting allocation of smaller banks under the efficient 

frontier or, in other words, their meager profitability normally raises question about the overall 

sustainability of certain business models and ends up encouraging merger and consolidation, as the 

most effective ways to achieve economies of scale and decrease relative costs. However, banks are aware 

of the potential hidden consequences of these operations – for example, loss of local focus (particularly 

when mergers entail the closing of local branches) or risks stemming from the integration of different IT 

systems. In addition, the cost of performing due diligence on target banks is a considerable side effects 

of acquisitions. 

 

Chart 1 
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Chart 2 

 
 

 

Chart 3 
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Chart 4 

 
 

 

One area of main attention is the asset quality, both for capital requirements and substantial business 

development. According to the best practice, banks should adopt a formalized strategy for optimizing 

Non-Performing Loan (NPL) management by maximizing the current value of recoveries. This strategy 

should be defined based on an analysis of their management capabilities, the external environment, and 

the characteristics of their non-performing portfolios. It must strike the best possible balance between 

the various recovery options: internal workout solutions or outsourcing to credit collection specialists; 

forbearance; foreclosure; legal procedures or out-of-court negotiations; disposals (including 

securitization transactions) with accounting and prudential derecognition of the assets sold. As a matter 

of fact, banks have recently devoted their efforts – “whatever it takes” – towards the reduction of NPL, 

as shown by Chart 5 and Chart 6 depicting both the NPL ratio (NPLR) and the Coverage Ratio (CR). 

 

Table 2 

  CR NPLR SR 

  Mean St. Dev. Slope Mean St. Dev. Slope Mean St. Dev. Slope 

TA<30bln€ 41,63% 2,48% 0,33% 11,06% 5,18% -0,82% 20,04% 1,16% 0,02% 

30<TA<100bln€ 43,35% 1,85% 0,20% 10,15% 2,96% -0,47% 18,36% 1,55% 0,17% 

100<TA<200bln€ 44,00% 2,53% 0,15% 7,22% 3,00% -0,46% 18,30% 0,52% 0,07% 

TA>200bln€ 43,53% 1,23% -0,16% 3,80% 1,00% -0,16% 18,16% 1,36% 0,19% 
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Chart 5 

 
 

 

Chart 6 
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Chart 7 

 
 

 

Chart 8 
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Chart 9 

 
 

 

It is also worth mentioning that the drop in the NPLR have dissimilar impacts on the ROE of diverse 

size banks. As shown by Chart 7, larger banks report a decline in ROE alongside the reduction of NPLR 

whilst smaller bank face the opposite. This poses a fundamental question on the real economic impact 

of the NPL cutback, mainly if it is pursued by selling “whatever it takes”. The inverse correlation 

between the ROE and the NPLR detected for small and medium small banks (Chart 7) could imply that 

the NPL increase –– forces smaller bank to raise provisioning and reduce, ceteris paribus, profit 

margin. In other words, we could face a situation in which even more often “the operation was 

successful, but the patient died”. At the same time, the inverse correlation between ROE and NPLR 

could account for a business model merely focused on credit supply and, therefore, unable to recover 

loan loss and provision with other income areas. This could reinforce the belief that larger banks, 

thanks to a intermediation portfolio less focused on lending, are able to counterbalance the increase in 

loan loss and provision with other sources of profit, mainly connected to services (commission and 

fees)[3]. 

 

Besides, the prevailing positive relationship between ROE and CR (Chart 8) confirms that bank equity 

acts as income propeller, providing buffer margin for increasing costs and additional expenses. This role 

is far sharper in small banks (see slope figure in Chart 8) than in the others, since they show the highest 

average solvency ratio (SR) over the reported years (Chart 9 and Table 2). 

 

Therefore, we observe a growing stiffness of the balance-sheet architecture for smaller banks. The 

statement’s anelasticity, due to a limited diversification of the business model and to the supervisor’s 

imperative towards NPE reduction, makes smaller banks less capable to react promptly to economic 
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shocks. The COVID-19 pandemic is not only a sudden shock, but a “persisting downturn” and it might 

be enhanced in its hazardous effect by procyclicality in the capital requirement and prudential 

provisioning, creating a favorable environment for disorderly piecemeal liquidation. 

 

3. As known, loan-loss provisions (LLPs) are one of the main accrual expenses for banks. The role they 

play within a bank’s financial statements is crucial, given the sensitive information they convey: LLPs 

are set aside to face a future deterioration of credit portfolio quality. However, provisioning policy can 

pursue goals that are different from a fair representation of the evolution of a bank’s loan losses. Prior 

research suggests four central reasons to explain managerial behavior concerning LLPs: income 

smoothing, capital regulation, signaling, and taxes. The main purpose of this study is, therefore, to 

examine the use of loan-loss provisions in managing earnings and regulatory capital ratios and in 

signaling managers’ private information concerning a bank’s future earnings within the European 

banking industry as an aggravating circumstances of the piecemeal liquidation processes. 

 

Papers addressing the issue of LLP’s as a key variable in depicting the future bank outcomes detect the 

potential changes in banks’ behavior in earnings and capital management via LLPs. With reference to 

European banks, Fonseca and Gonzàlez (2008) study the institutional factors affecting income 

smoothing via LLPs in banks globally, including a number of European countries, finding that income 

smoothing is negatively related to: investor protection, accounting disclosure, restrictions on bank 

activities, and external and internal supervision. Bouvatier and Lepetit (2008) report that poorly 

capitalized European banks are constrained to expand credit and that loan-loss provisions are made to 

cover expected future loan losses, intensifying credit fluctuations. On the contrary, LLPs used for 

management objectives do not affect credit fluctuations. Perez et al. (2006) test the use of loan-loss 

provisions for income smoothing and capital management within the Spanish banking system, finding 

evidence that supports income smoothing but not capital management. By examining a sample of 91 

listed European banks, Leventis et al.(2011) find that earnings management is significantly reduced 

after the implementation of the International Financial Reporting Standards (IFRS) and that capital 

management is not significant in both pre and post IFRS regime. Using a sample of 491 banks over the 

period 1996-2006, and comparing banks from Euro Area (EA) countries and banks from countries 

where the Euro currency is not used, Curcio and Hasan (2013) find that: loan-loss provisions reflect 

changes in the expected quality of banks’ loan portfolio; earnings management is strongly supported for 

EA but not for non-EA banks; non-EA institutions do use loan-loss provisions to signal private 

information to outsiders, whereas EA banks do not; and, finally, restrictions on bank activities and 

stronger creditors protection help to reduce incentives to smooth earnings, especially in the EA banking 

systems. They also examine for a restricted sample of 195 banks, provisioning policies during the 

financial crisis. During the 2007-2010 time horizon, they find evidence of a change in banks’ behavior in 

terms of their use of loan-loss provisions at both EA and non-EA intermediaries. Particularly, loan-loss 

provisions become pro-cyclical and are not used to smooth bank income any more at EA credit 

institutions, whereas, contrary to what is observed during the 1996-2006 period, non-EA banks use 

LLPs as a tool for income smoothing during the crisis, but not for managing their capital ratios or to 

convey private information to the market. 
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Provisioning plays a crucial role in ensuring the safety and strength of banking systems and hence is a 

key focus of bankers and bank supervisors. Asset quality reviews (AQRs) and stress tests (STs) have 

further highlighted the need for consistent provisioning methodology and adequate provisioning levels 

across banks. Historically, accounting rules have pursued two alternative goals: the conservative 

valuation of assets, which is central in the European accounting system, and the accurate measurement 

of each period’s net income, strongly emphasized by the American accounting set of rules. 

 

With reference to Non Performing Exposure (NPE), supervisors foster both adequate measurement of 

impairment provisions through sound and robust provisioning methodologies and timely recognition of 

loan losses within the context of relevant and applicable accounting standards (with a focus on 

IAS/IFRS accounting standards) and timely write-offs. At the same time, they promote enhanced 

procedures including significant improvement to the number and granularity of asset quality and credit 

risk control disclosures (ECB, 2017). The adequacy provisioning framework include the identification of 

individual or, as appropriate, collective assessment of impairment[4] and the estimate future cash 

flows. The estimate involves a fundamental reference to the appropriate accounting standard (IAS 

39/IFRS9), since it lay down the principles for impairment recognition. IFRS 9 financial instruments, 

which replaced IAS 39 for the accounting periods beginning on or after 1 January 2018, require among 

other things the measurement of impairment loss provisions based on an expected credit loss (“ECL”) 

accounting model rather than on an incurred loss accounting model as under IAS 39, thus enhancing 

the anticipation of the actual losses and stressing procyclicality. Potentially, the above described set of 

rules represents a step forward in the direction of a higher level of accounting transparency. 

Nevertheless, the new accounting rules could made bank returns more volatile, and lending policies 

even more pro-cyclical than the past. 

 

As stated, the Addendum of the ECB raise the supervisory expectations about prudential provisioning, 

by imposing a predetermined time horizon for the total impairment of those exposures that are 

classified – or reclassified from performing to – non-performing, in line with the European Banking 

Authority’s definition, after 1 April 2018, irrespective of their classification at any moment prior to that 

date, implementing to the so called “calendar provisioning”. According to the Addendum, unsecured 

NPEs must be totally impaired after 2 years of NPE vintage, while secured NPEs must be entirely 

impaired after 7 years of NPE vintage. Moreover, if the applicable accounting treatment is not 

considered prudent from a supervisory perspective, the accounting provisioning level is fully integrated 

in the banks’ supply to meet the supervisory expectation by means of all accounting provisions under 

the applicable accounting standard including potential newly booked provisions and by means of 

expected loss shortfalls for the respective exposures in default in accordance the CRR, and other 

Common Equity Tier 1 deductions from own funds related to these exposures. In any case, if the 

applicable accounting treatment does not match the prudential provisioning expectations, banks also 

have the possibility to adjust their CET 1 capital on their own initiative. In other words, under normal 

conditions, banks must fulfill supervisory expectations “whatever it takes”. That is why, calendar 

provisioning has been addressed as a “nuclear time bomb” if not somehow disarmed in the COVID-19 

pandemic times. 
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Besides, bank provisioning policies can make a system of capital requirements procyclical, depending 

on what kind of losses capital requirements are designed to face. If it is the only unexpected loss, 

provisioning policies can reduce capital requirements’ procyclicality since banks would increase loan-

loss provisions during good periods, with good profit margins, while they would draw from these 

reserves when the credit loss amount gets higher. If capital requirements are designed to cover also the 

expected loss, procyclicality stretches to the provisions as well. This is certainly stressed by the 

combined effect of IFRS9, calendar provisioning implementation and the very bleak expectations for 

economies[5]. 

 

4. Several papers have dealt with bank managers’ incentives in using loan-loss provisions as a 

management tool. Here we examine the results of prior literature along the three main objectives 

pursued by bank managers via LLPs: regulatory capital management; earnings management practice, 

aiming at stabilizing bank net profit over time; and, finally, signaling the earnings that management 

thinks the bank will be able to obtain in the future. 

 

The hypothesis of capital management via loan-loss provisions is based on the idea that bank managers 

use provisions to avoid the cost associated with the violation of capital adequacy requirements. Given 

the actual set of rules, an increase in loan-loss provisions has conflicting effects on Tier 1 and Tier 2 

capital. On the one hand, higher LLPs diminish, via a reduction in retained earnings, Tier 1 capital; on 

the other, an increase in loan-loss provisions cause higher loan-loss reserves and, consequently, raise 

Tier 2 capital. Empirical results on the issue of the use by bank managers of this accounting accrual to 

manage regulatory capital ratios are not consistent, and are mainly focused on U.S. banks. Research by 

Ng et al. (2011) investigates the relationship between loan-loss reserves added back as regulatory capital 

and the risk of bank failure. Particularly, by focusing on the effect of the add-back of loan-loss reserves 

in 2007 on U.S. bank failures and other performance metrics during the three following years, they 

show that there is a positive association of these add-backs with bank failure, and that this relationship 

is especially concentrated for those banks that use add-backs to increase their regulatory capital, thus 

confirming the paradox that, in some cases, capital requirements might be “lethal”. 

 

Using data prior to the period in which Basel I came into effect, some studies concluded that LLPs were 

a tool for managing regulatory capital (Scholes et al. (1990); Moyer (1990); Beatty et al. (1995); Kim and 

Kross (1998); Ahmed et al. (1999); Anandarajan et al. (2007)). In contrast with these results, 

investigating heterogeneity across banks’ capital-raising decisions, Collins et al. (1995) find a positive 

influence of capital on loan-loss provisions, meaning that when bank capital is low, managers tend to 

decrease loan-loss provisions rather than increase them, and they show that banks use write-offs more 

than loan-loss provisions to manage capital ratios. Among the others, Bouvatier and Lepetit (2008), 

investigating banks’ pro-cyclical behavior for a sample of 186 European banks, show that poorly 

capitalized banks use loan-loss provisions to manage regulatory capital. On the contrary, Leventis et al. 

(2011), focusing on 91 European listed banks, examine the impact of the implementation of IFRS on the 

use of LLPs to manage bank capital and find no support for the capital management hypothesis. 

 

Earnings management implies the manipulation of reported earnings in such a way that the bottom line 

of the profit and loss account does represent a “specific” economic result of a bank’s activity. A specific 
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kind of earnings management is income smoothing, aiming at reducing the variability of net profit over 

time. In order to stabilize net-profit, bank managers will increase (decrease) loan-loss provisions when 

earnings (before loan-loss provisions) are high (low). Income smoothing incentives can derive from a 

bank manager’s will to adjust a bank’s current performance to a firm-specific mean, as pointed out by 

Collins et al. (1995), or to the average performance of other benchmark-banks, as highlighted by 

Kanagaretnam et al. (2005). Furthermore, as to the reasons why managers smooth out a bank’s income, 

Bhat (1996) underscores that income smoothing improves the risk perception of a bank to regulators; it 

helps to stabilize, over time, managers’ compensation; it allows managers to grant a steady flow of 

dividends to bank stockholders; and it maintains bank stock price stable by reducing earnings volatility. 

 

Literature related to industrial firm financial reporting has extensively investigated the income 

smoothing rationale (Barnea, Ronen and Sadan, 1975; Ronen and Sadan, 1981; Fudenberg and Tirole, 

1995; Trueman and Titman, 1988; and Goel and Thakor, 2003), but addressing the banking literature 

allows us to add a perspective that industrial firms-related literature cannot assume. In fact, in banking, 

the issue could also be analyzed from the supervisory authority’s point of view. On the one hand, banks 

are required by regulators to set loan-loss provisions aside against expected credit losses; on the other 

hand, they have to raise an adequate amount of capital to face unexpected credit losses. In this view, 

regulators’ interest is in reducing bank pro-cyclical behavior: banks should increase loan-loss reserves 

during good times, and draw resources from these reserves when the economy slows down and 

potential defaults become real. As a consequence, bank earnings management might also be the result 

of a manager’s attempt to meet capital adequacy requirements. 

 

There is a huge collection of banking literature, mainly U.S.-based, regarding the use of loan-loss 

provisions for income smoothing. This research provides mixed empirical results: Greenawalt and 

Sinkey (1988) find that regional banks are more likely to be involved in income smoothing than money-

centered banks. In a study examining, among other issues, the influence of loan-loss provisions as a tool 

for earnings management, Ma (1988) shows that U.S. commercial banks used loan-loss provisions and 

charge-offs to smooth reported earnings. Surprisingly, he finds no relationship between loan portfolio 

quality and loan-loss provisions. His results indicate that bank management tends to raise (lower) bank 

loan-loss provisions in periods of high (low) operating income, thus using LLPs as a pure tool for 

earnings management. Collins et al. (1995) also find a positive relationship between earnings 

management and LLPs, thus supporting the notion that banks smooth income over time to a firm-

specific mean. Bhat (1996) demonstrates that banks are more likely to be involved in income smoothing 

practices if they are small and in poor financial condition. More recently, Anandarajan et al. (2007) 

show that Australian commercial banks are engaged in earnings management practices, especially if 

they are publicly traded. 

 

In contrast, some researches find conflicting evidence: Scheiner (1981), Wetmore and Brick (1994), 

Beatty et al. (1995), and Ahmed et al. (1999), among others, find no evidence of income smoothing. The 

latter study, in particular, does not find strong evidence of earnings management via LLPs after Basel I 

came into effect. This is somewhat surprising, as one would expect to see evidence of more aggressive 

earnings management since the new capital adequacy regulation removed the constraints associated 

with earnings management, if compared to the previous regulatory set of rules. Finally, investigating the 
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cross-country determinants of income smoothing within a sample of banks from different countries, 

Fonseca and Gonzàlez (2008) find that the incentive to smooth earnings increases in more developed 

and market-oriented financial systems. Furthermore, according to their results, bank incentives to 

smooth income are lower in banking systems characterized by higher levels of accounting disclosure 

and official and/or private supervision, and by stricter restrictions on banking activities. Bouvatier and 

Lepetit’s (2008) evidence on a sample of European banks is not consistent with the income smoothing 

hypothesis: they find that banks reduce loan-loss provisions when earnings before taxes and loan-loss 

provisions increase, and this strengthens the cyclicality in loan-loss provisions due to the non-

discretionary components since earnings are higher during periods of growth. Leventis et al. (2011) find 

a general support to the earnings management hypothesis, though this practice is significantly reduced 

after the implementation of IFRS in 2005. 

 

Prior research documents a positive relationship between stock returns and loan-loss provisions, 

suggesting that the market could look at LLPs as a signal of bank managers’ private information about 

future earnings rather than as future credit losses. In particular, Beaver et al. (1989) find that, 

conditional on the reported level of non-performing loans, higher loan-loss allowances are associated 

with higher market-to-book ratios: in their view, loan-loss provisions can indicate that management 

perceives the earnings power of the bank to be sufficiently strong so that it can withstand additional 

provisions. Theory does not unambiguously support the signaling hypothesis. 

 

Loan-loss provisions are made up of two parts: the first, discretionary or unexpected, is under 

managers’ control; the second, non-discretionary or expected, is related to physiological changes in 

default risk, due to the ordinary growth of loan portfolio. After controlling for unexpected changes in 

non-performing loans and unexpected charge-offs, Wahlen (1994) finds a positive association between 

discretionary provisions and both future cash flows and bank stock returns. This suggests that private 

investors can interpret increases in discretionary LLPs as good news and not as the anticipated 

deterioration of credit portfolios’ future quality; bank managers would try to convey to investors the 

signal that a bank’s future earning capacity can easily bear additional provisions. Liu and Ryan (1995) 

find that the market reaction to LLPs is positive for banks with a high percentage of large and frequently 

renegotiated loans, and that the advance market anticipation of LLPs is stronger for these banks. 

According to Liu et al. (1997), the market interprets higher discretionary loan-loss provisions as good 

news only if banks appear to experience default risk problems. Beaver and Engel (1996) observe that the 

valuation coefficients on the discretionary and non-discretionary components of LLPs are positive and 

negative, respectively, consistent with the signaling hypothesis. In contrast to the aforementioned 

papers, Ahmed et al. (1999) and Anandarajan et al. (2007) do not find any evidence of signaling 

behavior by the banks examined in their respective studies on U.S. and Australian banks. Finally, 

Bouvatier and Lepetit (2008) find evidence supporting the signaling hypothesis for the sample of 

European banks they analyze. 

 

5. Data used in this study are from Bankfocus database, drawn from the period 2011 – 2019. The sample 

contains 1648 banks with at least three years of balance-sheet data and it is made up by 117 commercial 

banks, 1109 cooperative bank, 411 savings bank and 11 bank holding and holding company. From the 

sample, outliers were secluded by eliminating the extreme bank/year observations when a variable 
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presents extreme values (bank specific variable less than 1% and higher than 99%). From a geographical 

perspective, all the banks belong to the most relevant countries within the Euro Area. The majority are 

from Germany, followed by Italy, France and Spain (Table 3)[6]. 

 

Table 3 

 
 

 

To explain the dynamic of the LLPs we use a model able to verify the relevance of regulatory capital 

management, income smoothing, and signaling and procyclicality. The model is set as follows: 

 

 
where: 

 

LLP is the dependent variable and is the ratio of loan-loss provisions to total assets; GDPGR is the GDP 

growth rate; 

 

IL is the ratio of non-performing loans to total assets; 

 

GL is the ratio of customer loans to total assets; 

 

EBTP is the ratio of earnings before taxes and loan-loss provisions to total assets; 

 

TCR stands for total regulatory capital and takes the value of the total regulatory capital ratio minus 8 

and divided by 8 when observations for bank i are in the first quartile and 0 otherwise; 

 

SIGN is the one-year ahead change in earnings before taxes and loan-loss provisions as defined in 

Bouvatier and Lepetit (2008): 

 

TA is the natural log of total assets. 

 

This model is a modified version of the cross-sectional model used by Ahmed et al. (1999), Anandarajan 

et al. (2007), Leventis et al. (2011) and Curcio and Hasan (2013). 

 

The variables chosen as predictors are traditionally used to test for procyclicality, income smoothing, 

capital management, and signaling. The dependent variable of our regression model is LLPi,t, the ratio 

of loan-loss provisions to total assets at time t for the bank i. Detecting whether bank managers use 



   69 
 

their discretion to manage capital and earnings would be easier if we had the opportunity to separate 

the discretionary component from the non-discretionary part of loan-loss provisions. Prior research 

proxied the non-discretionary component through variables representing the current level and the 

dynamics of losses within the loan portfolio (see, among others: Ahmed et al., 1999; Hasan and Wall, 

2004; Anandarajan et al., 2007; Fonseca and Gonzàles, 2008; and Bouvatier and Lepetit, 2008). 

Hence, to control for the non-discretionary component, we use: 

 

ILi,t, the ratio of non-performing loans to total assets that occurred at the bank i at time t. In a loan-loss 

accounting system which distinguishes between general and specific provisions, non-performing loans 

can be considered a proxy for the specific component. Loan-loss provisions are expected to be positively 

related to changes in non-performing loans; 

GLi,t, the ratio of the amount of bank i total customer loans to its total assets at time t, which can be 

thought of as a proxy to capture general provisions. As stated by Lobo and Yang (2001), the influence of 

this variable on loan-loss provisions largely depends on the quality of incremental loans. 

The inclusion of annual growth in the gross domestic product (GDPGR) at constant prices aims at 

controlling for the pro-cyclical effect of loan-loss provisions and captures the effect of macroeconomic 

conditions on loan-loss provisions (Laeven and Majnoni, 2003; Bikker and Metzemakers, 2005; 

Anandarajan et al., 2007; and Fonseca and Gonzàlez, 2008). We expect a negative coefficient because 

banks will increase loan-loss provisions the event of an economic downturn. 

 

As to the discretionary factors, Ahmed et al. (1999), Moyer (1990), Beatty et al. (1995), and Leventis et 

al. (2011) all adopt the ratio of actual regulatory capital before loan-loss reserves to the minimum 

required regulatory capital to indicate the use of loan-loss provisions for capital management. We follow 

Curcio and Hasan (2013) and use the variable TCRi,t, which takes the value of the total regulatory 

capital ratio minus 8 and divided by 8 when observations for bank i are in the first quartile of the total 

capital ratio and 0 otherwise. If poorly capitalized banks are less willing to make loan-loss provisions in 

order to increase their regulatory capital endowment, we expect a positive correlation between LLPi,t 

and TCRi,t. Nevertheless, since loan-loss provisions are negatively correlated with Tier 1 capital, which 

includes equity and retained earnings, and positively with Tier 2 capital, we should underline that 

accounting relations could also influence the relation between bank capital and loan-loss provisions. 

 

Based on the vast majority of prior literature – see, among others, Ahmed et al. (1999), Hasan and Wall 

(2004), Anandarajan et al. (2007), Bouvatier and Lepetit (2008), Fonseca and Gonzàles (2008), 

Leventis et al. (2011), Curcio and Hasan (2013) – in order to test for the income smoothing hypothesis, 

we consider the variable EBTPi,t, which is the ratio of earnings before taxes and loan-loss provisions to 

total assets for bank i at time t. This hypothesis is supported if its coefficient has a positive sign, 

meaning that banks with earnings lower (higher) than their target value tend to reduce (increase) loan-

loss provisions to stabilize them. 

 

To test the signaling hypothesis, we include the variable SIGNi,t, which is defined as the one-year ahead 

change in earnings before taxes and loan-loss provisions, as in Bouvatier and Lepetit (2008). 

Particularly, this variable can be expressed as follows: SIGNi,t = (EBTPi,t+1 − EBTPi,t )/0.5(TAi,t + 

TAi,t+1). The use of earnings before taxes and provisions to test for the signaling hypothesis can also be 
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found in Ahmed et al. (1999) and Anandarajan et al. (2007). Since the signaling hypothesis states that 

discretionary changes in loan-loss provisions are positively correlated to future changes in future 

earnings, we expect a positive sign for the coefficient of this variable. 

 

Size has been set taking as small banks those whose total asset are within the first quartile of the 

distribution of logarithm of total asset and as large those exceeding the fourth quartile. Medium banks 

are defined by difference (second and third quartile). 

 

Tables 4-7 provide descriptive statistics for the period 2011-2019 for our sample banks. With regards to 

the credit quality of our sample banks, non-performing loans (IL) are, on average, 5,47% of total assets. 

As to the profitability of our sample banks, the ratio of earnings before taxes and loan-loss provisions to 

total assets (EBTP) is 2,97%. Both the variables, as well as the total capital ratio, are, as expected from 

§2, inversely correlated with bank size. 

 

Table 4 All banks 

 
 

 

Table 5 Small banks 

 
 

 

Table 6 Medium banks 
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Table 7 Large banks 

 
 

 

The empirical analysis aims at detecting whether different size banks behave differently in the use of 

loan-loss provisions as a tool for regulatory capital management, for income smoothing, and as a signal 

to the market, according to the hypotheses described in the previous section. Shedding more light on 

the existence of differences in provisioning practices is relevant from the banking authorities’ 

perspective, because higher accounting discretionary power can be an important competitive advantage 

for some banks relative to others and render ineffective the “leveling playing field” objective that 

international regulators pursue. 

 

The basic model for the comparison is based on previous equation, which is estimated for the whole 

sample and separately for banks of different size, according to the TA classification stated in § 4. The 

model has been also estimated secluding the last two years (2018-2019) to evaluate the impact of the 

implementation of IFRS9. 

 

Table 8 All banks (2011-2019) 
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Table 9 All banks (2011-2017) 

 
 

 

The results show that: 

 

the GDP growth rate (GDPR) is significantly associated with the ratio of loan-loss provisions to total 

assets for the whole sample. Consequently, we find evidence of banks’ pro-cyclical behavior: an 

economic downturn forces banks to increase LLPs. The rational for such a behavior can be traced back 

to the awareness that an economic downturn could result in higher credit risk exposure; 

the TCR in slightly significant for the LLPs dynamic. As stated, if poorly capitalized banks are less 

willing to make loan-loss provisions to increase regulatory capital endowment. The small figure of TCR 

coefficient might therefore be interpreted as limited discretionary in the definition of the LLPs; 

the EBTP is positively associated to the LLPs, thus giving raise to the income smoothing usage of LLPs, 

especially in “rainy day”; 

the variable SIGN is significant but negative. Therefore, discretionary in loan-loss provisions is 

correlated to changes in future earnings. Nevertheless, the decrease in the LLPs against EBTP increase 

might be interpreted either as the absence of the signaling hypothesis or as lack of discretionary in 

provisioning; 

the negative sign on the GL could represent an overall improvement in the credit lending process, 

probably mainly due to the general drive towards a reduction of NPE even from regulators; 

needless to say that LLPs are positively correlated with the impaired loan and increase in TA, thus 

accounting for a physiological growth in the credit risk according to the loan expansion. 

Table 10 and 11 report values of coefficient for all regressions. The barred cell exhibit figures that are not 

statistically significant at 1% or at 5%. 

 

Table 10: Full period (2011-2019) 

  All Small Medium Large

Independent Variable Coefficient Coefficient Coefficient Coefficient 

GDPR -0,0004744 -0,0002192 -0,0003991 -0,0007009 
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TCR 0,000095 0,000226 0,000094 -0,000019 

EBTP 0,2644928 0,1734691 0,6660653 0,1849566 

SIGN -0,218172 -0,2732727 -0,0689422 -0,0472744 

GL -0,0159358 -0,011315 -0,0190391 -0,0082053 

IL 0,0443482 0,048902 0,0477276 0,0482731 

TA 0,0032936 0,0028147 0,0096393 0,0037803 

Table 11: Restricted period (2011-2017) 

  All Small Medium Large

Independent Variable Coefficient Coefficient Coefficient Coefficient 

GDPR -0,0004354 -0,0002052 -0,0003056 -0,0006301 

TCR 0,0000938 0,0001916 0,000091 -0,0000501 

EBTP 0,2623675 0,1437928 0,7429283 0,1991897 

SIGN -0,2158839 -0,2640454 -0,0386505 -0,0135444 

GL -0,0151309 -0,007604 -0,0191615 -0,0074526 

IL 0,0436339 0,0495342 0,0475869 0,0494596 

TA 0,003454 0,0024995 0,0105656 0,0046948 

 

Table 12 Small banks 2011-2019 

 
 

 

 

 

 

 

 



   74 
 

Table 13 Small banks 2011- 2017 

 
 

 

 

Table 14 Medium banks 2011 – 2019 

 
 

 

 

 

 

 

 

 

 

 

 



   75 
 

 

 

Table 15 Medium banks 2011 – 2017 

 
 

 

 

Table 16 Large banks 2011 – 2019 
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Table 17 Large banks 2011 – 2017 

 
 

 

Results shows that the GDP growth rate (GDPR) is significantly associated with the ratio of loan-loss 

provisions to total assets for all the group intermediaries, except for small banks. Consequently, we do 

find evidence of banks’ pro-cyclical behavior, which is somehow unexpected for small banks because of 

the introduction of IFRS9, although the time length embraces just two years. 

 

For all intermediaries, the coefficient of the ratio of non-performing loans to total assets (IL) is positive 

and significant. This is an expected result because it confirms the direct relation between LLPs and the 

considerable institutional and operational effort towards the reduction of the impact of credit risk. The 

estimated sensitivity of loan-loss provisions to the amount of customer loans is negative and significant 

even including the IFRS9 years. The negative sign of the coefficient does not confirm the prudent 

behavior by bank managers highlighted by Beaver and Engle (1996) in their paper on a sample of large 

U.S. banks. The average value of the coefficient on the IL does not show relevant value differences 

among groups, providing evidence of a stable contribution to LLPS. This implies that there is no 

proportionality in the provisioning process. 

 

Although the analysis of the impact of the IFRS9 considers just two years, expected credit loss 

methodologies might intensify the adverse effect of the prospective negative economic cycle especially 

for small banks. A confirmation of the judgmental impact of the IFRS9 implementation can be gained 

by regressing the ROE on IL with IFRS (2011-2017) e without IFRS (2018-2019) (Table 19 and Table 

20). As can be easily seen, the last years show a substantial increase in the negative relationship 

between the two variables, despite the overall improvement in the credit lending process. 
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Table 18 ROE and IL 2011-2017 (Small banks) 

 
Table 19 ROE and IL 2018-2019 (Small banks) 

 

 
 

As to the three hypotheses to be tested, the ratio of earnings before taxes and loan-loss provisions to 

total assets (EBTP) is positively associated with bank loan-loss provisions and is significant in all 

estimation, thus strongly supporting the income smoothing hypothesis. It is noteworthy that 

contribution of this independent variable is extremely relevant and shows significant difference across 

groups. For the whole sample, the EBTP contributes for more than ¼ of the LLPs variability and it does 

not show any significant figure distinction with the implementation of the IFRS9. Small banks and large 

appear to be less prone to income smoothing than medium banks where the coefficient provides for 2/3 

and ¾ of the LLPs dynamics. 

 

As to the signaling behavior, the coefficient of the variable SIGN is either negative or not significant. 

Consequently, our analysis does not support the signaling hypothesis concerning the use of loan-loss 

provisions as a tool to convey information about their future earnings to the market according to the 

prevailing literature. Nevertheless, the coefficient needs some attention because, as can be easily seen, 

where significant, it accounts for a relevant quota of the LLPs dynamics. On average for the whole 

sample the contribution is more the 1/5 and it is significant for small banks with some figure difference 

both with and without IFRS9 (Tables 10 and 11). This might be interpreted as a substantial tightness of 

the provisioning both for lack of discretionary and for stiffness of assessment arising from the NPE 

shrinkage. In this perspective, small banks appear to be no flexible as far as the provisioning is 

concerned. 
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Our evidence does not confirm the capital management hypothesis, since the coefficient of TCR is 

statistically significant only for small banks, thus entailing that these intermediaries can use only 

slightly LLPs to manage their capital ratios before the introduction of IFRS9. 

 

Finally, coefficients on TA defined as the logarithm of the book value, , always positive, shows an 

extreme moderate impact of the business growth on the LLPs thus providing evidence of not sufficient 

diversification of portfolios since, as recently verified, costs of diversification outweigh its benefits, 

especially for large financial intermediaries (Ciocchetta, 2020), including global systemically important 

banks (G-SIBs). The coefficient is not significant for small banks, thus confirming once again the 

stiffness of the provisioning process with and without IFRS9. 

 

Moreover, we add time dummy in the right side of the regression equation to control for different 

impact for small banks. Specifically, the “small” dummy takes the value of 1 for small banks, defined as 

stated as the first quartile of the TA distribution, and the null value for all the others. Table 18 presents 

the results of the estimation on the pooled sample to detect whether we find differences between small 

banks and the other institutions. The dummy variable “small” is positive and statistically significant, 

meaning that small banks are characterized by a significantly higher amount of loan-loss provisions to 

total assets if compared to other banks. This is consistent with the idea that small banks are devoting 

more resources to the impact mitigation of credit risk in order to reach the target level of exposure. 

 

The interaction term S●GDPGR is statistically significant, entailing that small banks do not show the 

same of pro-cyclical behavior as others. Regarding the non-discretionary variables, we find that small 

banks’ provisioning decisions based on the amount of non-performing loans do not show differences 

statistically significant (the interaction term S●IL is not significant). The interaction term S●GL is 

positive but not statistically significant, entailing that the sensibility of small banks’ provisions to 

changes in the amount of the loan portfolio is equal to other banks. 

 

As to our discretionary management hypotheses, we find evidence of different behavior between small 

banks and all the others regarding income smoothing, capital management and signaling. Particularly, 

the coefficient of the interaction term S●EBTP is negative and statistically significant. This provides 

further support to the difference already highlighted: small banks seem to be less prone to use LLPs to 

smooth their income. The interaction term S●TCR is characterized by a coefficient positive and 

statistically not significant, thus confirming the difference already pointed out about the capital 

management hypothesis. In any case, the effect is negligible given the small magnitude of the 

coefficient. The same evidence can be found for the signaling hypothesis, since S●SIGN is negative and 

significant at 1% confidence level, which means that, more than the rest of the sample, small banks do 

not use loan loss provisions to convey a signal about future earnings due to the burden of the current 

regulatory constraints on their provisioning policies. Small banks exhibit more rigidity in the balance 

sheet architecture. 
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Table 20 Small banks differential analysis 2011-2019 

 

 
 

6. This paper reexamines earnings and capital management, and signaling explanations for the choice, 

by banks, of loan-loss provisions for a sample of 1684 banks from the main 4 Euro Area countries 

(Germany, France, Italy, and Spain) over the 9-year period 2011-2019, using data from the Bankfocus 

database. The paper also develops a comparison between these banks of different sizes in the overall 

provisioning policies. How banks account for impaired loans has a strategic impact on their reported 

earnings and capital and has been largely investigated by previous literature. 

 

We investigate whether small banks behave differently relative to other institutions, since a deeper 

knowledge on provisioning practices can make more effective the supervisory objective of leveling the 

playing field from the regulators’ perspective. 

 

Overall, we find evidence that: (i) loan-loss provisions reflect changes in the expected quality of banks’ 

loan portfolio, measured by the amount of non-performing loans; (ii) earnings management is an 

extremely important factor affecting provisioning decisions for banks; (iii) the desire to signal private 

information to outsiders does not explain provisioning policies for sample intermediaries. Though 

always linked to the credit portfolio quality, EA institutions’ LLPs appears to be pro-cyclical and are 

used to smooth income over time but not for managing their capital ratios or to convey private 

information to the market. 

 

Besides, we found strong evidence of a considerable anelasticity of the provisioning in small banks, thus 

giving rise to a fundamental question on the effectiveness of “proportionality principle”. The detection 

of such effect forces us to explore the cause, since it can be traced back to both diseconomies of scale 

and regulatory diseconomies. This is our main future research prospect. 
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As far as the expected credit loss (ECL) methodologies are concerned, beyond the general point that 

IFRS 9 can become procyclical in a severe economic downturn, such as the current COVID-19, we find 

that there is a judgmental impact for small banks. ECL methodologies have long been promoted by the 

supervisory community for their potential to enhance the transparency of financial statements and 

improve the accuracy of reported loan values and associated expected credit losses. In addition, they 

require banks to provision earlier in the credit cycle, helping to mitigate the excessive procyclicality 

associated with the incurred loss model. This is certainly true in the prospect of a growing cycle. 

However, coping with a negative cycle, ECL methodologies could substantially aggravate the 

profitability for the “anticipation” of prospective losses. In the wake of the Covid-19 pandemic, there 

have been calls to either delay the application of ECL provisioning frameworks or to apply the standards 

with greater flexibility. These pleas are premised on the notion that banks should support the real 

economy in these unprecedented times, and that an overly conservative application of ECL provisioning 

in the current circumstances could lead to a spike in banks’ non-performing loans, thus increasing 

provisions, lowering earnings and pressuring regulatory capital. This, in turn, may affect the availability 

of credit to affected consumers and businesses (Zamil, 2020). 

 

Research on the use of loan-loss provisions is meaningful for banking supervisors who will have to 

ensure that provisions cover expected losses, and that capital is used for unexpected losses. From a 

prudential point of view, the empirical evidence points out the need for a sound accounting framework. 

A natural extension to the analysis developed here is the consideration of a more in-depth study that 

takes account of specific factors and regulatory practices in individual countries. In this area an 

interesting future research prospect could be a comparison with the US (Masera 2019 and Petropoulou 

2020), where One Size Fits All (OSFA) regulation has not be adopted and the ECL methodologies will 

be mandatory for most banks from 2023. A comparison between the two systems for the same time 

could offer an insight on some ad-hoc “exemptions” to ECL systems in case of steady economic 

downturn. More generally a comparison of banks performance on the two sides of the Atlantic should 

help avoid/contain the pitfalls of non ergodic stochastic systems and there attendant path dependence 

(Hicks 1980, Tsay 2010 and Peters 2019). 

 

Further research should also attempt to provide evidence on the usefulness of the reform of LLPs, with 

particular attention to the impact of calendar provisioning, dramatically highlighted by the COVID-19 

pandemic. 
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[1] The impact of IFRS 9 on the procyclicality of loan loss provisioning is ambiguous. Provisioning for a 

next economic downturn under the expected credit loss model may be rather abrupt, if an initial turning 

point in the business cycle is taken to forebode a serious business cycle downturn, triggering large loan 

loss provisioning in anticipation of future loan impairment. The introduction of the expected credit loss 

model thus could lead to a concentration of loan loss allowances at the time of an initial economic 

downturn, with possible negative ramifications for financial stability. Simulations by Abad and Suarez 

(2017) confirm this by showing that IFRS 9 will concentrate the impact of loan loss allowances on 

profitability and the CET1 ratio at the beginning of the economic cycle, yielding that banks will face a 

higher yearly probability of having to be recapitalised. 

 

[2] The list of banks used for Supervisory Banking Statistics comprises banks designated as significant 

institutions (SIs) and thus directly supervised by the European Central Bank (ECB). Size-based 

classification (expressed in terms of total assets) is linked to the bank systemic importance and risk-

taking. Dataset classification thresholds are defined in such a way as to foster comparability with the 

existing SSM and European Banking Authority (EBA) practices, distinguishing between global 

systemically important banks (G-SIBs; as listed by the Financial Stability Board (FSB)), large banks, 

medium-sized banks (two subcategories) and small banks. The EBA has defined an asset threshold of 

€200 billion for the identification of large institutions that are potentially systemically relevant. 

Moreover, since one criterion for identifying banks as “significant” under SSM regulations is that their 

total assets should exceed €30 billion; this threshold has been used to distinguish “small banks” which 

enter the SI list via the other criteria. Finally, medium-sized institutions include all those that fall 

between small and large and are clustered in two buckets separated by a €100 billion threshold. 
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[3] Nevertheless, it is noteworthy that income-based measures could overestimate the degree to which 

some credit institutions are engaged in non-credit activities since loans can generate both interest and 

noninterest income in terms of fees; therefore asset-based measures are more useful for distinguishing 

between activity categories (Ciocchetta, 2020). 

 

[4] The classification of a loan as an NPL is “objective evidence that the loan should be assessed for 

impairment”. 

 

[5] The point at issue is that macroprudential and microprudential approaches can lead to different 

conclusions. The expected loss approach can itself lead to procyclicality in case of extremely adverse 

economic developments: excessive tightening of credit with further adverse economic consequences. 

The need for extraordinary fiscal and monetary support measures was predicated precisely because 

indebted firms may not suffer a fundamental deterioration in the lifetime probability of default. The 

complex two-way relationship has been recognized by the ECB itself, 2020a and 2020b. 

 

[6] The bank data used in this paper for the estimates are constrained by the availability of information 

on some variables needed for this research. 
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Monetary policy in the face of the covid-19 crisis: the 
interesting case of theUunited Kingdom 
 
by Marco Bodellini and Dalvinder Singh 

 

Abstract: In front of the first signals of the economic crisis caused by the Covid-19 pandemic the Bank 

of England has immediately intervened trying to limit the negative impact of the measures adopted by 

the Government to reduce the spread of the virus Accordingly, the British monetary authority has 

implemented several expansive non-conventional monetary policy measures, with the goal to support 

economic activities while enabling the banking and financial system to continue properly functioning, 

facilitating lending to businesses and households and allowing the Government to keep on issuing 

debt. The Bank of England’s initiatives have been both very relevant and innovative with regard to 

some of the measures adopted. Its experience thus is particularly interesting from an international 

perspective. 

 

Summary: 1. Introduction. – 2. The role of the Bank of England within the British system. – 3. The Bank 

of England Act 1998 and the Bank of England’s full independence in monetary policy matters. – 4. The 

Financial Services Act 2012 and the Bank of England and Financial Services Act 2016. – 5. The broad 

set of functions and powers of the Bank of England: an issue of accountability?. – 6. The relationships 

between the Treasury and the Bank and the former’s powers of override. – 7. The monetary policy 

measures adopted by Bank of England to face the Covid-19 crisis. – 7.1. The new quantitative easing 

program. – 7.2. The Ways and Means facility. – 8. Concluding remarks. 

 

1. In the face of the Covid-19-provoked crisis, the Bank of England (BoE or the Bank) has performed a 

fundamental function by quickly intervening with a view to reducing the economic damages caused by 

the pandemic and by the Government measures aimed at limiting the propagation of the virus. 

 

Through expansive non-conventional monetary policy measures,[1] its aim has been to tackle the 

economic activities reduction, while enabling the banking and financial system to keep on properly 

working, facilitating the flow of credit to businesses and households and allowing the British 

Government to continue issuing public debt.[2] 

 

The BoE’s initiatives have been particularly vigorous and, to a certain extent, innovative with regard to 

the measures implemented; therefore the British experience results particularly interesting. 
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In discussing the monetary policy measures adopted by the BoE to tackle the Covid-19 crisis, this article 

is divided as follows; after this introduction, section 2 focuses on the role of the Bank within the British 

system; section 3 analyses the Bank of England Act 1998 which has granted to the BoE the full 

independence in monetary policy matters; section 4 deals with the Financial Services Act 2012 and the 

Bank of England and Financial Services Act 2016; section 5 describes both functions and powers of the 

BoE, focusing on accountability issues; section 6 looks at the relationships between the Treasury and 

the Bank as well as on the former’s powers of override; section 7 focuses on the BoE’s monetary policy 

measures implemented to tackle the Covid-19 crisis and section 8 provides some concluding remarks. 

 

2. Over the last two decades, the BoE has gone through a number of reforms and structural changes 

impacting its functions, its powers and its internal organization.[3] Accordingly, its tasks have been 

significantly expanded, by including prudential supervision and crisis management, in addition to 

monetary policy and keeping financial stability, thereby transforming the UK system in a central-bank 

based system.[4] 

 

As a consequence, the BoE is today the British independent authority in charge for: a) micro and macro 

prudential supervision, b) supervision of market infrastructures, c) resolution and crisis management, 

d) monetary policy and central banking, e) issuance of bank notes, f) emergency liquidity assistance 

provision. 

 

Against this background, the BoE has a dual mandate(ortwin mandate) that encompasses both the 

objective of keeping price stability and the objective of maintaining financial stability (and, secondarily, 

the objective to support the Government’s economic policy, including growth and employment).[5] The 

Bank’s dual mandate is reflected in its internal organization which relies on a number of committees, 

namely: a) the Monetary Policy Committee (MPC), established in 1998, in charge for monetary policy, 

b) the Financial Policy Committee (FPC), established in 2012, with the task of identifying, monitoring 

and removing or reducing systemic risks to protect the financial system, and, c) the Prudential 

Regulatory Committee (PRC), established in 2016, in charge for making the most relevant decisions of 

the Prudential Regulation Authority (PRA).[6] 

 

Yet, such reforms were all adopted on the grounds that ‘a transparent, accountable and well-governed 

central bank is essential not only for effective policy, but also for democratic legitimacy’.[7] 

 

3. The BoE was eventually given full independence for monetary policy purposes in 1998 through the 

Bank of England Act 1998, even though, unlike in the case of other central banks, there is no 

‘declaration of independence’ protecting the Bank from political interference.[8] The fact the Bank’s 

independence is not enshrined in the Constitution can potentially make it easy to repeal it through 

ordinary legislation, although this is made unlikely by non-legal reasons.[9] 

 

In the 1990s a broad consensus had emerged in relation to the economic benefits arising from granting 

central banks ‘instrument independence’ over monetary policy.[10] In this regard, a distinction was 

made between ‘goal independence’, referring to the central bank being free to set its monetary policy 

goals, and ‘instrument independence’, referring to the central bank being free to choose the means 
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through which it tries to achieve its goals.[11] The second option was preferred also in the UK and 

accordingly, with the 1998 Act, the BoE was given statutory objective(s) for maintaining price stability 

and, subject to that, supporting the Government’s economic policy.[12] Against this backdrop, the MPC 

was created and provided with instrument independence in conducting monetary policy. 

 

On these grounds monetary policy is performed in the UK as follows: ‘1) Parliament sets the Bank the 

goal of maintaining price stability;[13] 2) Parliament empowers HM Treasury to define this on an 

annual basis;[14] 3) the Bank has operational independence in setting policy to achieve price stability 

(and is accountable to HM Treasury and Parliament for doing so); 4) yet this operational independence 

is not immutable and can be overridden by HM Treasury in extreme economic circumstances; 5) but 

should HM Treasury wish to do so, it can only do so transparently and with the approval of 

Parliament’.[15] 

 

4. As a legislative response to the global financial crisis of 2007-2009, the Financial Services Act 2012 

was adopted to give to the BoE responsibility for overseeing the UK financial system as a whole.[16] 

Accordingly, the FPC was established and a new regulator, the PRA, was set up, at the outset as a 

subsidiary of the BoE, and then it was incorporated within the Bank itself.[17] 

 

Since with expanded responsibilities ‘comes the need for effective transparency, genuine accountability 

and robust governance arrangements’,[18] in 2014 the BoE proposed a series of changes aimed at 

enhancing its transparency, accountability and governance.[19] 

 

In order to strengthen the ability of the Parliament and of the public to hold the Bank accountable for its 

actions, the latter proposed: 1) improvements to MPC transparency, including the publication of the 

minutes of its discussions and its Inflation Report alongside the announcement of its policy decision; 2) 

the publication of the minutes of Court of Directors meetings; 3) the simplification of the governance 

and structure of the Bank’s Court of Directors; 4) the alignment of the status of the FPC and the PRA 

Board with that of the MPC.[20] 

 

In relation to MPC transparency, the BoE, by accepting the recommendations formulated by Kevin 

Warsh, a former Governor of the Federal Reserve, in his Independent Review of the MPC’s 

processes,[21] decided to publish, with an appropriate delay (i.e. 8 years), the transcripts of that part of 

its meeting at which policy is decided, as well as both the minutes of its policy meetings and the 

Inflation Report at the same time as its policy decision.[22] 

 

The MPC decided also that it would have continued to meet monthly and to decide the stance of 

monetary policy at every meeting, but ‘from 2016, eight of the twelve meetings will be roughly evenly 

spaced throughout the year, with one meeting roughly halfway between each quarterly Inflation Report. 

The remaining four meetings will be used both to decide the monetary policy stance and to hold joint 

MPC-FPC discussions on topics of mutual interest’.[23] 

 

With regard to the cooperation between the MPC and FPC, both committees considered it appropriate 

to enhance their interaction by scheduling four joint meetings per year.[24] 
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Since April 2013, due to amendments to the 1998 Act, the Bank has published the minutes of its Court 

meetings six weeks after the meeting to which they relate, or, if there is no further meeting within that 

period, then two weeks after the date of the next Court meeting.[25] However, the minutes from 1914 to 

March 2013 had remained unpublished. Therefore, with a view to enabling the Parliament, through its 

Treasury Committee, to hold the Bank to account, the latter decided to publish also the minutes of the 

historical court meetings.[26] 

 

The Bank also proposed to simplify its governance structure as direction and oversight were split 

between two statutory Boards, i.e. the Court and the Oversight Committee, with overlapping 

functions.[27] Based on previous experience gained over 18 months, the BoE thought that a single 

unitary board could have been more effective both in managing the Bank and in delivering a more 

convincing framework for accountability.[28] 

 

The MPC was already a Committee of the Bank operating under objectives set in legislation, namely ‘to 

maintain price stability and, subject to that, to support the economic policy of Her Majesty’s 

Government, including its objectives for growth and employment.’[29] This structure was considered 

very effective and therefore it was suggested that also the FPC and PRC adopted the same structure.[30] 

 

The changes suggested by the BoE that needed legislative action to become effective have been 

implemented through the Bank of England and Financial Services Act 2016, whose most 

relevantelements are: 1) improvement of the accountability and governance of the BoE by making its 

Court of Directors a smaller, more focused and unitary board; 2) implementation of the 

recommendations of the Warsh Review by moving the MPC to a schedule of a minimum of 8 meetings a 

year; 3) finalization of the Governor’s ‘One Bank’ reforms by bringing the PRA within the Bank, ending 

its status as a subsidiary, and establishing a new PRC; 4) changes to the FPC, through making it a 

statutory committee of the Bank, in line with the MPC and the new PRC; 5) appointment of a new 

Deputy Governor for Banking and Markets in legislation, adding the position to the Court of Directors 

and the FPC; 6) bringing the Bank within the purview of National Audit Office (NAO) value for money 

studies, improving transparency and accountability for its use of resources; 7) further coordination 

arrangements between the Treasury and the Bank in protecting taxpayers and the wider economy from 

bank failures.[31] 

 

5. As mentioned, through the legislative initiatives adopted in the aftermath of the global financial crisis 

of 2007-2009, the BoE has been given a much broader set of functions and consequently of powers than 

it was previously the case. The Bank is indeed the monetary authority, the lender of last resort, the 

macro-prudential supervisor, the micro-prudential supervisor, the financial markets infrastructure 

regulator and the resolution authority. But as well-known, ‘with power comes responsibility’.[32] 

Against this backdrop, accountability plays a pivotal function for a democracy to properly function. 

Despite its evanescence, accountability has been clearly defined as ‘an obligation owed by one person or 

institution (the accountable) to another (the accountee) according to which the former must give 

account of, explain and justify the actions, omissions or decisions taken against criteria of some kind, 

and take responsibility for any fault or damage’.[33] For such an obligation to be properly discharged by 
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the accountable, which means for this system to work, then an accountee capable of holding the latter to 

account is needed. And in this regard, the existential question pertains to who can effectively act as the 

accountee, or in other words, ‘to whom should the Bank of England be accountable?’.[34] In a 

parliamentary democracy, Parliament is regarded as the best-suited institution to play the role of 

guarding the guardians of monetary and financial stability.[35] Even though this is true from a purely 

theoretical perspective, in practice typically an issue arises. In fact, for such a check and balance system 

to effectively function, Members of Parliament (MPs) need to have a deep understanding of monetary 

and financial matters as, otherwise, the control would simply be ineffective.[36] An efficient mechanism 

to enable MPs to successfully perform this task, which was proposed back in 1997, is the creation by the 

Treasury Committee of a sub-committee with the specific role of monitoring the Bank.[37] Of course, 

this mechanism of control can work if the members of such a sub-committee have ‘the technical 

expertise required to deal with monetary matters’ and are multi-partisan, on the very assumption that 

‘accountability requires knowledge’.[38] Accordingly, those MPs, who are members of the Committee 

(or sub-committee), are meant to act as a ‘filter for the house in holding the Bank of England 

accountable to Parliament’.[39] 

 

The BoE is accountable to parliament (House of Commons), to judicial review and to audit control. And 

it should also be accountable to the Treasury.[40] In this regard, the most critical aspect relates to the 

balance to be struck between the right amount of independence that the Bank should be given and the 

degree of accountability which should be proportionate to the powers and functions assigned to it. 

‘Indeed, if too much independence can lead to the creation of a democratically unacceptable ‘state 

within the state,’ too much accountability threatens the effectiveness of independence’.[41] The 

importance of independence arises from the need to de-politicise the ‘pursuit of monetary policy and 

financial stability’.[42] In this regard, ‘Parliamentary accountability provides the democratic legitimacy 

that an independent central bank would otherwise lack’.[43] 

 

Also, for an accountability mechanism to properly work, it needs to clearly set objectives or standards 

according to which an action or decision is to be assessed.[44] This is to say that ‘accountability implies 

an obligation to comply with certain standards in the exercise of power or to achieve specific goals’.[45] 

 

With specific regard to monetary policy, the BoE is meant to put in place measures with a view to 

reaching the inflation target set by the Chancellor. Such inflation target, therefore, ‘provides a clear 

quantifiable indicator’.[46] By contrast, in the area of financial stability there are no universally 

accepted standards to comply with. And this of course creates an issue in terms of accountability, since 

with no criteria to follow, then the content of the obligation becomes vague and its discharging difficult 

to assess.[47] 

 

Still, another important component of accountability relates to the distinction between ex ante 

accountability and ex post accountability, since accountability can be exercised either before/during the 

process of taking the decision/action, or after that the decision/action has been taken.[48] 

 

Significant is also the relationship between transparency and accountability. In this regard, whereas 

‘accountability is an obligation to give account of, explain and justify one’s actions’, differently 
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‘transparency is the degree to which information on such actions is available’.[49] The main issue with 

transparency is that it can end up creating panic. Accordingly, certain supervisory decisions require a 

degree of confidentiality, given the psychological connotations of bank panic and contagion.[50] This, 

by contrast, is not the case in the area of monetary policy where the arguments in favour of 

transparency largely overcome the ones relating to confidentiality.[51] 

 

A different issue pertains to the hierarchy between the different objectives that the Bank is meant to 

achieve and the possible conflict of interests between them. ‘Performance accountability is facilitated 

when there is one goal, rather than multiple goals, and when that goal is narrowly defined rather than 

formulated in broad terms. If there are multiple goals, a clear and unambiguous ranking is better than 

no ranking at all’.[52] 

 

In terms of procedures or mechanisms to enable parliamentary accountability, the following are 

regarded as useful instruments: 1) a full annual report of the Bank’s operations and accounts to be first 

debated by the Treasury Committee and then submitted to the House of Commons with an explanatory 

note drafted by the Committee itself; 2) a report drafted by the Court of the Bank once per year 

reviewing performances and procedures of the MPC to be presented first to the Treasury Committee 

and then submitted to the House of Commons with an explanatory note; 3) special reports which could 

be requested by the Treasury Committee and/or by the House of Commons in emergency situations or 

special occasions; 4) appearances of the Governor, Deputy-Governors and Members of the MPC before 

the Treasury Committee and the House of Commons both on a regular basis and in special 

circumstances; 5) the advice of the Treasury Committee to be requested for the appointment of the 

Governor and the Members of the MPC; 6) inflation targets, to be set by the Chancellor, should be first 

discussed by the Treasury Committee and then by the House of Commons.[53] 

 

6. The relationships between the Treasury and the Bank are based on strong cooperation and 

coordination between the two. ‘Accordingly, there is a broad suite of formal and informal mechanisms 

to manage when different views on issues of policy or a course of action to be taken emerge’.[54] 

 

The BoE operates in accordance with a statutory framework set by Parliament. Such a framework is 

designed to ensure that the Bank is free from day-to-day political influence and direction. Still 

coordination becomes particularly important in areas placed at the border between fiscal policy, 

monetary and financial stability. In this regard a review on the monetary policy framework conducted 

by the Treasury in 2013 ‘highlighted that the development of new unconventional instruments (such as 

Quantitative Easing) should include consideration with Government of appropriate governance and 

accountability arrangements to ensure that the respective objectives of the government and central 

bank are clear and transparent’.[55] The need for such fiscal central bank coordination in relation to 

such instruments is important because the instruments risk blurring the line between monetary and 

fiscal responsibilities, as such policies can 1) involve credit risk (which ultimately has implications for 

the taxpayer as governments back the public sector balance sheet) and 2) influence credit allocation 

(which raises the question about the appropriate role of central banks in such decisions).[56] 
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On top of all this, a wide range of supporting coordination mechanisms are in place between HM 

Treasury and the Bank, specifically in relation to the three statutory committees and also more 

generally.[57] 

 

However, in specified circumstances, HM Treasury has a set of backstop legal powers to override the 

Bank.[58] The four powers of direction that HM Treasury has over the BoE are: 1) general power of 

direction ‘in the public interest’, introduced as part of the post-war legislation that took the Bank into 

public ownership in 1946; 2) reserve power over monetary policy ‘in extreme economic circumstances’, 

retained by the Treasury at the time the Bank was granted operational responsibility for monetary 

policy in 1998; 3) power to direct the Bank to comply with EU law or other international obligations in 

the field of firm supervision, granted in 2012; and 4) specific power of direction as a crisis-management 

tool where public money is at risk, introduced as part of post-crisis legislative reforms.[59] 

 

These powers and their extension have led commentators to argue that ‘the Bank of England’s 

independence from HM Treasury is a complicated affair, and one which has evolved over time in a 

piecemeal fashion’.[60] 

 

7. In the face of the first negative effects of the pandemic on the British economy, the BoE has 

immediately intervened by taking a number of vigorous monetary policy measures aimed at achieving 

the price stability objective (inflation target of 2%),[61] on one side, and at limiting the recessive impact 

of the crisis, on the other side.[62] 

 

The main technique deployed to implement such measures has been the remarkable expansion of the 

Bank’s balance sheet[63] through creating reserves,[64] which has been further justified by the 

consideration that the BoE is meant not only to keep price stability but also to maintain financial 

stability, (and secondarily to support the Government’s economic policy, including growth and 

employment).[65] 

 

The most relevant measures so far adopted by the BoE have been: 1) Term Funding Scheme with 

additional incentives for SMEs (TFSME);[66] 2) Covid Corporate Financing Facility (CCFF);[67] 3) 

Asset Purchases Facility (APF);[68] 4) interest rates reduction from 0,75% to 0,1%;[69] 5) Contingent 

Term Repo Facility (CTRF);[70] 6) extension of the Ways and Means facility.[71] 

 

The BoE’s action has been supported by HM Treasury since the very beginning. Such close interaction 

between the two institutions has been particularly important to implement the CCFF, that is a tool 

meant to provide liquidity to large companies hardly hit by the crisis. The financing takes place through 

the purchase of commercial papers. The BoE acts on behalf of the Treasury that, therefore, bears the 

borrowers’ risk of default.[72] The CCFF is thus a Government program since it is the Government that 

decides the amount of the financing, the beneficiaries and the terms. The latter releases a guarantee to 

the BoE that in turn implements the Government’s decisions by creating reserves.[73]  

 

7.1. On 19 March 2020, the MPC decided to increase the size of the quantitative easing program already 

on-going up to the amount of 645 billion pounds,[74] equal to 7,4% of the British GDP.[75] The main 
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reason for this decision was the condition in which financial markets ended up in March 2020. Indeed, 

they experienced a tremendous shock that could be dealt with only through a massive quantitative 

easing program.[76] Interestingly, the program has been subsequently further increased of additional 

100 billion pounds on 17 June 2020[77] and of additional 150 billion pounds on 5 November 2020, 

reaching the total amount of 895 billion pounds.[78] 

 

The increase of the program is a remarkable element but what is even more significant is the underlying 

reasoning which supports the inherent decisions. In this regard, it has been argued that in a crisis like 

the one provoked by the pandemic it is better to err by adopting excessive measures which can then be 

reduced, rather than to take insufficient initiatives which could leave the economic system paralysed by 

low or even absent inflation.[79] The reason justifying such an approach is that should the economy 

stagnate due to low growth and absent inflation, monetary policy would not have effective instruments 

to intervene to reach the 2% target. Therefore, monetary authorities must act asymmetrically; namely, a 

reduction of monetary policy measures must be gradual, whereas, should a monetary stimulus be 

necessary, this should be provided very quickly.[80] Indeed, if thanks to expansive measures the 

economy were to be able to recover through sustained growth, monetary authorities would have the 

tools to reduce the measures before that excessive demand could create inflation. In the opposite 

scenario, by contrast, if the stimulus provided were to be insufficient, the economy would end up in a 

deflationary spiral almost impossible to handle, which in turn could provoke high costs in the long run, 

such as business failures and unemployment.[81] In other words, the main concern within the MPC is 

that the economic recovery could be to slow since this might result particularly expensive due to the 

inability of the economic system to fully operate.[82] 

 

It is also worth noticing that, although currently in the context of the quantitative easing program the 

purchase of financial instruments can take place only on secondary markets, the BoE has expressively 

declared that it will keep on assessing the appropriateness of buying instruments also on primary 

markets.[83] Such a position has made some commentators argue that the BoE could eventually change 

paradigm and purchase treasury gilts and corporate bonds at the time of their issuance.[84] 

 

7.2. In this context even the decision jointly made by the BoE and the Treasury to remove the cap to the 

so-called Ways and Means facility is very significant. The latter is a credit line provided by the BoE to 

the Treasury which used to be capped to the amount of 400 billion pounds. 

 

Through the removal of such cap, the aim is to enable the Treasury to borrow with no quantitative 

limitations from the BoE, that is thus meant to finance the former through the creation of reserves. The 

use of such credit line has been, nevertheless, limited through some restrictions aimed at preserving the 

Bank’s independence. Accordingly, the facility will be available only until the end of 2020 and will allow 

the Treasury to rely on extra financial resources should the market for Treasury gilts freeze due to the 

pandemic. This is particularly relevant in light of the massive public intervention put in place by the 

British Government to support the economy which in turn will determine a significant increase of the 

deficit and thus of public debt.[85] 
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From the balance sheet perspective, the way of working of this facility is not different from a 

quantitative easing program in which public debt is bought by the central bank. In both cases, the 

central bank issues reserves that are then used to finance the government. 

 

Yet, the very difference is that whereas in a quantitative easing program the initiative is taken by the 

central bank, in the case of the Ways and Means facility, after its granting and the removal of size 

limitations, the decision to draw it is made by the Government on its own.[86] 

 

Despite the introduction of some restrictions to its use (primarily its expiration at the end of the year), 

such a decision has opened up a lively debate among scholars, policy-makers and commentators 

principally focused on two main interrelated aspects. The first criticality relates to the potentially 

inflationary effect of such a credit line. The second one is that this measure can end up being pure 

monetary financing since the BoE creates central bank money to finance (at least potentially) the State’s 

deficit. The most serious concern pertains to the risk that the BoE’s independence could be reduced or 

affected, thereby undermining the very raison d’être of a central bank with monetary policy functions 

separated by the Government. 

 

Both criticalities have been analysed, discussed and tackled by the BoE. Particularly, according to the 

MPC, currently, there is no risk of inflation, since the Covid-19 crisis, by negatively affecting both 

demand and supply of goods and services,[87] will significantly decrease inflation, which could reach its 

target level of 2% only in 2022.[88] On top of this, because of its limited duration such a credit line will 

not be able to influence the BoE’s monetary policy and thus its ability to reach the inflation target.[89] 

 

In relation to the monetary financing concern, the BoE has publicly intervened arguing that this is 

mostly an issue of definitions.[90] The term ‘monetary financing’ is not always understood and 

interpreted in the same way, and according to the definition used by the BoE, the latter has stated there 

is no monetary financing taking place in the UK.[91] 

 

According to a commonly accepted interpretation, monetary financing takes place when public 

expenditures are financed through central bank money instead of through issuing sovereign bonds on 

the market. However such a characterisation would also qualify other monetary policy measures where 

the central bank creates reserves to finance the purchase of sovereign debt. Hence, the crucial point 

relates to the limit above which such a financing technique is no longer sustainable. Before the 

pandemic, the amount of central bank money in the UK was equal to 12% of the public debt while now it 

has reached 26%. Nevertheless, in Japan this ratio is 42%. This allows to argue that there is not a 

commonly accepted threshold beyond which the central bank’s financing of public debt is considered 

excessive. What seems to be relevant in this regard, on the contrary, is the investors’ confidence in the 

public finance of a given country and its sustainability in the long run resulting from the former 

willingness to keep on buying public debt. A reliable indicator is the interest rate charged to issue public 

debt.[92] 

 

The main concern in relation to monetary financing pertains to the creation of hyperinflation.[93] Yet, 

the difference between cases such as the Weimar Republic and cases of effective monetary policy to 
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reach the inflation target is to be found in the central bank’s independence from the government.[94] 

The risk of hyperinflation could arise when the decisions of the central bank are influenced by the 

government that tries to pursue fiscal objectives without caring about inflation, thereby creating a 

phenomenon called fiscal dominance.[95] 

 

On these grounds, the BoE has argued that a facility like the Ways and Means, although without any 

cap, cannot be qualified as monetary financing since it is temporarily limited and granted by an 

independent central bank.[96] 

 

8. The BoE has faced the Covid-19-provoked crisis by implementing extraordinary and non-

conventional monetary policy measures. Such expansive measures have been adopted also on the 

grounds that there is no perceived risk of inflation. 

 

The experience of the Bank of England is relevant also in relation to the concept of monetary financing 

by showing that there are different characterisations of such phenomenon. The latter is typically 

understood as public expenditures’ financing granted through the creation of central bank money. The 

main concern in this regard is about the risk of creating hyperinflation.[97] However such a risk might 

arise when the central bank’s monetary policy measures are heterodetermined by the government to 

reach fiscal objectives paving the way to a phenomenon called fiscal dominance.[98] 

 

With regard to quantitative easing programs, nevertheless, it has been observed that they do not 

automatically qualify as monetary financing[99] since they are mostly a monetary policy instrument 

used to reach the inflation target and support growth and employment.[100] Such extraordinary 

measures are typically adopted when interest rates reduction (id est a conventional measure) is no 

longer possible or it is insufficient to reach the target.  

 

Similar considerations have been advanced with regard to credit lines granted by the central bank to the 

government. According to the BoE, the crucial point in this regard is the level beyond which this 

financing technique is no longer sustainable. Since there is no universally adopted threshold, what is 

relevant from this perspective is the investors’ confidence in the country’s public finance as well as their 

willingness to keep on lending money to the government. 
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