1. [bookmark: _GoBack]Executive summary

1.1. The Fiscal Commission Working Group made a set of recommendations on the macroeconomic framework for an independent Scotland in their first report published in February 2013. As part of a formal monetary union, Scotland and the rest of the UK would continue to share Sterling, the Bank of England would set one interest rate and it would be responsible for Central Banking functions across the Sterling Area.
1.2. The Working Group also recommended that an independent Scotland establish its own Scottish Monetary Institute (SMI) and build capability in macroeconomic management. The role of an SMI would include leading analysis of the Scottish economy, developing the necessary statistics to monitor macroeconomic conditions, whilst building strong links with the shared central bank and reporting to relevant international institutions.
1.3. Over time, there would be scope for the SMI to be tasked with additional central banking functions as it builds its expertise and institutional capacity. 
1.4. This paper recaps on the analysis of the first FCWG paper, provides additional background on the latest international developments, and discusses the main institutional options available within a Sterling Monetary Union (summarised in Figure 1.1).
Figure 1.1: Options for a Scottish Monetary Institute
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2. Functions of a Central Bank

2.1. Central banks have a number of core functions:
· Setting of monetary policy (e.g. interest rates) to achieve price stability;
· Setting financial stability policy (e.g. macro-prudential policy, including capital and liquidity ratios) to meet Central Bank objectives on financial stability;
· Undertaking market operations to achieve targeted monetary policy and providing liquidity facilities to the banking system as part of its “lender of last resort” role;
· Management of the issue of banknotes;
· Oversight of the payments system;
· Collection of statistics and undertaking macroeconomic research; and,
· Acting as the Governments agent (e.g. for management of official reserves).

2.2. The role of Central Banks has changed over time, and continues to evolve. In particular, there is greater recognition now of the importance of a stable financial system as part of overall macroeconomic stability.
2.3. As became clear during the recent financial crisis, with inadequate frameworks for financial stability and banks which are “too big to fail”, the resulting moral hazard issue can mean that banking and sovereign risk can be highly correlated where this is not adequately addressed.
2.4. A number of reforms have since been taking place internationally to reduce the risk of banking failures spilling over into the real economy, and to break the link between government and bank balance sheets. This includes strengthening of capital requirements, reform of the structure of the banking sector[footnoteRef:1], and new resolution tools. [1:  The Banking Reform Act received royal assent on 18th Dec 2013 in the UK. It includes reforms to separate the most risky and speculative financial activities from retail and high street banking, and reduce the likelihood of future crises. The timeline for implementation will depend on primary and secondary legislation which should be completed by May 2015 with banks being fully compliant by 2019. https://www.gov.uk/government/news/government-sets-out-plans-to-reform-the-structure-of-banking-in-the-uk--2 
] 

2.5. As part of reforms, many central banks have now been tasked with a stronger role in the oversight and delivery of financial stability. They now commonly have additional responsibilities including regulation and supervision, as well as tools to help safely deal with troubled or failing systemic financial institutions:
· Setting of macro-prudential regulation (setting capital and liquidity ratios) to meet objectives on financial stability;
· Regulation and supervision of some or all financial institutions (e.g. monitoring capital and liquidity ratios);
· Preparation of resolution plans/strategies, including co-ordination across nations for significant cross-border institutions; and,
· Extended liquidity facilities
· Implementation of the resolution of troubled banks/financial institutions.

2.6. There is no single institutional model however, and some countries have regulation and resolution authorities which are separate from the Central Bank. For example, in the US, the Federal Deposit Insurance Corporation regulates the safety and soundness of banks, whilst twelve regional Federal Reserve Banks act as operating arms of the Federal Reserve System. In Ireland, the Irish Central Bank has a wider role as it is responsible for supervising the conduct of banks, in addition to monitoring their financial health.
2.7. Table 2.1 provides a summary of the typical functions of Central Banks, with specific details which relate to specific functions and the institutional responsibilities of the Bank of England and its subsidiary (the Prudential Regulatory Authority).
2.8. The institutional framework would need to facilitate continuation of all of the main functions of central banking across the Sterling Area, including banknotes, payments systems, and liquidity facilities. 
2.9. The institutional framework for a formal monetary union between Scotland and the rest of the UK would need to carefully consider the design of a number of key roles which are central to the operation of the monetary system, taking into account the wider commercial banking system which forms an important part of the financial system and the monetary transmission mechanism. 
2.10. Key areas include lender of last resort facilities, support to the banking system and a governance framework which includes two sovereigns (to factor in fiscal indemnities, links to the sovereign and fiscal sustainability).
2.11. 
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Table 2.1: Functions of a Central Bank – the Bank of England
	Function
	Description

	Monetary Policy Operations
	· The central bank sets the policy interest rate for central bank money, traded rates in the money market tend to be close to the policy rate. The interest rate is set to deliver pre-determined objectives (i.e. normally either price stability, exchange rate stability).
· Most central banks in developed market economies (with floating exchange rates) use OMOs, SF’s and Reserve Requirements – and normally the rate structure of OMOs and SF’s is used to steer market prices (i.e. short term interest rates or the exchange rates).
· A central bank is capitalised by a fiscal authority and uses its balance sheet to provide liquidity which is consistent with its published framework. In exceptional circumstances, the Central Bank can seek an indemnity from the government.
· The Bank of England's sterling money market operations has four principles which underlie the criteria for acting as a counterparty in its liquidity facilities:
•Participation in the Bank's operations is largely voluntary.
•The Bank's facilities are widely available to the banking sector.
•Liquidity insurance operations are available to the banking sector only.
•There is a presumption that all banks and building societies that meet the PRA threshold conditions for authorisation may sign up for the Sterling Monetary Framework and would have full access to borrow in Sterling Monetary Framework facilities against eligible collateral.
· Open Market Operations (OMOs) - The Bank of England influences the price of credit by changing the rate of interest charged on central bank money. OMOs are used to ensure that there is a sufficient quantity of reserves, this is done primarily via secured loans or repos, rather than buying or selling government bonds (gilts). The rate charged on loans from the BofE is the policy rate set by the MPC, this means that traded rates in the money market tend to be close to the policy rate. If the interbank rate diverges significantly from the policy rate, the BofE can make additional loans to banks or engage in asset purchases or sales. 
· Standing Facilities (SF’s) - borrowing or deposit facilities available at the initiative of commercial banks, where lending from the central bank is normally on a collateralised basis. These operations provide additional support for liquidity management in the market.
· The Operational Lending Facility – the main method of monetary policy in normal times. Commercial banks can exchange gilts for central bank reserves overnight, at a spread of 25 basis points above the policy rate. This is designed to ensure that extra reserves are not used to enable more lending due to the penal rate and the short-term nature of the loan. This short-term lending is for banks suffering temporary payment difficulties or if the interbank overnight rate is volatile.
· The Asset Purchase Facility – used for Quantitative Easing. Allows the central bank to purchase gilts and other types of assets outright using newly created central bank reserves. 
· Discount Window Facility – This is a permanent facility which provides liquidity insurance to the banking sector. Banks can borrow gilts from the BofE in exchange for other less liquid collateral. This allows them to exchange gilts for central bank reserves on the interbank market. Gilts rather than reserves are supplied so as not to affect the amount of central bank reserves available to the banking sector as a whole.
· Reserve Requirements – some countries use changes in the level of monetary reserves that commercial banks hold with the central bank to influence the supply/demand balance and hence generate the required movement in short term interest rates. 
· Repo (‘sale and repurchase agreement’) is where one party agrees to sell bonds or other financial instruments to another party, with an agreement to repurchase equivalent securities in the future. Repos are effectively collateralised loans, commercial banks receive a loan from the central bank after providing high-quality collateral, such as gilts. OMOs are primarily undertaken via secured loans or repos, rather than buying or selling government bonds (gilts) as it facilities secured interbank lending.
· Quantitative Easing aims to boost the money supply and bring about a level of demand consistent with meeting the inflation target in the medium term. It operates through large-scale asset purchases – the MPC will set a target for the level of assets held, and the BoE’s Asset Purchase Facility will be adjusted accordingly. While non-bank assets are held, banks act as an intermediary in the process.

	Management of Reserves
	· In some cases, reserves can provide a framework for formal backing of the domestic currency (or partial backing as is normally the case), or to fund fixed exchange rate policies.
· Dealings in government securities to cover the government’s borrowing needs as cheaply as possible.
· Management of foreign reserves,; servicing foreign liabilities; pay for government expenditure overseas; and provision against emergencies or disasters. 
· Central banks use the income earned from reserves as a source of funding. 

	Issuing banknotes and coins
	· Issuing banknotes and currency is a central function of most central banks. Maintaining the integrity and value of the currency is a key part of a central banks remit to deliver price stability.
· Forecasting banknote demand – central banks need to accurately forecast banknote demand to ensure efficient and effective money market operations.
· Banknote production (this can be contracted out to private firms, as is the case in the UK)
· Banknote distribution, circulation & destruction.
· Facilitate and regulate the provision of any other banknote issuance in a country – for example within the UK, Scotland and Northern Ireland are authorised to issue banknotes by Act of Parliament. This requires notes in circulation (NIC’s) to be backed by reserves held at the Bank of England.

	Collection of statistics and adviser to Government
	· The close relationship between the central bank and the financial system, and the value to the central bank from having easy access to financial aggregates, mean that they usually collect & publish data. 
· A central bank can also act as an independent adviser to the Government on the implications for financial stability of developments in the domestic and international markets and payments systems and assesses the impact on monetary conditions of events in the financial sector

	Financial Stability
	· Central Banks can have a role in setting macro-prudential regulation - to ensure the overall financial system within an economy is stable. 
· This can extend to undertaking micro-prudential regulation, monitoring the financial health and business models of individual financial organisations. In the UK, micro-prudential regulation (including a role in bank authorisation) is the responsibility of the Prudential Regulatory Authority, a subsidiary of the Bank.
· Key areas of prudential supervision include capital adequacy, liquidity, asset quality, risk concentration, management, supervision & controls.
· A central bank will monitor capital inflows and outflows as these may require an appropriate policy response (through sterilisation or capital controls).
· A central bank may also act as resolution authority (dealing with troubled banks), as is the case in the UK.
· New Special Resolution Regime powers allow the BofE, in consultation with the other authorities, to:
· transfer all or part of a bank's business (its shares or property, i.e. assets and liabilities) to a private sector purchaser;
· transfer all or part of a bank's property to a bridge bank - a subsidiary of the Bank of England - pending a future sale;
· apply to put a bank into the Bank Insolvency Procedure, which is designed to allow for rapid payments to Financial Services Compensation Scheme or insured depositors (or transfer of their accounts to a healthy bank); 
· apply for the use of the Bank Administration Procedure to deal with a part of a bank that is not transferred and is instead put into administration.
· In addition, the UK fiscal authority (HM Treasury) may place a bank into temporary public ownership.

	Other Financial Market Regulation
	· Fairness and efficiency of markets – activities such as market rules for the availability of pricing information and prohibitions against insider trading and anticompetitive behaviour - can be performed by a central bank or separate authority. In the UK, the Competition and Markets Authority and Office of Fair Trading, Prudential Regulatory Authority and Financial Conduct Authority all have competition related objectives and remits.
· Protection of customers and investors – through business conduct rules (conflict-of-interest rules, advertising restrictions and suitability standards). In some cases these can be performed by a central bank (e.g. the Irish Central Bank performs this role). In the UK, the Financial Conduct Authority is responsible for this type of regulation.

	Payments system
	· To ensure people can transfer funds between accounts. System contains three elements: means of authorising and initiating the payment; a means of transmitting and exchanging the payment instruction between banks involved; and a means of settlement between the banks involved.
· Clearing houses are required (which can either be owned and operated by the central bank, by commercial banks, or in partnership).
· In the UK commercial banks hold reserve accounts at the Bank of England, these are used for interbank payments. 
· The Bank of England’s Real Time Gross Settlement (RTGS) processor handles financial transactions to and from each bank’s reserve account instantaneously, other options are for systems whereby transactions between banks are queued and cancelled out as much as possible with the net difference transferred at regular intervals.

	Lender of Last Resort
	· Providing short-term financial assistance through liquidity facilities. In the UK, where action is required beyond the Central Banks published framework, this requires an indemnity authorised by the Chancellor on the basis of a recommendation by the Governor of the Bank of England.

	Primary Issuance of Government Debt
	· The central bank may act as the Government’s fiscal agent to sell securitised or tradable debt to the non-state sector. In the UK, this task is performed by the Debt Management Office.

	Management of Government assets/funds
	· Central Banks may also be contracted to manage accounts on behalf of the Finance Ministry. For example, in the UK, there is a Service Level Agreement in place which tasks the Bank with responsibility for managing the Governments official reserves (which is made up of gold, foreign currency assets, IMF special drawing rights and the UK’s reserve tranche position at the IMF).
· The Consolidated Fund is the Government's general bank account at the Bank of England. Payments from this account must be authorised in advance by the House of Commons.



3. Links between the banking system and sovereigns
3.1. Explicit and implicit government guarantees for the banking system has meant that historically, banking and sovereign risk has been correlated however steps are now being taken to reduce this over time.
3.2. One of the functions of a Central Bank is to act as a lender of last resort, providing solvent financial institutions operating in their jurisdiction with funds when they cannot borrow from the market. The availability of this lending, also known as liquidity support, is intended to prevent systemic problems due to liquidity shortage in individual institutions. The term ‘Lender of Last Resort’ (LoLR) can also therefore refer to the role that a central bank has in the provision of market-wide liquidity[footnoteRef:2].  [2:  The following examples provide an illustration of different types of LoLR intervention:
•	It can refer to the response to a general market wide shock leading to a widespread liquidity shortage. This is often dealt with as part of a central bank’s published framework for intervention in money markets – including facilities such as open market operations (OMO’s) and operational standing facilities (OSF’s). 
•	However, it can also refer to specific collateralised loans to an illiquid – but solvent – financial institution in response to a company specific request. In these situations the central bank may have to intervene beyond its published framework. This can be done on a bilateral basis with individual institutions (i.e. Emergency Liquidity Assistance).] 

3.3. As a result of the financial crisis, regulatory standards for capital and liquidity have been strengthened and many central banks have revised their frameworks to better deal with different liquidity crises and to respond more quickly. There is now greater flexibility with a wider range of policy options. As such it should reduce the need for interventions beyond central bank’s published frameworks in the future[footnoteRef:3].  [3:  It should be noted that to avoid moral hazard, liquidity is provided at a cost to solvent but illiquid commercial banks, therefore central banks can often make substantial profits from these interventions. Any lending to a bank that is potentially insolvent could expose the central bank to potential losses. Therefore many central banks require the fiscal authority to indemnify the central bank exposure when there is a degree of uncertainty.] 

3.4. In circumstances where there is a risk of potential insolvency which requires resolution to be managed and resolved, this requires coordination between financial regulators, the central bank and primarily one or more fiscal authorities. 
3.5. In such a scenario, the central bank (or resolution authority) may advise on the systemic consequences of the failure of the institution, and application of resolution tools (including use of bail-in) however fiscal authorities can act to provide capital if necessary to stabilise the financial system (in some countries there are now plans to build resolution funds financed by industry levy).

Cross border banks - examples of international co-operation
3.6. Finally, a formal monetary union would need to adequately design a framework for bank resolution and crisis management which reflects the integrated financial services market and the presence of cross border banks. There are a number of examples of countries working together to promote financial stability where there are cross border interests.
3.7. As detailed in the first report of the Fiscal Commission Working Group, RBS, Barclays and HBOS all received significant liquidity support from US Federal Reserve at the height of the crisis. Table 2.1 highlights the value of liquidity support received. 
Table 2.1: Liquidity Support (USA) - Federal Reserve - Peak liquidity support 
	Bank
	Peak Liquidity Support ($bn)
	Date of Peak
	Rank (at peak)

	Morgan Stanley
	107
	29/09/2008
	1

	Citigroup
	99.5
	20/01/2009
	2

	Bank of America
	91.4
	26/02/2009
	3

	RBS
	84.5
	10/10/2008
	4

	Barclays
	64.9
	21/04/2008
	10

	HBOS
	18
	20/11/2008
	24


Source: Federal Reserve Emergency Loans: Liquidity for Banks, Bloomberg, August 2011
3.8. The Belgian and French Governments cooperated over the bail out of Dexia – a bank headquartered in Belgium and subject to a European Commission orderly resolution process. Belgium provided 53% of the total cost of 5.5bn Euros in November 2012 with France supplying the remainder. State guarantees of up to 85bn Euros were provided in conjunction with Luxembourg. 
3.9. Similarly, Fortis was rescued by the Benelux countries with its constituent national banking, insurance and investment arms subsequently being sold or nationalised. Despite both these examples relating to institutions who now exist in fragmented and reduced form, they highlight the principle of a coordinated approach. In practice, there were significant political challenges. 
3.10. Since the onset of the financial crisis in 2007/8 some aspects of cross-border co-ordination has become more formalised and arrangements have started to emerge between countries to effectively plan for, and deal with the safe resolution of cross border banks.
3.11. International co-ordination of resolution frameworks are still an area of active policy development to reduce systemic and moral hazard risks. The Financial Stability Board has published guidelines including on determining critical functions and developing recovery and resolution strategies and the development of institution-specific cross-border cooperation agreements among relevant resolution authorities . This can include using single and multiple points of entry for global systematically important financial institutions. 
3.12. An international co-operation agreement was put in place in the Nordic and Baltic countries in 2010 which includes a methodology for burden sharing (see Box 2.1).

	
Box 2.1: Agreement on financial stability and burden sharing in the Nordic and Baltic Countries
A co-operation agreement on cross-border financial stability, crisis management and crisis resolution was signed by the ministries of finance, central banks and financial supervisory authorities of Denmark, Estonia, Finland, Iceland, Latvia, Lithuania, Norway and Sweden in 2010.[footnoteRef:4]  [4:  http://www.nationalbanken.dk/C1256BE900406EF3/sysOakFil/UK_Mou_nordiske_baltiske_samarbejdsaftale_graenseoverskridende_finan_stab_august_2010/$File/NB-MoU_public_170810.pdf ] 

This agreement includes a framework for burden sharing, if any public resources are involved in solving the crisis, direct budgetary net costs should be shared among the affected countries on the basis of equitable and balanced criteria, which take into account the economic impact of the crisis in the countries affected and the framework of Home and Host countries’ supervisory powers. This covers direct support, for example in form of capital injection, guarantees and other risks accepted by the government or central bank and asset relief measures or transfers of assets from an institution implemented by the government. Any benefits as well as cost are to be shared among the affected countries. 
If public resources are involved in solving a crisis the costs incurred would be shared between the countries involved on an equitable basis. Although subject to agreement in each specific situation, the cost sharing calculation is based on two factors:
1. The relative importance of the Relevant Financial Group (either parent, subsidiary or branch) in the countries as measured by asset shares (summing to 100%).
1. The supervisory responsibilities for the same institution in the same countries (summing to 100%).
Relative importance is calculated on the basis of the amounts of assets located in the countries concerned, weighted to take account of their possible impact in a crisis situation. Other relevant factors may be included on a case by case basis when calculating the importance of an institution.
Supervisory responsibility depends on the factual supervisory responsibilities and powers, the weights used will be jointly suggested with the regulators involved. Where a home country regulator has full and exclusive powers to act and influence Host (branch) country activities they would be given a full 100% weight in the Model. If the structure is such that subsidiary bodies operate in the host countries then the relative Home country weight will be less than 100%. 
The agreement establishes a permanent regional body – the Nordic-Baltic Cross-Border Stability Group (NBSG) – to examine financial stability issues, including during crisis times. It is also responsible for working out burden-sharing formulas to be used in the event of a crisis, although any cost shares will be preliminary, they would be used to facilitate discussions and assessment of cost shares. 



3.13. Approaches to resolution clearly need to take into consideration the structures of companies. One model is for holding companies supported by a large number of subsidiary operations, to be each subject to a separate local resolution mechanism, whilst protecting other subsidiaries in the event of a crisis. How such frameworks develop over the next few years will be of interest, not just to the framework for Scotland, but more generally. 
3.14. In December 2012 the Bank of England and US Federal Deposit Insurance Co-operation proposed a strategy for the resolution of globally systematically important banks in the event of one getting into difficulty again, which would help enable use of new tools, such as the ‘bail in’ mechanism.



4. Functions of Central Banks in a Monetary Union

4.1. The type of currency arrangement can determine the exact functions of a Central Bank and the way in which central banking operations are discharged across one or more institution. 
4.2. Before discussing the options for an SMI in more detail in the next chapter, this chapter provide examples of the division of responsibilities for Central Banks within existing examples of formal monetary union.
4.3. In a monetary union, the functions of central banking and financial regulation can be split between more than one institution. 
4.4. In the Belgium-Luxembourg Economic Union (BLEU), established in 1922[footnoteRef:5], only Belgium had a full-scale central bank which was responsible for monetary policy. However, this was supported by formal joint decision-making bodies. The Luxembourg Monetary Institute (IML) was established in 1983 and was responsible for the supervision of the financial sector and for issuing currency. It was only in 1998 with the establishment of the European single currency that the Luxembourg Central Bank was created. [footnoteRef:6] [5:  Parity was established between the Luxembourg franc and the Belgian franc at this time. From 1935 Belgian coins and banknotes became legal tender in Luxembourg.]  [6:  http://www.bcl.lu/en/bcl/history/ ] 

4.5. Another example is the European System of Central Banks (ESCB) which includes the European Central Bank (ECB) and National Central Banks (NCB’s) in countries which have adopted the Euro. The National Central Banks in the Euro Area do not determine monetary policy, but do conduct open market operations to implement ECB policy.
4.6. Box 3.1 provides a summary of the corresponding tasks of the institutions in the Eurosystem.


	Box 3.1: Tasks of the Eurosystem and implementation of monetary policy

The Eurosystem comprises the European Central Bank (ECB) and the National Central Banks (NCBs) of the EU Member States which have adopted the euro. It has four main tasks. 
· The first task is to carry out the monetary policy adopted by the Governing Council of the ECB – e.g. decisions on the key ECB interest rates.
· Minimum bid rate on the main refinancing operations.
· Interest rates on the marginal lending facility and the deposit facility.
· Decisions relating to monetary objectives and the supply of reserves.
· The second and third tasks of the Eurosystem are to conduct foreign exchange operations and to hold and manage foreign reserves:
· The Eurosystem NCBs have transferred some €40 billion of foreign reserve assets to the ECB. In exchange, the NCBs have received interest-bearing claims on the ECB, denominated in euro. 
· NCBs are involved in the management of the ECB’s foreign reserves - acting as agents for the ECB - in accordance with guidelines set by the ECB.
· The fourth main task of the Eurosystem is to promote the smooth operation of payment systems and contribute to the conduct of financial supervision (i.e. it advises legislators in its field of competence and it compiles monetary and financial statistics).



4.7. Recent agreement on the Banking Union in Europe has expanded the European Central Banks role in promoting the safety and soundness of credit institutions and the stability of the financial system (as part of a European single market).
4.8. The ECB now has responsibility for the prudential supervision of the largest Eurozone banks (and the banks of other Member States who choose to join), however the national authorities retain some responsibilities in regulation and authorisation as part of the Single Supervisory Mechanism. 
4.9. Box provides 2.2 further detail of the roles of the European Central Bank and national authorities as part of these new arrangements.


	
Box 3.2: EU Single Supervisory Mechanism – role of the ECB and national authorities
Key tasks to be conferred on the ECB include:
authorisation and the withdrawal of authorisation for all credit institutions in the participating member states; 
assessing the acquisition and disposal of holdings in credit institutions; 
ensuring compliance with all EU prudential requirements for credit institutions and setting, where necessary, higher prudential requirements;
carrying out supervisory stress tests to support the supervisory review, and carrying out supervision on a consolidated basis.  These stress tests will not replace the stress tests carried out by the EBA; 
imposing capital buffers and related macro-prudential powers; 
carrying out supplementary supervision over credit institutions in a financial conglomerate; 
assessing supervision and governance arrangements and applying the relevant EU requirements; and,
where prudential requirements are unlikely to be met, carrying out supervisory tasks in relation to early intervention, in coordination with the relevant resolution authorities. 
National supervisory authorities remain responsible for carrying out tasks not conferred on the ECB, including:
consumer protection issues;
receiving notifications from credit institutions in relation to the free provision of services and the right of establishment;
supervising credit institutions from third countries establishing a branch or providing cross-border services in the EU;
supervising payments services; and,
preventing the use of the financial system for the purpose of money laundering and terrorist financing.



4.10. The ECB will also now have a role in the Single Resolution Mechanism[footnoteRef:7]. The SRM will complement the SSM and will apply across the Euro Area as well as in other Member States that wish to join the Banking Union.  [7:  ‘Commission proposes Single Resolution Mechanism for the Banking Union’, European Commission, http://europa.eu/rapid/press-release_IP-13-674_en.htm ] 

· The ECB, which will be responsible for preparing resolution plans for the largest banks, can signal when a bank is in severe difficulties and may need a resolution.
· On notification from the ECB, or on its own initiative, a Single Resolution Board (consisting of an executive director and four full-time appointed members and representatives of the national resolution authorities of all the participating countries) can determine the application of resolution tools and use of the single resolution fund. 
· In more significant cases (e.g. bank recapitalisation exceeding 10% of funds), decisions would be taken by a two-thirds majority of the board members representing at least 50% of contributions.
· National resolution authorities would be responsible for carrying out the resolution, with the Singe Resolution Board overseeing the resolution.
4.11. The funding of the SRM would be provided through levies on the banking sector of the members of the European Banking Union. The single resolution fund would be based on pooled national funds following a transition period, and would be put into effect on the basis of an inter-governmental agreement to be established among the participating Member States of the SRM.
4.12. Although technical details are yet to be finalised, broad agreement has been reached for the EU Recovery and Resolution Directive (which applies to all EU member states) which will mean a harmonised approach to dealing with troubled banks across Europe. The main resolution measures include:
· the sale of (part of a) business;
· establishment of a bridge institution (the temporary transfer of good bank assets to a publicly controlled entity);
· asset separation (the transfer of impaired assets to an asset management vehicle)
· bail-in measures (the imposition of losses, with an order of seniority, on shareholders and unsecured creditors).
4.13.  The Directive includes rules on bail in (it is proposed that a minimum level of losses equal to 8% of total liabilities to be absorbed by bank shareholders and creditors), and where additional resources are required national a prefunded resolution fund that each Member State will have to establish and build up so it reaches a level of 1% of covered deposits within 10 years, and funded by industry levy.



5. Options for a Scottish Monetary Institute

5.1. This section discusses options for the tasking of functions to a Scottish Monetary Institute within a Sterling Monetary Union. The different scopes of responsibility which could be assigned to the SMI are summarised in stylised form in Figure 4.1.

Figure 4.1: Options for a Scottish Monetary Institute
[image: ]
Statistics and research
5.2. Option 1 represents the minimum level of functions that an SMI would undertake, relating to collection and analysis of statistics and undertaking economic research. 
5.3. An SMI would have a specific interest in monetary aggregates and price data. It would also build a more detailed understanding of bank lending and credit conditions in Scotland, based on business surveys and data collected by either its own regulatory arm/the Scottish financial regulator, or the Bank of England PRA.
5.4. The more responsibilities and functions that a central bank adopts – the wider its role in statistics and research would be. For example, an SMI tasked with regulatory supervision would have responsibility for collecting corresponding data on the balance sheet and asset position of financial institutions. Similarly, collection and reporting of data on monetary aggregates and reserve statistics would be more efficiently collated by the central bank responsible for these functions (i.e. reserve management and money supply).

Sterling Monetary Framework
5.5. Sterling Area banks would continue to be able to access Bank of England Sterling money market facilities – operations which are reflected in both the asset and liabilities position of the Bank of England Banking Department balance sheet. Box 4.2 outlines the eligibility to participate in the Sterling Monetary Framework.
	
Box 4.2: Monetary Framework – eligibility to participate
Bank of England Sterling Monetary Framework
The Banks facilities are widely available to the banking sector, and potentially includes UK branches of firms incorporated in other jurisdictions. An institution must satisfy the following general criteria to apply to participate in any of the Bank's SMF Facilities.
It must be required to report Eligible Liabilities to the Bank; or (for Open Market Operations comprising short-term repo, fine-tuning operations and Outright Purchase Transactions only) be an active intermediary in the sterling money markets.
It must have the operational capability to participate in and efficiently to settle transactions with the Bank.
It must act in a way consistent with the Bank's objective of achieving fair and competitive sterling markets.
It must contribute to the Bank's market intelligence work in support of its functions as a monetary authority.
There must be no objection to the institution's admission to or participation in the SMF from the Prudential Regulatory Authority or from any other relevant UK or overseas regulatory body.
It needs to satisfy the Bank that the legal documentation underpinning its operations with them is, and remains at all times, fully valid and robust in all relevant jurisdictions.
None of the Events of Default (as defined in the Bank's legal Documentation) have occurred. 
Where an institution is part of a group but is not the primary entity in the group, it must provide the Bank with a guarantee from the primary entity, in a form acceptable to the Bank.

The Eurosystem
An institution may access the Eurosystem’s standing facilities and open market operations based on standard tenders only through the NCB of the Member State in which it is incorporated. 

If an institution has establishments (its head office or branches) in more than one Member State, each establishment has access to these operations through the NCB of the Member State in which it is established, notwithstanding the fact that the bids of an institution may only be submitted by one establishment (either the head office or a designated branch) in each Member State.



5.6. Box 4.2 provides a summary of the eligibility to participate in the Bank of England’s Sterling Market Operations, and for comparison, the rules in place in the Eurosystem. 
5.7. Box 4.3 provides further background on collateral grading.



	
Box 4.3: Monetary policy operations - Eligibility criteria for collateral
The Bank of England defined a set of collateral required when lending as part of its operations[footnoteRef:8]. If the counterparty fails to repay when due, the Bank can sell or retain the collateral.  [8:  http://www.bankofengland.co.uk/markets/Pages/money/eligiblecollateral.aspx] 

The Bank forms its own independent view of the risk in the collateral taken and only accepts collateral that it can value and risk manage effectively. Ratings assigned by the rating agencies, where used in the Bank's private sector collateral eligibility criteria, only play a role by publicly indicating the broad standards of credit quality expected in the securities accepted.
	Level
	Example of eligible securities

	A
	Gilts (Sterling denominated), Sterling Treasury Bills, HM Gov non—sterling marketable debt, Bank of England securities, Sovereign and Central Bank debt (issued by the governments and Central Banks of Canada, France, Germany, the Netherlands and the United States.

	B
	Sovereign and Central Bank debt (including associated strips), of Australia, Austria, Belgium, Denmark, Finland, Ireland, Italy, Japan, Luxembourg, New Zealand, Norway, Portugal, Slovenia, Spain, Sweden, and Switzerland, issued in either the domestic currency or in sterling, euro or US dollars, subject to any settlement constraints.
Major international institutions bonds, G10 government guaranteed agency bonds, HM Gov guaranteed bank debt, and some specified types of asset backed securities.

	C 
	Collateral securities including UK, US and EEA covered bonds and asset backed securities, securitised portfolios of corporate bonds, asset backed commercial paper, 

	C 
	Loan collateral which meets set criteria.






5.8. As part of a formal monetary union, the eligibility criteria for collateral would need to be updated to take account of the newly issued debt of an independent Scotland.
5.9. Whilst continuing to operate a unified balance sheet, it would be possible to consider certain other functions which an SMI could take on either in part or in full. These could relate to:
· the micro-prudential supervision of banks and other systemic institutions, using a consistent approach to such regulation across the Sterling Area, following the direction of the Bank of England Financial Policy Committee and working closely with the Bank of England Prudential Regulatory Authority;
· the development of resolution plans for significant Sterling Area financial institutions in co-ordination with the Bank of England; 
· the implementation of the resolution of financial institutions within a common resolution framework whilst based on decisions made at the Joint Macroeconomic Committee (for example, to facilitate mutualised interventions where required); and,
· the management of the issue of Scottish banknotes.
5.10. These functions are discussed further in the following sections.

Financial regulation and supervision
5.11. Micro-prudential regulation and supervision monitors the safety and soundness of individual banks. Assessments include monitoring of risk adjusted capital and liquidity ratios as well as stress testing – See box 4.4. 
5.12. Other aspects of financial regulation include monitoring of the conduct of business of financial services firms in order to protect consumers from mis-selling and anti-competitive practices.



	
Box 4.4: Background on capital requirements, and stress testing in the banking structure
Minimum capital standards are set in Basel III and European directives. Individual countries however have flexibility to put in place more rigorous standards and vary requirements as part of counter-cyclical financial stability policy.

The European Banking Authority has undertaken stress testing exercises for a sample of banks across all EU member states. The aim of such tests is to assess the resilience of financial institutions to adverse market developments, as well as to contribute to the overall assessment of systemic risk in the EU financial system, based on a consistent and comparable methodology. In the last round (in 2011), all major UK banks passed the stress test.

The next stress test has been announced to take place this year (2014). In terms of capital thresholds, 8% Common Equity Tier 1 (CET1) will be the capital hurdle rate set for the baseline scenario and 5.5% CET1 for the adverse scenario. EU member states may set higher hurdle rates and formally commit to take specific actions on the basis of those higher requirements.

The US Federal Reserve announced (in Nov 2013) that it will extend its stress testing regime to the US subsidiaries of RBS and HSBC.

In June 2013, the UK Prudential Regulatory Authority found that a number of UK banks must raise their capital levels – LBG (£7bn), RBS (£3.2bn), Barclays (£1.7bn), and Co-op (£1.5bn). The PRA assessments were made by “imposing a 3 per cent leverage”.

The PRA will require firms to meet a 4% Pillar 1 CET1 requirement in 2014, rising to 4.5% from 1 January 2015. Similarly, during the same period the required Pillar 1 Tier 1 capital ratio will be 5.5%, rising to 6% from 1 January 2015 onwards. Total Pillar 1 capital remains at 8%.

In October 2013, the Bank of England launched a consultation on the framework for its own stress-testing regime[footnoteRef:9]. The stress tests will aim to provide a quantitative, forward-looking assessment of the capital adequacy of the UK banking system and individual institutions within it. This document sets out the principles it would use, scenario selection and methodology. It does not specify what capital/liquidity ratios would be used in the future – I think this will be set by the Financial Policy Committee. [9:  http://www.bankofengland.co.uk/financialstability/fsc/Documents/discussionpaper1013.pdf ] 




5.13. European regulations and directives require a competent authority to be responsible for Member States regulatory and supervisory responsibilities. Authorisation, regulation and supervision responsibilities are defined for both home and host member states as part of the system of passporting for financial services firms within the European Economic Area. As part of the arrangements in place, micro-prudential regulation is discharged once within the EEA for each separately authorised business entity whilst conduct aspects of financial regulation are, broadly speaking, supervised separately across Member States.
5.14. The Fiscal Commission Working Groups first report identified two institutional options for the discharge of a harmonised and co-ordinated framework for micro-prudential regulation within a Sterling Area. The Bank of England PRA could continue to undertake its functions on behalf of both Scotland and the UK, or alternatively the regulatory arm of a Scottish Monetary Institute could supervise and authorise to a consistent set of regulatory standards.
5.15. Under the second option, the SMI would be responsible for the supervision of financial institutions with their principle place of business (headquarter) in Scotland, and would co-ordinate closely with the Bank of England PRA to ensure harmonised standards of supervision within an integrated financial services market.
5.16. Both options are designed to reflect the existing highly integrated market, and the complex business structures of financial services firms in the Sterling Area.
5.17. Large banking groups in particular are formed of a number of individual subsidiary companies, some of which have already restructured following the financial crisis. Further changes are expected, in particular the split of retail from investment as part of the Vickers reforms. Box 4.5 discusses these reforms in the context of the size of Scotland’s banking sector.

Resolution and crisis management
5.18. The Bank of England Special Resolution Unit undertakes a number of tasks (as summarised in Table 2.1) and it is proposed in the FCWG’s first report that it remains responsible for resolution functions as part of a formal monetary union. This would include decisions, made in conjunction with the regulatory authorities, on bank re-structuring and bail in.
5.19. The proposed Macroeconomic Governance Committee would co-ordinate joint input from the fiscal authorities, if and when necessary, for example on decisions which concern temporary public ownership.


	
Box 4.5: Scotland’s banking sector

The size of Scotland’s banking sector, and its role in the economy is often misunderstood.

A UK Government publication on financial services (May 2013) included analysis on the size of the banking sector in Scotland.[footnoteRef:10]  [10:  UK Government (May 2013) Scotland analysis: Financial services and banking https://www.gov.uk/government/publications/scotland-analysis-financial-services-and-banking. ] 


It estimated that “Scottish” banking institutions assets amounted to £1.89 trillion (or 1,254% of GDP) out of total UK banking assets £7.45 trillion (or 25%). The paper asserted that this posed a risk to Scotland post-independence. 

Such figures are however, backward looking and rely upon a number of highly challengeable assumptions. 

Firstly, measures of the ‘real’ economic footprint of financial services in Scotland and the UK show that the sector is either in line or slightly smaller than the UK. Financial services contribute around 8 per cent to the onshore Scottish economy slightly less than 7 per cent including oil. This compares to a UK figure of 7.9%. In contrast, London accounts for just short of 50% of UK financial services GVA. There is also analysis available on the size of Scottish financial services within the UK. In 2010, Scotland accounted for 7.1% of UK financial services GVA, below a per capita share.[footnoteRef:11]  [11:  Sources: Scottish National Account Project (SNAP), Scottish Government, and Regional Accounts, ONS.  ] 


Secondly, regulatory reforms will break the link between key elements of bank balance sheets and taxpayers. For example, in response to the recommendations of the Vickers report, the Banking Reform Bill is due to come into force in early 2014 and will separate the more risky element of banks from their traditional retail based functions by 2019.

Thirdly, the calculations depend critically on the identification of ‘Scottish financial services’. These issues are complex. To obtain a figure close to £1.89 trillion, a large proportion of the assets ‘allocated’ to Scotland inflate any reasonable measure by including assets from investment banking arms - despite the economic footprint of such activities occurring largely outside Scotland and will soon be ring-fenced – and undertaking a select interpretation of the geographical allocation of assets of UK Banking Groups. 

Such issues are best highlighted by the fact that in a recent experimental series of tax revenue statistics, HMRC estimated Scotland’s share of the Bank Levy (a charge on the balance sheets of banks) to be 7.3% of the UK total.[footnoteRef:12] This is 1/3 of the 25% required to be consistent with this earlier analysis by HM Treasury.  [12:  See http://www.hmrc.gov.uk/statistics/receipts/disagg-method.pdf ] 





5.20. As set out in the first FCWG report, a ‘Macroeconomic Governance Committee’ would meet to oversee matters which require input from both the Scottish and UK Governments. This could include decisions over the governance of shared institutions, which ensuring effective policy co-ordination as and when required.
5.21. It would be responsible for overseeing the swift and co-ordinated action required to address any threat to financial stability across the Sterling Area, and could agree joint resolution of Sterling Area institutions as part of a shareholder framework.
5.22. Scotland already has its own legal system (e.g. for incorporation of companies and bankruptcy) and given this, it is likely that an SMI could have some role in the practical implementation of resolution decisions. 

Issue of Scottish banknotes
5.23. Box 4.6 provides an overview of the current system for issue of Scottish banknotes. There are three banks which are authorised to issue Scottish notes – the Royal Bank of Scotland, the Bank of Scotland (now Lloyds HBOS) and Clydesdale Bank[footnoteRef:13].  [13: Further details available in the Scottish and Northern Ireland Banknote Issuance Annual Report 2013, http://www.bankofengland.co.uk/banknotes/Documents/about/scottish_northernireland_annualreport2013.pdf ] 

5.24. This is a fairly unique arrangement internationally (it is more common for Central Banks to issue banknotes), with only the Hong Kong Monetary Institute implementing a similar model where commercial banks being authorised to issue bank notes.
5.25. For comparison, in the Euro Area, the European Central Bank (ECB) has the exclusive right to authorise the issue of banknotes by the national central banks within the euro area. All decisions on the banknote designs, denominations, etc. are taken by the ECB.
5.26. The different national central banks of the euro area are then in charge of the practical aspects of producing and putting banknotes into circulation, since they provide commercial banks and the cash-in-transit sector with the necessary quantities[footnoteRef:14].  [14:  Currency in circulation is reported as a liability in the balance sheets of the National Central Banks individually, as well as the consolidated balance sheet of the ECB.] 

5.27. 

Box 4.6: Banknotes
Scottish banknote issue
There are three banks which are authorised to issue Scottish notes – the Royal Bank of Scotland, the Bank of Scotland (now Lloyds HBOS) and Clydesdale Bank. 
In 2009, proposals were introduced to ensure that holders of Scottish and Northern Ireland banknotes had a similar level of protection as holders of Bank of England notes.  A set of new requirements was introduced as part of the Banking Act 2009 and specific details are also outlined in the Scottish and Northern Ireland Banknote Regulations (2009).  The Bank of England is responsible for the regulation of the note issue function of the commercial banks which are authorised for banknote issue in Scotland and Northern Ireland, including compliance checks and a note exchange programme.
The authorised commercial banks are required to hold backing assets for their notes at all times.  In the event that an authorised bank becomes insolvent, these assets can be ring-fenced and noteholders can be reimbursed through the Banks note exchange programme.
At least 60% of the backing assets for notes in circulation, which have been issued by an authorised bank, must be in the form  of Bank of England notes or UK coin.  These represent non-interest bearing assets for the commercial banks.
The banks authorised to issue Scottish notes can however allocate up to 40% of the backing assets (for notes in circulation and with potential to enter circulation) to an interest-bearing account at the Bank of England.  As these accounts are remunerated at Bank Rate, this provides a source of income to the authorised banks.  They will also however incur the cost of production and issue of Scottish banknotes.
As at 28 February 2013, the three authorised banks in Scotland had a total of £3.980 million of notes in circulation and £760 million of notes with the potential to enter circulation.  In addition, there are notes issued by the Bank of England which will also be in circulation in Scotland.
Hong Kong Monetary Authority
Nearly all Central Banks retain the function of issuing banknotes and coins, however three commercial banks in Hong Kong are authorised to issue Hong Kong dollars.  
Hong Kong’s banknotes are issued by three commercial banks (denominations above $10) and in addition the Hong Kong SAR Government issues coins and $10 notes.  All Hong Kong notes and coins are backed by US dollar reserves held in its Exchange Fund.
























5.28. Within a Monetary Union there could be a number of options for banknotes that could be considered as part of the macroeconomic framework of an Independent Scotland within the Sterling Area. The main options could be:
1. To retain current arrangements which allows authorised banks to issue Scottish notes with seignorage income from the specified share of backing assets accruing to the Bank of England (Bank Issue balance sheet).  A share of this income would then be transferred to the Scottish and UK Treasuries in accordance with the Governance arrangements and shareholder framework agreed for the Sterling Area. 

2. To retain current banknote issue arrangements by commercial banks (as in option 1 above) however the SMI could take on some responsibility for management of issue of Scottish banknotes, whilst Scottish banknotes continue to be fully backed by assets held at the Bank of England.

3. To consider the introduction of a single Scottish issuer (to replace issue by commercial banks). The Scottish Monetary Institute would then be responsible for both management and issue of banknotes, with backing assets held at the Bank of England. 

5.29. If a wider set of responsibilities were to be transferred to the Monetary Institute, it would become necessary to consider creating a balance sheet for the SMI. The next chapter discusses these options in more detail.




6. Additional transfer of functions and an SMI balance sheet

6.1. The previous chapter discussed the potential scope for allocation of functions to an SMI whilst maintaining a single consolidated Bank of England balance sheet. 
6.2.  With the allocation of further tasks, such as implementing monetary policy, it would become necessary to establish a separate SMI balance sheet. Box 5.1 provides an overview of the two Bank of England balance sheets, the Government’s equity shareholding and arrangement for transfer of income to the Treasury for background.
6.3. An institutional model where the SMI becomes responsibility for money market operations within a monetary union (Option 3 -  Figure 3.1) would mean the creation of a separate balance sheet similar to the operation of the National Central Banks of the Euro Area.
6.4. The practicalities of dividing the existing Bank of England balance sheet would be complex – and would likely depend on the exact nature of the different types of assets and liabilities. Where these assets, and their corresponding liabilities, have a direct interface with the banking system, a theoretical division of a balance sheet may need to take into account the structure of the financial sector in Scotland and the UK.
6.5. A number of detailed technical aspects would need to be considered further to inform consideration of this. 
6.6. As highlighted in Box 5.1, a separate subsidiary (the Bank of England Asset Purchase Facility Fund Limited) holds the assets acquired as part of the quantitative easing (QE)[footnoteRef:15] programme and would need to be considered further as part of an assessment of this option[footnoteRef:16]. The exact timing and implication of the unwinding of QE remains uncertain, however the OBR has made projections on the profile of net transfers expected to the Treasury over the next ten years (these are positive in early years, but negative in later years). [15:  The lending made to this subsidiary (to finance asset purchases) appears on the Bank's balance sheet as an asset, which is matched by the creation of central bank reserves – a liability on the Bank of England balance sheet.]  [16:  QE allows the Bank of England to purchase government bonds through the secondary market using newly created central bank reserves.. The design of the Long Term Refinancing Operation (LTRO) is different – it is a scheme in which the ECB provides liquidity to European banks by offering them loans on favourable terms. In return, these banks provide the ECB with assets as collateral. LTRO participating banks determine the size of this expansion, whereas in QE the size of the expansion is determined by the central bank itself. Sia Partners estimate that the two LTRO loan issues led to a net liquidity increase in the financial system of €510 billion, with Italian and Spanish banks accounting for a majority of this - €280 billion. (‘Re-visiting the ECB’s 3-year Long Term Refinancing Operations’, SIA partners, December 2012)] 

6.7. The design of unconventional policies, such as quantitative easing, if they were to be used again in the future, would also need to be considered as part of a framework for a  formal monetary union.

	
Box 5.1: Bank of England balance sheet, equity and income
The Issue and Banking departments of the Bank of England were set up in The Bank Charter Act of 1844. Two separate balance sheets for each department in addition to a consolidated statement.

The Issue Department issues Bank of England banknotes and holds assets which are used to back these notes. The profits of the Issue Department are paid in their entirety directly from the Bank to HM Treasury.  All other assets and liabilities are held in the Banking Department.  The Bank holds capital in the Banking Department in order to cover risk on its other activities, which include sterling market operations to implement monetary policy.  The UK Treasury is allocated a share of profits from the Banking Department[footnoteRef:17]. [17:  The Bank of England Act 1946, as amended by the Bank of England Act 1998, requires the Bank to pay to HM Treasury, in lieu of dividend on the Bank’s capital, on the fifth day of April and October (or prior working day), a sum equal to 25% of the Bank’s post-tax profit for the previous financial year or such other sum as the Bank and HM Treasury may agree. The overall effect is that the Bank and HMT will normally share post-tax profits equally.] 


The Bank of England operates other measures, including the Asset Purchase Facility, through a subsidiary company – the Bank of England Asset Purchase Facility Fund (BEAPPF)[footnoteRef:18]. The size of the Bank of England balance sheet increased significantly from 2009, partly reflecting the introduction and expansion of quantitative easing.  Assets held in the Banking department now total approximately £397.7 billion matched with liabilities of £394.4 billion and equity of £3.4 billion.  [18:  These accounts are not included as part of the consolidated Bank statement, however as the Fund is financed by loans from the Bank, this appears as other assets in the banking department statement.  The increase in liability is reflected in the increase of reserve balances.] 


Table 5.11: Total equity attributable to the shareholder, Banking Department (£mill)
	
	2006
	2007
	2008
	2009
	2010
	2011
	2012
	2013

	Total Equity attributable to shareholder
	1,732
	1,860
	2,293
	3,321
	4,237
	4,423
	3,387
	3,352

	Illustrative (8.4%) share 
	145
	156
	193
	279
	356
	372
	285
	282


Note: As reported in latest available annual account for each year

Table 5.12: Income transferred to HMT (£mill)
	
	2006
	2007
	2008
	2009
	2010
	2011
	2012
	2013

	Banking Dept
	94
	166
	161
	833
	194
	64
	2,298
	55

	Issue 
Dept
	1,698
	1,653
	2,327
	2,188
	491
	475
	853
	517

	Total
	1,792
	1,819
	2,488
	3,021
	685
	539
	3,151
	572

	Illustrative (8.4%) share 
	151
	153
	209
	254
	58
	45
	265
	48






 Box 5.2: Euro Area – National Central Banks, ECB capital and shares
· Decisions on the ECB’s financial matters e.g. subscription to ECB’s capital, transfer of foreign exchange reserves, or distribution of monetary income, are taken on the basis of votes being weighted according to the NCB’s share in the subscribed capital of the ECB. 

· The capital of the ECB comes from the national central banks (NCBs) of all EU Member States. In December 2010, the ECB increased its subscribed capital from €5.76 billion to €10.76 billion.

· The NCB shares in this capital are calculated using a formula which reflects the respective country’s share in the total population and gross domestic product of the EU. These two factors have equal weighting. The ECB adjusts the shares every five years and whenever a new country joins the EU.

· The net profits and losses of the ECB are allocated among the euro area NCBs in accordance with Article 33 of the Statute of the European System of Central Banks and of the European Central Bank. An amount, determined by the Governing Council (not exceeding 20% of the net profit) is transferred to the general reserve fund.  The remainder is allocated to NCB’s based on a proportion of the Member States paid-up capital shares.















Payments system and banknotes
6.8. Under option 3 (separate SMI balance sheet), further consideration would also need to be given to the operation of the Sterling Area payments system. Box 5.3 summarises the role of Central Banks in overseeing the payments system.
6.9. With separate balance sheets for the SMI, consolidation of the aggregate monetary position would be required. As with the Euro Area (see Box 4.3), the framework would need to be designed to deliver the same level of functionality as “Target2”.
6.10. Finally, as part of option 3, the creation of a separate SMI bank balance sheet would also be considered in relation to Bank Issue. This would lead to a change in the existing arrangement for backing assets.  Commercial bank’s Notes in Circulation would be backed by reserves held at the Scottish Monetary Institute. 



Box 5.3: Payments system in a monetary union 
 

Central banks have oversight of the functioning of the national payment system which facilitates the smooth circulation of currency.
Central banks also play a regulatory role in payment, clearing and settlement issues. The functioning of these systems also has an impact on the stability of financial institutions and markets, and may affect systemic stability. Such systems are also essential for the implementation of monetary policy. 
As the operator of a payment system, a central bank offers settlement in central bank money and allows financial institutions to transfer funds which are held in accounts with that central bank among themselves. Central banks’ payment systems are typically used for the final settlement of claims originating from interbank operations and so-called ancillary systems.
Ancillary systems include the following systems:
 ■ retail payment systems, 
■ large-value payment systems, 
■ foreign exchange systems, 
■ money market systems, 
■ clearing houses, 
■ central counterparties 
■ and securities settlement systems. 
TARGET2 is the real-time gross settlement (RTGS) system providing a payment service across national borders of the EU. It settles payments related to monetary policy operations, interbank and customer payments, and payment s relating to the operation of all large-value net settlement systems and other financial market infrastructures handling the euro (such as securities settlement systems or central counterparties)
It supports the implementation of the Eurosystem’s monetary policy and the functioning of the euro money market and increases efficiency of cross-border payments in euro. 





















7. Summary

7.1 Central banks have responsibilities for a number of key functions. The main functions of the Bank of England are:
· Setting of monetary policy (e.g. interest rates);
· Setting financial stability policy (e.g. macro-prudential policy, including capital and liquidity ratios) to meet Central Bank objectives on price and financial stability;
· Undertaking market operations to achieve targeted monetary policy and providing liquidity facilities to the banking system - “lender of last resort”;
· Micro-prudential regulation of banks, insurance companies and major asset firms;
· Operation of the Special Resolution Regime;
· Management of the issue of banknotes;
· Oversight of the payments system;
· Collection of statistics and undertaking macroeconomic research; and,
· Acting as the Governments agent (e.g. for management of official reserves).

7.2 As highlighted in previous FCWG reports, models for the institutional design of formal monetary unions increasingly reflect the need for closely harmonised micro-prudential regulation and resolution to ensure financial stability.
7.3 This paper has set out a discussion on the options for functions of a Scottish Monetary Institute as part of a formal Sterling Area monetary union.
7.4 From day one of independence, an SMI would, at a minimum have a leading role in helping to develop analysis and research on the Scottish economy (with key interests in the development of price data, banking data credit conditions).
7.5 Over a longer timeframe, it would have opportunity to take on responsibility for a wider set of functions as part of a formal monetary union. As discussed in this paper, many of these functions could be discharged by an SMI which maintaining a “single” Bank of England balance sheet (for the Banking Department and Bank Issue Department), however further technical discussions would be required to determine the exact scope for the SMI to undertake these functions.
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