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EXPLANATORY AND FINANCIAL MEMORANDUM
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Aims and Purposes

The purposes of this Bill is to create a situation of stability within
the Irish banking sector by creating a series of regulatory limitations
on the activities of banks via a series of ring-fencing rules and capital
requirements. The Bill also looks to expand the capabilities of the
Central Bank of Ireland by requesting that it undertake a study to
see how a so-called Volker Rule could be applied to the Irish
banking environment.

This Bill draws from US and UK models of financial regulatory
reform following the Global Financial Crisis, the effects of which are
still be felt by national governments.

The US models are the newly proposed Bill by Senators Sherrod
Brown (D-Ohio) and David Vitter (R-Louisiana) and the existing
Dodd-Frank Wall Street Reform and Consumer Protection Act 2010.

The UK model is the Financial Services (Banking Reform) Bill
2012-13 which is currently at Committee Stage in the UK House of
Commons. The UK bill was the product of the recommendations of
the UK Independent Commission on Banking.

The principal aim of these items of legislation is to reduce the
probability of the State being forced to actively support the banking
community with public funds. Work by the IMF and by Professor
Edward Kane of Boston College has looked at the development and
cost of the so-called ‘‘government put option’’. This is the concept
that the banking sector has been allowed though lax regulation,
incorrect assumptions about the efficiency of markets to engage in a
wide variety of activities that result in it taking on more risk, more
debt (leverage) and greater interconnectivity thus opening the entire
banking system to the possibility of catastrophic failure. The cost of
failure has up until this point been reduced by the implicit taxpayer
guarantee to the banking system to prop it up with near unlimited
liquidity in a time of crisis. This has been called the ‘‘government
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put option’’.1 It was previously referred to on Wall Street as the
‘‘Greenspan Put’’ due to the active support of Wall Street firms by
Federal Reserve monetary policy. The 2007 Global Finance Crisis
expanded this support from the purely central banking space to that
of the public exchequer, therefore increasing and more directly
applying to the taxpayer the cost of a bailout. The socialisation of
losses through this process while maintaining private profits has
raised serious governance questions about the conduct of monetary,
fiscal and banking policy in Western economies. The ‘‘government
put option’’ now threatens to undermine central bank independence
from political interference and has blurred the lines between parlia-
mentary powers of the purse and executive fiat, ultimately damaging
public faith in the processes of parliamentary democracy and
cabinet government.

The Bill will attempt to redress this crisis by limiting the capacity
of the banking system to become an existential threat to a national
economy and a danger to the sustainability of the fiscal position.
Academic research and research conducted by UK and US regulat-
ory authorities has shown that increasing capital requirements (i.e.
cushions for losses) results in a fundamentally more robust banking
system and banks that have a lower probability of failure. By creating
clear walls between utility banking (i.e. banking for houses, SMEs)
and merchant/investment banking (underwriting activity, market
making) reduces risk and reduces the level of leverage in the banking
system, thus making it safer and more robust to exogenous and
endogenous shocks.

The study towards the creation of a Volker Rule is important to
bring Irish banking regulation up to the state-of-the-art. This again
is designed to limit the exposure of the taxpayer to the socialisation
of losses within the banking community.

Ultimately, the research by Carmen Reinhart and Ken Rogoff of
Harvard University has illustrated that financial crises are very
expensive for national governments, result in longer and deeper
recessions, have long term increases in unemployment and encour-
age governments to engage in ‘‘bail-ins’’ by citizens either by stealthy
regulation and inflation or by outright surcharges, taxes and appro-
priations. It is imperative that parliament works to prevent such
events from taking place especially when regulations exist elsewhere
around the globe or were dismantled by myopic policymakers with
a limited knowledge of economic history.

PART 2

Part 2 of the bill looks directly at capital requirements.

Increasing capital requirements and the criteria for those require-
ments are found in this part of the Bill. The threshold is at €1 billion
as a result of the size of the Irish economy and the fragility of the
Irish public finances and the limitations of the Central Bank of

1An option contract giving the owner the right, but not the obligation, to sell a
specified amount of an underlying security at a specified price within a specified time.
This is the opposite of a call option, which gives the holder the right to buy shares.
A put becomes more valuable as the price of the underlying stock depreciates relative
to the strike price. For example, if you have one Mar 08 Acme 10 put, you have the
right to sell 100 shares of Acme at $10 until March 2008 (usually the third Friday of
the month). If shares of Acme fall to $5 and you exercise the option, you can purchase
100 shares of Acme for $5 in the market and sell the shares to the option’s writer for
$10 each, which means you make $500 (100 x ($10-$5)) on the put option. Note that
the maximum amount of potential profit in this example ignores the premium paid to
obtain the put option.



Ireland as part of the European System of Central Banks to respond
to a demand on the ‘‘government put option’’.

A series of limitations are placed upon the banking sector to
ensure that only under very limited circumstances will the ‘‘govern-
ment put option’’ be able to be acted upon by the banking sector,
therefore removing part of the institutionalized moral hazard that
has become pervasive within the banking community.

The Bill has a firm parliamentary accountability requirement,
requiring that any future forms of extraordinary banking supported
by a super-majority of 75% of Daíl members. This is an attempt
to remove the possibility of Promissory Notes or banking bailouts
happening without the firm consensus of the representatives of the
people of Ireland and not a singular action by the sitting government
or the executive. It goes some small way to restore confidence on
the part of the public in parliamentary democracy and accountability.

PART 3

Part 3 of the Bill looks at how to separate out retail banking
activities from those of merchant/investment banking, essentially re-
establishing the division of labour within the banking sector that
existed prior to the 1990s and ensuring that those that engage in
riskier activities are subjected to a more rigorous regulatory frame-
work and have less access to the so-called government bailout put
option.

The Bill contains provision to separate the banking activities on
which households and small and medium-sized enterprises depend
(in the Bill ‘‘core activities’’) from wholesale or investment banking
activities which may involve a greater degree of risk and expose an
entity undertaking them to financial problems arising elsewhere in
the global financial system. This separation is referred to in these
notes as ‘‘ring-fencing’’. Certain banks carrying on core activities will
be required to be ring-fenced: that is, they will have to comply with
restrictions on the other activities they can undertake, and with rules
made by the regulator intended to ensure that they are capable of
carrying on the business of providing the core services related to the
acceptance of deposits independently of other members in their
group. They will, for example, be prohibited from carrying on activi-
ties (excluded activities) which make them vulnerable to problems
arising in the financial system or which may make it more difficult
for the banks to be wound down in an orderly fashion (avoiding
damage to the wider provision of banking services) if they fail. The
general objective of the Central Bank of Ireland is amended to
require it to discharge its general functions in relation to ring-fencing
and ring-fenced bodies to protect the continuity of the provision in
Ireland of the core services related to core activities.

The Bill makes provision as to the way in which the scheme
manager of the financial services compensation scheme must exercise
its functions; gives the Central Bank of Ireland power to require the
scheme manager to provide accounting information to the Central
Bank of Ireland, and requires the appointment of an accounting
officer to the scheme.

The Bill gives the Central Bank of Ireland power to impose fees on
members of the financial services industry in order to cover certain
expenses incurred by in connection with the operation of this
regulatory framework.
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The Bill contains provision to separate the banking activities on
which households and small and medium-sized enterprises depend
(in the Bill ‘‘core activities’’) from wholesale or investment banking
activities which may involve a greater degree of risk and expose an
entity undertaking them to financial problems arising elsewhere in
the global financial system. This separation is referred to in these
notes as ‘‘ring-fencing’’. Certain banks carrying on core activities will
be required to be ring-fenced: that is, they will have to comply with
restrictions on the other activities they can undertake, and with rules
made by the regulator intended to ensure that they are capable of
carrying on the business of providing the core services related to the
acceptance of deposits independently of other members in their
group. They will, for example, be prohibited from carrying on activi-
ties (excluded activities) which make them vulnerable to problems
arising in the financial system or which may make it more difficult
for the banks to be wound down in an orderly fashion (avoiding
damage to the wider provision of banking services) if they fail. The
general objective of the Central Bank of Ireland is amended to
require it to discharge its general functions in relation to ring-fencing
and ring-fenced bodies to protect the continuity of the provision in
Ireland of the core services related to core activities.

The Bill also gives the Central Bank of Ireland power to make
regulations in connection with the pension liabilities of ring-fenced
bodies which are employers in relation to multi-employer occu-
pational pension schemes.

The Bill gives the Central Bank of Ireland power to make regu-
lations to impose debt requirements on specified classes of
institutions.

The Bill makes provision as to the way in which the scheme man-
ager of the financial services compensation scheme must exercise its
functions; gives Central Bank of Ireland power to require the scheme
manager to provide accounting information to Central Bank of
Ireland, and requires the appointment of an accounting officer to
the scheme.

The Bill gives Central Bank of Ireland power to impose fees on
members of the financial services industry in order to cover certain
expenses incurred.

PART 4

This part of the Bill requires the Central Bank of Ireland to begin
a study of the risky activities of banks. The objective is for the Cen-
tral Bank to deliver a report to the Oireachtas in a timely fashion so
as to bring about the publication of the heads of a new Bill on bank-
ing regulation that would further protect the taxpayer from the bank-
ing sector and make the sector in general more robust. It follows
from the US model of the Volker Rule and is designed to encompass
the requirements of Irish economic environment.

Senator Sean D. Barrett,
April, 2013.
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