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From a European standpoint the natural starting point for a anabgarding the
legal integration of the German and Irish financial systentiseiSTreaty Establishing
the European CommunifyThe main activities of the Community under the Treaty
include the establishment of an internal market characterisethebwbolition, as
between Member States, of obstacles to the free movement db,gpersons,
services and capitdlThe Treaty provisions on the freedom of establishment and the
free movement of services and cafitedve played an important role in the effort to
integrate the European banking and financial markets. The Treatyipresvion the
freedom of establishmehhave been actively used by European banking and financial
groups to establish subsidiaries throughout the EU, in some casesssirelland,
with the active encouragement of a home Member State keen toomeael
international financial services centre. The European Court otdusts interpreted
the Treaty provisions on services based on a jurisprudence that phastgsed the
mutual recognition of standards and qualificatidoi3ut of these ideas emerged the
Second Banking Directiveand the Investment Services Directiveased on the
concept of harmonization of essential standards only, coupled with homeisiape

of companies, including subsidiaries but not branches, and a notion of mutual
recognition of each Member State’s rules, which rules in turrudeclelements
derived from the Community directivésn the banking arena the EU harmonization
of standards has also taken place against the global backdrop Baglee Capital
Accords™®
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All these developments have taken place at the EU level, raterthe level of the
euro area. Of course, the Community’s twin tasks of establishoagnanon market
and an economic and monetary union closely interact with one anbthbe

introduction of the euro has, for example, provided an incentive in rgeans to
attempt a deeper harmonisation of the European capital markaiglhha raft of EU
directives under the Financial Services Action Plan, including thek&d in Financial
Instruments, Prospectus, Transparency and Market Abuse Direcs/egll as the
application of International Financial Reporting Standafds.

In considering, from a legal perspective, the integration of then&@erand Irish
financial systems within the eyrthis paper will focus on the general legal framework
for the single monetary policy of the euro area.

Under the Treaty the definition and implementation of monetary pdione of the
basic tasks — if not theasic task — attributed to the central banking system established
under the Treaty, commonly known as the Eurosystem and comprisie@C#end
the national central banks of the 13 euro Member Stities|uding the Deutsche
Bundesbank and the Central Bank and Financial Services Authoritglafd. Under
the Statute of the European System of Central Banks annexed foety, the
nineteen-member Governing Council of the ECB is responsible fdotmeilation of
monetary policy including, as appropriate, decisions relating to iethate monetary
objectives, key interest rates and the supply of reserves inutlosyiStem, while the
six-member Executive Board of the ECB is empowered to implememetary
policy in accordance with the guidelines and decisions laid dowheysbverning
Council

Turning first to monetary objectives, the Treaty states that the primarmtiobjef the
Eurosystem shall be to maintain price stability. The Traathér states that, without
prejudice to the primary objective of price stability, the Eurtesysshall support the
general economic policies in the CommunftyThe Treaty thus establishes a clear
hierarchy of objectives for the Eurosystem in which overridingoitance is assigned
to price stability, which can be properly characterised asGhendnorm of the
Eurosystem.
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As part of the legal integration of national central banks into thhedystem, most
national central banks’ statutes had to be adapted before the introchfcti@neuro

in order to reflect the primary objective of the Eurosystem tontaia price

stability '®

In Germany, the Bundesbank Act defined the main function of the Bundesbémk a
safeguarding of the currency and the execution of domestic anchaxpayments.
This was understood to imply the objective of price stability, buBtnedesbank Act
was amended to make this more explicit. The Bundesbank Act also urdhake
without prejudice to the performance of its functions, the Bundesbaitkssipport
the general economic policy of the Federal Governrtdhis interesting to note that
the Eurosystem’s secondary objective to support the general econoitiespiol the
European Community was largely formulated on the basis of this mmowid the
Bundesbank Act.

In Ireland, the Central Bank Acts defined the primary statutoryctbg of the
Central Bank of Ireland in similar terms to the Bundesbankréefloe euro: to
safeguard the integrity of the currency. While this was alserpreted as requiring
the maintenance of price stability, the Central Bank Acts werended to make this
more explicit® Unlike in Germany, however, there was no explicit hierarohy
statutory objectives as between safeguarding the integrityhefcurrency and
supporting general economic policies, and the establishment of a sgcobptive
to support the general economic policies in the Community wasudosyainnovation
in the Irish Central Bank Acts.

The Eurosystem’s primary objective to maintain price stabiitpften contrasted
with the multiple goals of the U.S. Federal Reserve System, wBosed of

Governors and Federal Open Market Committee are required underedeealF
Reserve Act to ‘maintain long run growth of the monetary and crgditegates
commensurate with the economy’s long run potential to increaskigion, so as to
promote effectively the goals of maximum employment, stableprand moderate
long-term interest rate$®

By focusing the monetary policy of the Eurosystem on the primagctbg of price
stability, the Treaty makes it clear that ensuring priebikty is the most important
contribution that monetary policy can make to achieving a favouratd@omic
environment and a high level of employment. The basic economic thibkimgd
setting price stability as the primary objective of monetaricpas that it is the task
of other economic actors than central banks, notably those responsibitedbiand
structural policies, to enhance the growth potential of the econamyhat assigning
to monetary policy an objective for real income or employmentavbalproblematic
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since, apart from the positive impact of price stability, manyepolicy has no scope
for exerting any lasting influence on real income or employrifent.

Historically, the formulation of the Eurosystem’s primary ohjecto maintain price
stability evolved out of the blueprint for economic and monetary union puafdrin

the 1989 ‘Delors’ report, based in large part on a contribution byDéagsche
Bundesbank! This objective, together with the independence of the new Eurosystem
was a precondition to the willingness of the German authoritiesatofice the
Deutsche Mark, which, as you know, had become the strongest of European
currencies because of Germany’s long record of low inflatitverd is also, as you
know, a particularly strong antipathy to inflation among the Gerpublic, dating

back to the disastrous experience Germany had with hyperinflation in the?4920s.

In broader international terms, the ‘oil shock’ of 1973 - the quadrupliral @irices
which contributed to plunging much of the industrialised world into arokesaaring
inflation and low and volatile growth - is a historical developmentivmarked a
turning point in the understanding of the need for price stability. dévelopment
has had important legal implications internationally, particularlghe 1990s, as a
substantial number of central banking laws have made this objdutiyeimary goal
of central banks and monetary agenées.

The objective of price stability is also linked to the principle cehtral bank
independence. In economic literature the foremost argument put domvéavour of

an independent monetary authority is that of price stability, becaysEnments are
tempted to create money for their own ends in order to produce ecobengfits in
the short term, which eventually leads to an increase in thefrinéation?* These
considerations led the Treaty drafters to design the Eurosysteancentral banking
system that, in the words of the Treaty, shall not ‘seek l@ tastructions from
Community institutions or bodies, from any government of a Membee Stafrom
any other body’ when carrying out its tasks and ddtiéis.a decision handed down in
2003 in the OLAF case between the ECB and the European Commission, the
European Court of Justice drew attention to the link between thetiobjet price
stability and the principle of central bank independence. Both the Coat, a
Advocate General Jacobs in his advisory opinion to the Court, noted thhielying
the decision-making process of the ECB from short-term polificaksures the
independence explicitly conferred upon the ECB under the Treaty aiersable the
ECB to effectively pursue the aim of price stabifity.
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An interesting constitutional dimension is that because the prioigective of price
stability is written into the Treaty, it can, under the TreatyEuropean Union, only
be amended by means of an inter-governmental conference follgwatflzation of

the amendments by all the Member States in accordance with rédspective
constitutional requirementé. This makes the existence of this statutory objective
more robust in a legal sense than if it were enshrined in secondary legislation.

This aspect surfaced during the negotiations for the Treatylishiag a Constitution

for Europe, which was signed by the EU Heads of State and @oeat in October
2004. During the discussions of the draft Constitution in the Convention Giuftiine

of Europe, some Convention members proposed that supporting sustainable growth
and high levels of employment should be added, on an equal footing, to the
Eurosystem’s primary objective of price stability. However, tast majority of
Convention members rejected this suggestion on the ground that the Emisyst
current mandate to pursue price stability as a primary objestildgased on a broad
consensus of policy-makers and economists that maintaining prhdktysia the best
contribution monetary policy can make with regard to the achievewfenther
economic goals, including growth and employnfént.

Members of the Convention also touched upon the separate question xtetitet@
which price stability should be an objective not only for the Ewtesy, but also for
the Member States and the Union as a whole. There was gegisamant that the
Constitution should confirm, as is provided under the existing Trehat, the
activities of the Member States and the Union in connection h&lsingle currency
entail compliance with stable prices as a guiding principle. Mewe debate ensued
on whether or not price stability should continue to be listed amongverarching
objectives of the Union. In its contribution to this debate, the ECB wrote a tettes t
Irish Presidency of the EU in April 2004 stressing three paiitst, non-inflationary
growth is mentioned as one of the Community’s objectives in tistirex Treaty.
Secondprice stability is not only the Eurosystem’s primary objectog,also forms
part of the heart of monetary union for all European citizens; 81 déihse stable
prices clearly benefit societylhird, the introduction of a simplified procedure to
amend the part of the Constitution which includes the Eurosystemiargrobjective
of price stability rendered it necessary to include a referemprice stability among
the Union’s objectives in order to strengthen the Union’s commitmergrite
stability>® The ECB’s arguments were accepted by the Irish Presidencyhehey
objectives of the Union enshrined in the Constitution were reformutatéaclude
price stability as one of the Union’s objectivs.

Following the rejection of the Constitution in popular referenda anée and the
Netherlands in mid-2005, the European Council, under the Germany Rogside
agreed in June 2007 on a mandate for an Intergovernmental ConferengetdIGC

2" Treaty on European Union, Article 48.

28 See European Central Barilhe European Constitution and the EGECB Monthly Bulletin, August 2004, pp.
58-59.
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published on the ECB’s websitevat/w.ecb.int/pub

30 Treaty establishing a Constitution for Europe jdet1-3(3), first para.



draw up a Reform Treaty amending the existing Treaties that would cdhétrprice
stability is one of the Union’s objectives in very similamierto those agreed in the
European Constitution. In particular, the IGC proposed that a neweAB(i8) on the
Union’s objectives would provide that the Union ‘shall work for the sudi&na
development of Europe, based on balanced economic growth and priceystabil
highly competitive social market economy, aiming at full empiegt and social
progress, and a high level of protection and improvement of the qualitiieof
environment3*

The Treaty does not give a precise definition of what is meant by pricktgtaleigal
commentators agree that the term denotes internal pricetgtabidianing the volume
of goods and services which can be obtained for one euro, as opposed abitite st
or strength of the currency in terms of third currencies suctheaslollar, yen or
sterling® which would have been a relevant consideration for the stabilitheof
currency of a small, open economy such as the old Irish pound. The EGEfired
this price stability in quantitative terms as a year-on-ygaease in the Harmonised
Index of Consumer Prices (HICP) for the euro area of belowglbsé to, 2% over
the medium term, which makes clear that not only inflation above 2%albat
deflation, would be inconsistent with price stabifity.

Turning to the implementation of monetary policy, the Eurosysteroisetary policy
operations are carried out in accordance with the principle of daksation. The
principle of decentralisation is laid down in the ESCB Statute, wédéys that, to the
extent deemed possible and appropriate, the ECB shall have retmthsenational
central banks to carry out operations which form part of the tagke &urosystent’
In simple terms, this means that German banks obtain liquidity tinenizurosystem
through the Deutsche Bundesbank and Irish banks obtain liquidity fromethiealC
Bank and Financial Services Authority of Ireland.

In order to ensure equal treatment, the ECB adopts a Guidelitieg seut the
harmonised terms and conditions under which the Eurosystem’s mompelary
operations are required to be executed throughout the euro are&uithtine sets
out the eligibility criteria which counterparties must fulfilorder to be counterparties
for Eurosystem monetary policy operations, the procedures relatiting texclusion,
suspension and sanctioning of counterparties, the terms and conditionsbégptica
the Eurosystem’s open market operations, including the weekly mamaneihg
operations, the monthly longer-term refinancing operations and ad heturfing
operations such as those undertaken by the Eurosystem in recemindayseks in
order to assure orderly conditions in the euro money market. The@@line also
sets out the terms and conditions applicable to the Eurosystemésngtdacilities,
including the marginal lending and deposit facilities which normplgvide the
ceiling and floor for overnight lending and deposit rates in the eurketydhne tender

31 See Council of the European Union, IGC 2007 MaadBtussels, 26 June, 2007, Annex 1, available elvsite
of the Council of the European Union at http://stgji.consilium.europa.eu/pdf/en/07/st11/st1121.quuld.

32 See, e.g., Charlotte Gaitanid&as Recht der Europaischen ZentralbaMohr Siebeck, 2005, at pp. 18-20;
René SmitsThe European Central Bank: Institutional Aspedftuwer Law International, 1997, at p. 184;
Rainer StadlerDer rechtliche Handlungsspielraum des Européiscisstems der Zentralbankelpmos
Verlagsgesellschaft, 1996, at p. 100.

33 See European Central Barihe Monetary Policy of the EQR004), at pp. 50-55.

34 ESCB Statute, Article 12.1, third para.



procedures for the submission and allocation of liquidity bids by countiegyahe
criteria for the eligibility of assets accepted by thedsSystem for the collateralisation
of Eurosystem credit operations, and settlement procetfures.

In legal terms, each national central bank proposes the partieghrtechnique it
will deploy under national law to implement Eurosystem open etaakd monetary
policy operations. While most central banks rely on private law,ebdhtontractual
arrangements to govern their open market operations with their ctiegpe
counterparties, some central banks set out the terms and conditionsvaratethey
conduct these operations in binding regulations adopted by the central bam&npur
to regulatory powers conferred upon the central bank under national laws.

In Ireland the main legal instrument for open market operationsrépurchase or
repo agreement which the Central Bank and Financial Services Aytbbireland
executes with each Irish monetary policy counterparty, pursuaviith liquidity is
extended to a counterparty against the transfer to the C8ainél of Ireland of full
title to the marketable securities being taken as collaterahe credit operation.
Another legal instrument used for the mobilisation of credit claimsluding
residential mortgage loans, as collateral is a floatinggeht@ken by the Central Bank
of Ireland over a bank’s loan portfolio; this floating charge then allissts into a
fixed charge upon the occurrence of a counterparty defaultcharge, together with
a negative pledge restraining the counterparty from dealing inhiged assets, is
registered with the Irish Companies Office, and special E@sl has been passed in
Ireland in order to ensure that such particulars are requirée t&o registered in
dealings with the Central Bank of Ireland in order to ensuredthatr parties have
constructive notice of the security interests thereby creaidof the remaining
terms and conditions applicable to Eurosystem monetary policy mperatith Irish
counterparties are set out in a set of contractual terms and conditions largaiyng
the Eurosystem’s requiremerifs.

In Germany the main legal instrument for open market operatiangeseral pledge
agreement which the Deutsche Bundesbank executes with each Gexmgarparty,

pursuant to which liquidity is extended to a counterparty against rabl&etecurities
pre-deposited in an account of, and pledged in favour of, the BundeshaotkeA
legal instrument used for the mobilisation of credit claims invotvédl assignment
of such claims in favour of the Bundesbank. All of the remaining teams

conditions applicable to Eurosystem monetary policy operations withm#&®er
counterparties are set out in a set of contractual terms andticoadihat are

consistent with the Eurosystem’s requireméhts.

Needless to say, the implementation of monetary policy in & éeagaonment where
there are different legal traditions can give rise to leballenges, particularly in the
context of the cross-border use of collateral in Eurosystem @pdrations. Up till
now Ireland has been the only common law Member State in thevétimdhe other
euro area Member States following the Roman-Germanic and Napolkewakc

% See ECB Guideline of 31 August 2000 on monetarjcpdnstruments and procedures of the Eurosystem
(ECB/2000/7), OJ L 310, 11.12.2000, p. 1.

% See Central Bank & Financial Services Authoritylreland, Documentation on Monetary Policy Instruments
and Proceduregavailable on request from Central Bank & FinahS8iervices Authority of Ireland).

37| am indebted to Julian Langner, Legal DepartmBetjtsche Bundesbank, for this description.



traditions. With the introduction of the euro as the currency of Cygmus January
2008, there will be two common law jurisdictions in the euro area.

In recent years there have been a number of legislative ireBaéit EU level which
have sought to mitigate some of the legal risks involved in the cbrafuthe
Eurosystem’s monetary policy and intra-day credit operations.

Under the 1998 EU Directive on settlement finality in payment securities
settlement systems, it is explicitly provided that the righftshe national central
banks or the ECB to collateral security provided to them under aeplegigurchase
or similar agreement, shall not be affected by insolvency pdouge against the
counterparty to the central bank which provided the collateral sectrity.

Under the 2002 EU Directive on financial collateral arrangemeniduding
collateral arrangements to which EU central banks and credithar financial
institutions are party, a number of formal requirements relainghe creation,
validity, perfection and enforceability of financial collateraraagements were
removed. In addition, the effectiveness of title transfer financeallateral
arrangements, such as repos, and the effectiveness in insolvencylprge et close-
out netting provisions contained in financial collateral arrangésnevas recognised.
Attempts were also made to clarify some of the legal uaicgigs that can arise with
respect to the conflict-of-law issues arising in connection wdbk-entry securities
collateral. This Directive was important not only to enhancindeal security of the
Eurosystem’s credit operations, but also the conduct of repo and issclentding
transactions and the collateralisation of OTC derivatives traasady participants
in the European and global financial mark&ts.

Finally, an area of monetary policy which is, in legal ternesngletely uniform by
virtue of the application of directly applicable EU Council and E@Bulations
concerns minimum reserve requirements imposed by the ECB whereblt

institutions established in the euro area are required to holdancpercentage of
their short-term liabilities on remunerated reserve accounts thiir respective
national central banks.

%8 Directive 98/26/EC of the European Parliament ahthe Council of 19 May 1998 on settlement finaliit
payment and securities settlement systems, OJ L. 16®6.1998 p. 45, Article 9(1).
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40 Council Regulation (EC) 2531/98 of 23 November&@88ncerning the application of minimum reserveshey
European Central Bank, OJ L 318, 27.11.1998, pslamended by Council Regulation (EC) 134/200220f 2
January 2002, OJ L 24, 26.01.2002, p. 1; ECB Réguleof 12 September 2003 on the application of
minimum reserves, OJ L 250, 02.10.2002, p. 10.



