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CHAPTER 1

Introduction

1.1 THE EUROPEAN BANKING UNION:
A WORK IN PROGRESS

When the historical decision leading to the banking union was taken at
the European Council in June 2012, the declared reason was to “ensure
that the supervision of banks in all EU member states is equally effective in
reducing the probability of bank failures.”! One year later, while stressing
that the completion of the banking union had become a priority among
the policy objectives of European policymakers, the Council stated that “it
is imperative to break the vicious circle between banks and sovereigns.”?
At the origin of these statements, there are the large amounts of money
spent by several European governments to bail out those banks involved
in the financial crisis that started in 2007. In addition, the sovereign debt
crisis, hitting the high-debt European countries since 2010, has shown
that the exposure to the domestic public debt is an important source of
instability for the banking sector. Therefore, it has become clear that the
transfer of financial risks can go not only from banks to governments, but
also the other way around, creating a two-way link between banks and
sovereigns. Even more importantly, this link mainly works at the national

!'This statement is taken from “Towards a Genuine Economic and Monetary Union,” a
report by the President of the European Council, June 2012. This report was presented at
the June 2012 European Council.

2Conclusions of the June 2013 European Council.

© The Editor(s) (if applicable) and The Author(s) 2016 1
A. Baglioni, The European Banking Union,
DOI10.1057,/978-1-137-56314-9_1



2 A BAGLIONI

level: on one side, governments provide financial support to their domes-
tic banks; on the other side, the exposures of banks to the sovereign bor-
rowers have generally a strong home bias.

The original project of a European banking union has three pillars:

¢ Single Supervisory Mechanism (SSM)
¢ Single Resolution Mechanism (SRM)
¢ Single European Deposit Guarantee Scheme (EDGS)

The first pillar transfers the responsibility of banking supervision from
the national authorities to the European Central Bank (ECB); this is fully
operational since November 2014. The second pillar includes a new set
of rules governing the resolution of troubled banks (laid down in the
Bank Recovery and Resolution Directive [BRRD]), and a new authority
endowed with resolution powers (Single Resolution Board [SRB]), which
is endowed with some financial resources pooled together across the euro
area countries (Single Resolution Fund [SRF]). The new rules and the
new resolution authority are in place as of January 2016; however, the
SRF is going to be gradually built up through a transition period that will
end in 2024. The third pillar is actually missing, since the Directive on
deposit insurance approved in 2014 is still a harmonization device, and it
does not introduce any common guarantee scheme across the euro area
countries.

The emerging picture from the current state of play is a banking union
that is still halfway. The transfer of prudential supervision to the ECB
has been done, and a new set of rules to manage the banking crises have
been introduced. To the contrary, the pooling of resources to support the
resolution of stressed banks is still under way, and it will be very limited
even at the end of the transition period, given the small size of the SRF
and the lack of a common fiscal backstop behind it (apart from a limited
role played by the European Stability Mechanism [ESM]). In addition, no
common pool of money to repay the depositors of failed banks has been
created so far.

The fact that the banking union is currently a project far from being
completed derives from the political stance, prevailing in several European
countries, which is adverse to any kind of cross-country risk-sharing
arrangements. Thus the steps taken so far, in the implementation of the
project, are those that should be able to reduce the probability of banking
crises and limit their fiscal cost. The first goal has been assigned to the
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ECB, which is expected to preserve the financial stability by implement-
ing a uniform and high level of supervision in the euro area. The second
goal has been pursued by introducing the “bail-in” principle into the EU
legislation, which imposes that a relevant contribution to the resolution of
a troubled bank comes from their sharcholders and creditors, thus reduc-
ing the use of taxpayers’ money. To the contrary, those steps that imply
a pooling of financial means, within the euro area, to tackle the banking
crises are only at an initial stage.

The consequence of this state of play is that the two-way link between
banks and sovereigns is bound to be in place for the foreseeable future.
On one side, the costs deriving from a banking crisis will still fall within
the national borders to a large extent: they will be paid by the stakeholders
of a distressed bank and by the domestic government, providing the fiscal
backstop (albeit within the limits of the state aid rules). On the other side,
banks will presumably continue to hold large amounts of securities issued
by their domestic governments.

1.2 Way Tais Book?

This book has two objectives. First, it provides the reader a description of
the European banking union. The introduction of the banking union into
the European landscape has required the adoption of many and complex
regulatory innovations, which I will try to describe in a simple and suf-
ficiently accurate way at the same time. Of course, summarizing several
legal texts, amounting to many hundreds of pages, in a rather short vol-
ume requires sacrificing many details. However, my main purpose is to
provide an overview of the architecture of the banking union, together
with the essential elements of the new regulatory framework. My focus is
on the economic and organizational impact of the banking union; to the
contrary, I do not have the skill to discuss the legal issues related to it (the
interested reader will be referred to the relevant legal texts and literature).

The second objective is to provide a critical assessment of the state of
play of the banking union. On the one hand, some official sources (e.g.
ECB, EU Commission, EU Parliament) provide material where the essen-
tial information related to the banking union can be found. However, they
always take an acritical and extremely positive view on the matter: they
stress on all the achievements that have been made, without considering
any of the drawbacks of the new institutional framework. On the other
hand, some contributions by independent (mainly academic) scholars
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provide some criticisms, but they are generally focused on specific issues
and they are rather technical. I will try to fill this gap, trying to assess the
positive results obtained so far as well as the main open issues related to
the banking union.

In a nutshell, I acknowledge that the banking union is a major achieve-
ment within the process of European integration. Actually, it is the only
relevant step forward in recent years, particularly in the aftermath of the
financial crisis. In other areas, like the transition to a federal budget, the
introduction of Eurobonds, and the strengthening of the European politi-
cal institutions, the process of integration is lagging behind. However,
we should not overlook the fact that the banking union is an incomplete
project, for the reasons outlined above; moreover, several critical issues
emerge when we carefully examine the way in which the project is being
implemented. Just to mention a few of them: (1) the responsibility of
the macro-prudential supervision has been left to the national authori-
ties, which is not satisfactory given the cross-border dimension of systemic
risk, (2) the stress test carried out by the ECB in 2014 has focused on the
ratio between equity and risk-weighted assets (RWAs), while also lever-
age should be considered, (3) the application of the bail-in rule to the
retail bank customers raises problems of transparency and instability, (4)
the governance of the SRM seems too complex and prone to political
interference.

1.3 PrAN OF THE WORK

I will start by examining the reasons behind the introduction of the
European banking union. The second chapter will document the fiscal
cost of the recent financial crisis, which has been the main driver inducing
the policymakers to assign the ECB the task of implementing tough and
uniform standards of supervision in the euro area. The above-mentioned
two-way link between banks and sovereigns will emerge by looking at the
market price of risk for the two sectors.

I will then describe the new architecture of banking supervision, going
into the organizational details of the SSM (Chap. 3). Some controversial
issues will be discussed, like the separation between prudential supervision
and monetary policy, the balance of powers between the ECB and the
national authorities, the discretionary approach based on the Supervisory
Review and Evaluation Process (SREP), and the lack of a single authority
responsible for the macro-prudential supervision.
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The first important action taken by the ECB, as banking supervisor,
has been the Comprehensive Assessment of 2014, where the 130 larg-
est banks in the euro area have been examined through an Asset Quality
Review (AQR) and a Stress Test. The main features of this exercise will
be described in Chap. 4. The methodology used by the ECB has raised
several criticisms; some of these controversies will be addressed here.

Then I will move to the second pillar of the banking union, namely the
SRM (Chap. 5). Actually, I will first outline the main regulatory innova-
tions introduced by the BRRD, affecting all the EU countries. I will then
analyze the organization and funding sources of the SRM, concerning the
euro area countries. Some crucial issues will be discussed here, like the
bail-in principle, the governance of the SRM, and the role that should be
played by the ESM as a fiscal backstop.

Finally, I will consider the missing pillar: a European Deposit Guarantee
Scheme (EDGS). Actually, some progress has been recently made in the
area of deposit insurance, thanks to the Directive approved in 2014. The
main innovation is the requirement that the national guarantee schemes
should be funded ex ante by collecting risk-based insurance premiums.
However, that Directive is still aimed at harmonizing the national deposit
guarantee schemes, rather than pointing to some integration among
them. Looking forward, I will argue that the best way to proceed is not
by creating a new European institution, responsible for deposit insurance,
but rather by expanding the scope of the SRM, thus going toward an inte-
grated resolution and deposit insurance agency (like the Federal Deposit
Insurance Corporation [FDIC] in the USA).


http://dx.doi.org/10.1057/978-1-137-56314-9_4
http://dx.doi.org/10.1057/978-1-137-56314-9_5

CHAPTER 2

Three Reasons for the European
Banking Union

INTRODUCTION

Why did Europe decide to proceed toward the banking union? Three
main reasons can be identified as follows:

* Reduce the fiscal cost of bank bailouts

® Break the two-way link between the financial risks in the bank and
sovereign sectors

e Achieve a higher level of supervisory convergence

Some European governments have spent large amounts of money to bail
out those banks involved in the financial crisis that started in 2007, thus
putting the cost of stabilizing the financial sector on the shoulders of tax-
payers. The sovereign debt crisis, hitting the high-debt European coun-
tries since 2010, made evident that the banking sector in some countries
is vulnerable, due to its exposure to the domestic public debt. So the
transfer of financial risks goes not only from banks to governments, but
also the other way around, creating a vicious circle between banks and
sovereigns. These arguments have been acknowledged by the policymak-
ers, in particular in the meetings of the European Council in June 2012
and June 2013.

The expected cost faced by governments, related to the potential insta-
bility of the financial sector, can be reduced in two ways: first, by reduc-
ing the probability that some banks become financially distressed and

© The Editor(s) (if applicable) and The Author(s) 2016 7
A. Baglioni, The European Banking Union,
DOI10.1057/978-1-137-56314-9_2
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eventually insolvent, and second, by limiting the resources committed to
the bailout of those institutions that are already in trouble. The first goal
can be pursued by increasing the standard of prudential supervision: the
transfer of supervisory powers from the national authorities to the ECB
is aimed at achieving a high level of supervision in all the eurozone coun-
tries. The second goal requires a revision of the crisis management prac-
tices and bank resolution procedures. The competent authorities should
be endowed with early intervention powers so that loan losses are readily
recognized and recapitalization actions are taken. They should also have
the legal tools enabling them to impose a significant share of the bailout
costs to the private stakeholders (shareholders and some classes of credi-
tors): this is the “bail-in” principle introduced in the EU legislation by the
BRRD. Another essential element of the picture should be a European
deposit insurance scheme: an effective deposit guarantee is crucial to sup-
port the confidence of depositors and avoid panic, which can result in
bank distress. However, as we shall see, this third “pillar” of the banking
union is still missing. The view that the quality of institutions, like supervi-
sors, resolution authorities, and deposit guarantee schemes, can contrib-
ute to lower the fiscal cost of financial crises is supported by a number of
empirical studies.!

The transfer of prudential supervision to the ECB should not only
ensure that high standards of supervision are implemented, but also limit
the cross-country competitive distortions by minimizing the national
biases in supervisory practices. In other words, the supervisory conver-
gence in the euro area should in principle be enhanced.

On political grounds, it is interesting to note that the conclusions of
the June 2013 European Council include the following statement: “in the
transition towards the SSM (Single Supervisory Mechanism), a balance
sheet assessment will be conducted, comprising an asset quality review
(AQR) and subsequently a stress test. In this context, Member states tak-
ing part in the SSM will make all appropriate arrangements, including
the establishment of national backstops, ahead of the completion of this
exercise.” This statement reveals that some governments were worried
that the introduction of the banking union might imply some mutual-
ization of financial risks among participating countries, and they made it
clear that this outcome has to be avoided. To this aim, they decided that
a prerequisite for the implementation of the SSM was the analysis of bank

1See IMF (2015).
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assets together with a stress test, which eventually were carried out by the
ECB in 2014 under the name of “comprehensive assessment.” Even more
significantly, each government was required to prepare national backstops
to absorb any capital deficiency possibly emerging from such assessment.
Again, this shows the willingness to avoid any cross-country subsidization.
This policy has important implications, namely the fact that the banking
union remains an incomplete project with several steps still to be taken.

In this chapter, I am going to analyze in some details the reasons for
the banking union. I will start by documenting the cost of bank bailouts.
Then I will move to the two-way link between the financial stability of the
bank and of the public sectors. Finally, I will address the issues related to a
uniform supervisory standard and to a common framework for the resolu-
tion of bank crises. The concluding section provides a brief summary of
the issues addressed in this chapter.

2.1 ReDpUCE THE Fiscal CosT oF BANKING CRISES

The first goal of the banking union is to reduce the burden of banking
crises for the taxpayers. We may identify two channels through which
banking crises can impact the public sector balance sheet. (1) A direct
channel, including all measures that governments put in place to support
distressed banks in order to avoid their liquidation and/or to limit the
costs faced by bank stakeholders, particularly depositors and bondhold-
ers. (2) An indirect channel, including all the other ways through which
a banking crises can negatively affect the primary balance and the interest
expenses of the public sector. This second channel is due to the negative
effect of a banking crisis on the economic cycle, through a sharp reduction
of the supply of credit and a fall of assets values, which can lead to—or
amplify—an economic downturn. The downturn of the economic activ-
ity activates the automatic fiscal stabilizers, like increased unemployment
benefits and reduced tax revenues, which worsen the primary balance. In
addition, the explicit and implicit public sector guarantees to support the
banking sector can make the government pay a higher cost of borrowing,
thus increasing the interest expenses.

While the first channel can be observed with a good degree of pre-
cision, the second channel is very difficult to measure, since it includes
some variables which are affected by several factors, among which the
banking crises is only one, albeit sometimes the most relevant. A crude
way to assess the proportion between the direct and indirect fiscal impact
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of a banking crisis is to take the ratio between the outlays due to support
the distressed banks and the overall increase of public debt following a
financial crisis. This is the process followed by the International Monetary
Fund (IMF) and by the ECB, both leading to an estimate of around one-
fitth. IMF (2015) analyzes a large international sample of banking crises
(from 1970 to 2011), showing that the direct fiscal costs are around 4-5 %
of GDP and the total public debt/GDP ratio increases by 20-25 per-
centage points in the aftermath of a crisis. ECB (2015) focuses on the
recent 2008-2014 crisis in the euro area, showing that the direct support
measures account for less than 5 % of GDP, while the debt/GDP ratio
increased by 27 percentage points on average in that period. Both studies
stress that these average numbers overshadow large cross-country differ-
ences. This crude measure leads presumably to an overestimation of the
indirect costs of financial crises, since the increase of the debt/GDP ratio
may be also due to factors other than the banking crises. However, it
shows that the direct costs, on which the public attention is often focused,
are only a part of the story.

Despite this limitation, it is useful to look at the direct fiscal cost of the
recent financial crisis in Europe, not only because it is the only channel
directly observable, but also because it provides the main political driver
toward the banking union: the basic motivation of the European govern-
ments to proceed toward the banking union derives from the cost directly
paid, and more easily perceived, by their taxpayers. Actually, some govern-
ments have committed a large amount of money to rescue the domestic
financial sector, starting from the most acute phase of the financial crisis,
namely in the aftermath of the Lehman Brothers collapse in 2008. Table
2.1 reports a breakdown of the intervention measures taken by the EU
governments.

Many banks turned out to be undercapitalized during the financial
crisis. Governments have reacted by approving both recapitalization
schemes for the banking sector as a whole, and ad hoc measures for indi-
vidual troubled institutions. Another kind of intervention goes under the
name of “impaired assets relief,” where the government either provides
an insurance against assets devaluation or it directly buys some troubled
assets of the bank. Taken together, capital injections and asset reliefs
have absorbed the bulk of the resources spent by the EU governments
to support banks: the overall amount spent over the period 2008-2013
is 636 billion euros, equivalent to almost 5 % of a year’s GDP. Table 2.1
shows large differences across countries. In absolute terms, Germany and
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Table 2.1 EU governments’ support to the banking sector

Total 2008-2013 recapitalization Guarantees
and asset velief (2009—peak year)
In € billion Asa % of In € billion As a % of 2009 GDP
2013 GDpP
Belgium 45.14 11.8 46.78 13.87
Bulgaria 0.00 0.0 0 0
Czech Republic  0.00 0.0 0 0
Denmark 11.09 4.5 6.45 2.89
Germany 144.15 5.3 135.03 5.61
Estonia 0.00 0.0 0 0
Ireland 65.38 399 284.25 173.81
Greece 40.85 22.4 1.50 0.63
Spain 94.76 9.3 36.13 3.44
France 26.25 1.3 92.73 4.86
Croatia 0.00 0.0 0 0
Ttaly 7.95 0.5 0 0
Cyprus 1.80 10.9 0.56 3.29
Latvia 0.95 2.9 0.54 291
Lithuania 0.23 0.7 0 0
Luxembourg 2.60 5.7 1.65 4.36
Hungary 0.21 0.2 0 0
Malta 0.00 0.0 0 0
Netherlands 28.02 4.6 36.00 6.31
Austria 11.60 3.7 15.45 5.58
Poland 0.00 0.0 0 0
Portugal 10.95 6.6 5.24 3.12
Romania 0.00 0.0 0 0
Slovenia 3.15 8.9 1.00 2.87
Slovakia 0.00 0.0 0 0
Finland 0.00 0.0 0.06 0.03
Sweden 0.78 0.2 14.26 4.87
UK 140.54 7.4 158.22 10.10
Total EU 636.40 49 835.84 7.08

Source: State Aid Scorebonrd (2014) of the EU Commission—DG Competition

the UK have put the largest amounts of money on the table: more than
140 billion euros each. As a ratio to GDP, Ireland is the country which
comes first by a large extent, having spent some 40 % of GDD, followed by
Greece, Belgium, Spain, and Cyprus.

An additional way of supporting banks has been provided by guarantee
schemes. Governments have relied extensively on this tool, particularly
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in 2008 and 2009, as it is the most cost-effective way for restoring the
confidence of investors. Banks’ liabilities are backed by the guarantee pro-
vided by the state; at the same time the government budget is not hit by
an immediate outlay. Table 2.1 shows the amount of taxpayers’ money
committed through guarantees, with reference to the peak year 2009;
since then, such amount has remarkably declined through time. Ireland
is again the country which comes first by a large extent (174 % of GDP),
followed by Belgium and the UK. However, the EU Commission reports
that since 2008 only 3.13 billion euros of the total guarantees on liabili-
ties have been called (State Aid Scoreboard 2014). Therefore, we may say
that the huge amount of money committed through guarantees by the
EU governments has been actually converted into cash outlays only by a
negligible extent.

When we deal with state aids to banks, it is important to consider also
the revenues received by governments, which can offset the related out-
lays. In case of capital injections, those revenues may derive from the sale
of the equity stakes taken by the government in some banks. In case of
asset reliefs, the government may recover some money by selling the assets
previously purchased. As Table 2.2 shows, 15 % of the sums spent for such
kinds of interventions have been recovered: 109 billion euros over 731.
It must be acknowledged that this number probably underestimates the
recovery rate of those support measures, since the process of assets sale
and privatization of state-owned equity stakes is still under way. In the
case of guarantees, some fees are generally applied by governments for the
insurance service they provide. It is worth stressing that the fees collected
by the EU governments for this service have exceeded by a large extent

Table 2.2 Total aid amounts paid and received by EU governments
(2008-2013)

Government outlays Revenues/fees

In €billion  Asa %of 2013 In € billion  Asa % of 2013

GDP GDP
Recapitalisation 448.16 34
Asset Relief 213.26 1.6 109.64 0.8
Other Liquidity Measures ~ 70.15 0.54
Guarantees 3.13 0.02 38.16 0.3

Source: State Aid Scorebonrd (2014) of the EU Commission—DG Competition
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the cash outlays related to the few cases when the guarantees have been
called: 38-billion-euro fees have more than offset 3-billion-euro outlays.
Summing up, the above evidence suggests that the cost of bank bailouts
for taxpayers, as a consequence of the financial crisis that started in 2007,
has been significant. As a ratio to the 1-year GDP, the cash outlays due to
capital injections and asset reliefs are about 5 %, which is not a very large
number but it is only an average, and we have seen that in some countries
the burden has been much larger than that. In addition, the guarantees
provided by governments have not produced large cash outlays so far, but
they represent a potential liability that should not be understated.> We
have also to consider that the stream of resources already devoted to bank
bailouts can be interpreted by market participants as an implicit guarantee
of further interventions, if needed. This sort of implicit guarantee puts a
burden on public finances which is difficult to measure, but it is nonethe-
less relevant. This is probably the main reason why the sovereign default
risk and the insolvency risk of the banking sector are so interlinked, at
least in financial markets’ perception, as we are going to document in the
following section. Finally, we must remember that the outlays, due to the
direct public support to distressed banks, provide only a partial measure
of the overall fiscal impact of the financial crisis, as we have argued before.

2.2 Break THE Two-WAy LINK BETWEEN BANK
AND SOVEREIGN RISKS

The interplay between the financial risk of national governments and that of
their domestic banking systems has dramatically increased during the financial
crisis. As we have seen at the beginning of this chapter, policymakers declared
that one the main goal of the banking union was “to break the vicious circle
between banks and sovereigns.” In this section, I will document the exis-
tence of that vicious circle, showing how substantial cross-country difterences
emerge: while in some countries the spillover of credit risk has gone mainly
from banks to governments, in other countries the opposite has happened.
In the view of financial markets’ participants, the destinies of the gov-
ernment and of the banking sectors are strictly linked together. This view
clearly emerges from the evidence reported in Fig. 2.1, showing the credit

2Under this regard, ECB (2015) stresses the role of asset management vehicles, which
have been created to relieve the balance sheets of some banks from their impaired assets.
These vehicles sometimes enjoy public guarantees or even public ownership.
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default swap (CDS) spreads for the two sectors in Europe, for the last 7
years.® Those spreads are the quoted prices of the CDS: in simple words,
these are insurance contracts, where the buyer pays a premium (“spread”
in the jargon of financial markets) to cover the risk of insolvency of an
obligor. If a default event occurs, for example, if a bond issuer is not able
to repay some interest or principal payments, then the buyer of a CDS is
entitled to get a refund from the issuer of the CDS. Then, looking at CDS
spreads is the more direct way of measuring the credit risk of an obligor
perceived by financial markets participants.

Figure 2.1 points to a high degree of correlation between the credit
risk of banks and that of governments. The impression given by the time
patterns of the two series is confirmed by computing the correlation coef-
ficient between them, which turns out to be equal to 0.82. The Lehman
Brothers collapse in September 2008 made the risk of the financial sector
to increase dramatically. This risk was to a large extent transferred to the
public sector through the capital injections and the guarantees provided
by governments (which have been documented in the previous section).
The other spike in the graph appears in 2011-2012, when the sovereign
debt crisis hit several countries in Europe, namely the so-called PIIGS:
Portugal, Ireland, Italy, Greece, and Spain. During this period, we may
say that the transfer of risk went the other way around: from governments
to banks. The exposure of banks to the sovereign risk is large in general:
banks hold government securities since these are normally seen as risk-free
assets, and they are treated as such by the regulation on capital (“Basel 111”7
capital requirements). Moreover, bank portfolios of government securities
typically show a “home bias”: the bulk of the securities held by a bank are
issued by the government of the country where the bank is located. Table
2.3 documents this home bias for the PIIGS and for the two largest coun-
tries in the euro area: in all of them, with the exception of Ireland, banks
hold an amount of debt issued by the domestic government much larger
than that issued by the other euro area governments altogether.

By looking at Fig. 2.1, one might think that the degree of correlation
between the insolvency risk of banks and that of governments has always
been quite high. Actually, this is not true, as it can be seen by looking at
Fig. 2.2 which provides a sort of zoom on 2008. Despite the fact that

3The time series shown in Figs. 2.1 and 2.2 are indexes, providing synthetic information
on the CDS spreads of the sovereigns and of a sample of large European banks (with a five-
year maturity). The data source is Datastream.
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Fig. 2.1 EU CDS spreads: Banks and Sovereigns (2008-2015)

Table 2.3 Government

securities held by national Issued by domestic  Issued by other enro aven

bank scctors (as  of government governments
February 2015—in bil-  France 201 102
lions of euros) Germany 255 118

Ttaly 439 24

Spain 268 34

Portugal 30 7

Greece 14 0.2

Ireland 20 51

Source: ECB, MFI balance sheets (online)

the financial crisis started in August 2007, the sovereign CDS spreads did
not react so much to the turmoil taking place in the money markets and
in the banking sector until September 2008.* Until then, governments
continued to be perceived as almost risk-free, independently of the
problems faced by banks. The fact that September 2008 is a turning point

*The jump of the sovereign CDS index, taking place at the beginning of August 2008, is
due to technical reasons related to the computation of the index.
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Fig. 2.2 EU CDS spreads: focus on 2008

is confirmed by computing the correlation coefficients between the two
CDS spread series in the two subsamples: before and after such a date.
They turn out to be equal to 0.55 and 0.79 respectively, so there is a
remarkable increase after September 2008.

It is also interesting to note that the bailout of the US financial
institution Bear Stearns in March 2008 had only a marginal impact on
the sovereign CDS market in Europe; apparently, that bailout did not
create the expectation of similar bailouts on the other side of Atlantic
ocean. To the contrary, the bankruptcy of Lehman Brothers did cre-
ate the expectation that the potential burden for the European govern-
ments, related to possible bank bailouts, had remarkably increased. This
apparent paradox can be easily explained by the so-called too-big-to-fail
doctrine: the turmoil in the financial sector and in the real economy, fol-
lowing the Lehman Brothers crash, was so harmful that nobody could
believe that any government would let a large intermediary go bust.
And this is exactly what the banking theory says: the costs of letting
a large financial institution fail are paramount, due to the related sys-
temic impact on the economy. This is also the reason originating a new
framework for dealing with bank resolutions, incorporated in the BRRD
(as we shall see in Chap. 5).
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Fig. 2.3 Bank and Sovereign CDS spreads: Italy

The above evidence points to a high degree of correlation between the
credit risks of the banking and government sectors, in particular, since
September 2008. Of course, an analysis relying only on correlation is not
able to explain the direction of causality: whether it is from banks to gov-
ernments or the other way around. To such purpose, one must rely on
more sophisticated statistical methods and /or to some historical informa-
tion relative to each country. Let me provide here a few points on some
European countries, just to show the remarkable cross-country differ-
ences that can be seen, and then cite some references about more detailed
studies available in the literature. Figures 2.3, 2.4, 2.5, and 2.6 show the
5-year CDS spreads for four countries for the sovereign sector and for the
banking sector. The latter index has been computed by averaging the CDS
spreads of the largest banks in each country.®

In Italy, the high degree of correlation between the bank and sovereign
risks, documented in Fig. 2.3, has to be attributed to the large exposure
of banks to the public sector, together with the well-known high level and

5The banks included are the following. Izaly: Intesa Sanpaolo, Unicredit, UBI, MPS.
Ireland: Allied Irish Bank, Bank of Ireland. Germany: Deutsche Bank, Commerzbank,
Hypo, LBBW, Bayern LB, DZ Bank, Nord LB, Postbank, West LB, HSH Nordbank. Greece:
National Bank of Greece, EFG Eurobank, Alpha Bank, Piracus Bank. The time span of each
graph depends on data availability. The data source is Datastream.
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Fig. 2.4 Bank and Sovereign CDS spreads: Greece
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Fig. 2.5 Bank and Sovereign CDS spreads: Ireland

increasing pattern of the Italian public debt (well above 100 % as a ratio to

GDP for the whole period under consideration here), which casts serious
doubts on its long-term sustainability. On one side, the portfolio of Italian
government securities held by Italian banks is huge (see Table 2.3): more
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Fig. 2.6 Bank and Sovereign CDS spreads: Germany

than 400 billion euros, which amounts to around 10 % of the total assets
of the banking sector of this country. On the other side, the amount of
money spent or committed by the Italian government for supporting the
banking sector during the financial crisis has been negligible, both in abso-
lute terms and as a ratio to GDP, compared to what happened in other
European countries (see Table 2.1). Therefore, we may safely conclude
that in Italy the insolvency risk has been transferred from the government
to the banking sector, and not vice versa.

A case somewhat similar to Italy is that of Greece, shown in Fig. 2.4.
In that country, the new government disclosed, at the end of 2010, that
the public sector balance sheet was in a much more troubled condition
than what had been declared by the previous government, making the
confidence of investors in the sustainability of the Greek public debt drop
sharply. The sovereign risk soared to unprecedented levels, while that of
banks increased by a much smaller extent. So the source of the problem can
be identified in the government sector, although Greek banks did receive
a considerable amount of public support in the form of capital injections.
In a sense, there is a sort of two-way link between the credit risks of the
government and on the banking sectors in Greece. By the way, the same
conclusion can be reached for Spain (that I do not analyze in detail).

A quite different picture emerges for Ireland (see Fig. 2.5). In this
country, the explosion of the banking crisis in 2008-2009, documented
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by the spike of the bank CDS spreads, forced the government to com-
mit a huge amount of resources in support of domestic banks (see Table
2.1). Those interventions made the otherwise sound Irish public finances
go into deep troubles, leading to an official request for an assistance pro-
gram by the European partners, through the European Financial Stability
Facility (EESF). On the other side, the Irish banking sector is the only
one, in an international comparison, which does not show a home bias as
far as its portfolio of government securities is concerned (see Table 2.3).
So we can conclude that in Ireland the public sector took up the credit risk
accumulated within the banking sector, and not vice versa.

Finally, Germany (see Fig. 2.6) is again a case where we may say that the
transfer of risk went from the banking sector to government. As we have
seen before (see Table 2.1), the German government is the one that in
absolute terms spent the largest amount of money, among the European
countries, in capital injections, and it committed an amount of resources
in guarantees second only to Ireland. Of course, such amounts are not so
large, in the international comparison, if measured as a ratio to GDP, but
they are still quite significant. On the other side, the sustainability of the
German public debt has never been an issue for financial markets, so it
has not been a source of stress for the creditworthiness of German banks.

There is a growing body of literature addressing the transmission of risk
from the financial sector of the economy to the government and vice versa.
Some studies have addressed the direct impact of the bailout programs on
the credit risk of financial institutions and of governments. BIS (2009)
shows that, on the one hand, rescue packages have come together with
a fall in bank CDS spreads, so they have been able to reduce the default
probability of banks perceived by market participants. On the other hand,
they have increased the market price of sovereign risk. Similarly, Ejsing and
Lemke (2009) show that, following the announcement of rescue pack-
ages in the fall of 2008, a marked increase of sovereign CDS spreads has
come along with the reduction of bank CDS spreads. While those studies
point to the transfer of risk from banks to government, BIS (2011) focuses
on the opposite transmission channel: from the sovereign risk to that of
financial institutions, showing how the sovereign debt crisis affects the
funding costs paid by banks.

Other studies have focused on the implicit guarantee, created by the
expectation of further bailout measures. They develop the idea that the
implicit guarantee of bailout should be taken into account in the balance
sheet of the public sector. Gray et al. (2006), and Gapen et al. (2005),
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apply the contingent claim analysis: the bailout guarantee is modeled as
a put option enabling a bank to sell its own assets to the government,
which pays a strike price equal to the value of the bank liabilities backed
by the guarantee. Baglioni and Cherubini (2013a) estimate the expected
liability of the European governments due to the financial risk present in
the national banking systems; by using the information content of the
CDS spreads, they provide a measure of the actuarial cost of the bailout
guarantees implicitly given by the governments to their domestic banks.

Finally, some studies address the issues related to the measurement
of systemic risk within the financial system and between the two sectors:
banks and government. Segoviano and Goodhart (2009) define a Banking
Stability Index (BSI), reflecting the expected number of banks becoming
distressed given that at least one bank in the system has become distressed.
They find, by using a large set of banks for several countries, that cross
dependencies have risen sharply over the financial crisis, and that there is
a relevant link between bank problems and sovereign distress. Baglioni
and Cherubini (2013b) analyze the sovereign debt crisis in Europe, and
they provide an assessment of the relative strength of the idiosyncratic and
common components of default risk, for both the financial and the public
sectors, trying to identify the transfer of credit risk from the balance sheets
of banks to that of the state and vice versa.

2.3  AcHIEVE A UNIFORM SUPERVISORY STANDARD

A crucial issue in the field of prudential supervision is the uniformity of
rules and their implementation standards. In Europe, this issue is strictly
related to the completion of the Single Market, which should enable all
member countries to enjoy the free circulation of goods and services and,
in particular, financial services. Any cross-country discrepancies in the
way in which prudential rules are formulated or applied imply a distor-
tion of the competitive game among financial institutions, thus altering
the well-functioning state of the internal market. For example, if a coun-
try applies lower capital requirements than other countries do, and its
banks are allowed to offer services in other member countries, they enjoy
a competitive advantage relative to banks located in other EU countries.
But the standardization of supervisory rules and practices has also another
rationale. The network of financial links is such that if one country should
implement a loose standard of supervision, this can have negative exter-
nalities on financial intermediaries located in other countries, since a local
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financial shock can generate contagion in different geographical regions.
Therefore, reaching a “level playing field” is desirable not only for reasons
related to competition, but also in order to avoid shocks that might have
spillover effects.

As it is well known, the prudential rules in the banking sector have
reached a high degree of harmonization, since they are based on a package
of regulations at the EU level. In particular, capital requirements, which
play a central role in the regulatory framework of the financial sector, have
common legal bases at the EU level, namely, the Capital Requirement
Regulation (CRR) and the Capital Requirements Directive IV (CRD IV)
which have translated the international “Basel III” Agreement into the
European legislation. They apply as of 1 January 2014, although some of
their provisions will be completely phased in by 2019. Despite this com-
mon legal basis, the application of capital requirements is not uniform
across the European countries. Discrepancies arise because such rules are
very complex and leave some flexibility to individual financial institutions
and to their national supervisors. Just to make an example, large banks
can design their own internal models for computing their RWAs, which
are the denominator of the capital-to-asset ratio, that must meet the mini-
mum level set by the Basel III rules. Moreover, such models have to be
validated by the national supervisory authorities, who enjoy a significant
degree of discretion in this respect (before the introduction of the SSM,
of course).

The SSM should enable participating countries to share not only a
common set of rules, but also a uniform method for applying such rules.
Those institutions which qualify as “significant” are directly supervised
by the ECB. The “less significant” banks are still supervised by their
national authorities, but follow the guidelines set by the ECB. In prin-
ciple, this transfer of responsibility from the national to the supranational
level should allow the eurozone to reach a high level of supervisory
convergence, eliminating any national bias in the supervisory process.
However, as we shall see in the next chapter, the role of the national
authorities remains quite relevant within the SSM, so the danger of
some national biases has been considerably reduced but not completely
removed.

The SSM has been designed for the countries belonging to the euro
area, although it is open to other European countries as well. At the
EU level, the task of achieving a uniform supervisory standard has been
attributed to the European Banking Authority (EBA) since 2011. This
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London-based international institution has the duty of collecting informa-
tion about the supervisory practices in member countries and of setting
technical standards for the application of prudential rules, in particular
those on capital. In doing so, the EBA contributes to the definition of
the so-called “European Single Rulebook,” that is, the set of common
supervisory rules and practices that should be shared by all EU countries.
In addition, the EBA acts as a mediator among the national authorities, as
far as the supervision of cross-country banking groups is concerned. The
mandate of the EBA has, of course, an interplay with that of the ECB: the
latter has to apply the technical standards set by the former, at least as far
as the significant banks are concerned.

The picture emerging from the institutional framework just described
is a two-tier system. At the EU level, the convergence of supervisory prac-
tices, that is, of the day-to-day application of the common banking regula-
tion, is mandated to the EBA, which is more a consultative body than an
authority: its technical standards need to be incorporated into regulations
issued by the EU Commission (which are directly applicable in member
countries), and its guidelines are not legally binding. The application of
the EBA regulations and guidelines is delegated to the national authorities.
In the euro area countries, to the contrary, the delegation of supervision
to a single authority (the ECB) should allow a higher level of convergence
in supervisory practices.

The EBA itself acknowledges, in the report issued in April 2015, that
several issues related to supervisory convergence are still open (see EBA
2015a): “Despite the existence of common rules, divergent supervi-
sory practices and outcomes pose a potential risk to the effective over-
sight of cross-border groups and the development of a level playing
field in financial services” (page 3 of the report). In other words, the
divergence of supervisory practices is not only a problem for the com-
petitive distortions it can generate, but also for the work carried out by
the Colleges of Supervisors. The latter are composed of members from
the national authorities of those countries where an international finan-
cial institution is located, and they have to reach an agreement about
the application of prudential rules to such an institution, possibly with
the mediation of the EBA. Of course, it is difficult to reach an agree-
ment when the cross-country differences in supervisory practices are
significant.b

®See EBA (2015b) for a review of the activity of the Colleges of Supervisors.
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The EBA Report has a detailed analysis of those areas where the more
important cross-country divergences emerge (the report refers to 2014,
before the SSM became fully operational). The area of capital require-
ments is by far the most problematic. All authorities apply the so-called
“Pillar 1+” logic, where the total capital requirement is the sum of two
components: the minimum regulatory requirement (Pillar 1) and an addi-
tional requirement (Pillar 2) to cover those sources of risk not covered by
Pillar 1. However, several differences emerge as far as Pillar 2 is concerned.
For example, some authorities adopt a risk-by-risk quantification of the
additional required capital, while others quantify the additional capital for
a financial institution as a whole, without identifying an additional require-
ment for each risk. Some authorities express prudential requirements as a
ratio to RWA so the required capital varies with the RWAs; others employ
instead a nominal requirement, which is more stable over time. The qual-
ity of capital is heterogeneous to some extent: in some countries only
eligible own funds are allowed (Pillar 1 items), while in others additional
instruments are allowed in some circumstances, for example, expected
profits. Moreover, in implementing the review process where the overall
risk profile of a financial institution is evaluated (the so-called Supervisory
Review Evaluation Process [SREP]), the definition of risk categories is not
homogeneous across countries; for example, some authorities include the
sovereign and counterparty risks into the credit risk category, while others
do not.

Another area where the traditional national practices differ considerably
is that related to nonperforming loans and forbearance.” The definition of
bad loans is not homogeneous; therefore, it is difficult to collect reliable
data and make international comparisons about the quality of bank assets.
More importantly, this heterogeneity creates cross-country distortions in
the computation of capital ratios, since it impacts on the measurement
of incurred losses and of risk weights. The use of forbearance transac-
tions may imply some delay in the recognition of loan losses and mask
asset quality deterioration; again, these practices can lead to distortions
in cross-country comparisons and to divergences in bank oversight. This
is the reason why the EBA has issued a set of technical standards related
to nonperforming loans and forbearance.® In particular, a loan should be
classified as nonperforming when it is past due more than 90 days or the

7See EBA (2014).
8They have been released in 2013, but they have been effective as of September 30, 2014.
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borrower is unlikely to pay. This homogeneous definition should lead to
more convergence in the assessment of bank asset quality by the national
authorities in the EU. This is actually the definition applied by the ECB in
making its 2014 AQR over the significant banks of the euro area (which
will be addressed in Chap. 4).

Finally, the need to converge toward uniform and satisfactory levels
of supervision is not only related to the implementation of prudential
rules, aimed at reducing ex ante the probability of a liquidity or insolvency
event, but also to the ex post management of a bank crisis. This issue has
been addressed by the Directive on bank resolution procedures (BRRD).
Before such important piece of the EU legislation became fully effective
(1 January 2016), the resolution of bank crises was left to the national
bankruptcy procedures, which could differ considerably across member
countries. It is true that some controls, relative to the compliance of the
bailout interventions made by the European governments with the EU
legislation on state aids, have been done by the EU Commission (DG
Competition). However, given the exceptional circumstances created by
the financial crisis, the Commission has authorized governments to com-
mit huge amounts of money in support of their domestic banks (see the
numbers reported in Sect. 2.1), thus accepting potential distortions to the
European Single Market with the aim of restoring financial stability. The
entry into force of the BRRD should limit such distortions, by defining a
common regulatory framework for government intervention in the reso-
lution of financial institutions.

The BRRD should also respond to the need of having a predefined
set of rules to manage banking crises, in order to avoid improvisation
and possibly confusion. Financial crises often arise very quickly, and they
require fast and effective action by the authorities in order to restore mar-
ket confidence. In absence of predefined tools for crisis management, such
reaction becomes very difficult.

The crisis taking place in Cyprus in 2013 provides a clear illustration
of this issue. The banks located in Cyprus had reached a size equiva-
lent to nearly eight times the GDP of that country, also by taking large
amounts of deposits from abroad (in particular from Russia and Greece);
this dimension of the banking system points to a lack of sound oversight
by the local authorities. Moreover, Cyprus banks had accumulated large
exposures with the Greek government, and they were hit by the haircut
of Greek bonds taking place in March 2012 (the so-called Private Sector
Involvement [PSI]). In March 2013 it became clear that the Cyprus
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banks were bound to collapse under the pressure of losses and of vanish-
ing market confidence. Given the size of the domestic banking system,
the local government could not bail out those banks. The threat of a
default of the Cyprus government and possibly of a traumatic exit of
the country from the euro area forced the European institutions (ECB,
Commission, and Eurogroup) together with IMF to engage in bargain-
ing to provide financial assistance to the country. In the night between
15 and 16 March, the Eurogroup and the Cyprus government reached
an agreement where a// depositors were involved in the restructuring
process of the large banks of the country, suffering heavy losses. This
deal was at odds with the EU legislation on deposit insurance, protect-
ing deposits up to a 100,000-euro threshold; moreover, it created panic
among depositors in Cyprus, queuing at their banks to withdraw their
deposits, thus making even worse the liquidity crisis incurred by local
banks. The deal was eventually rejected by the Cyprus Parliament, and it
was replaced 10 days later by another deal, where the largest bank in the
country (the state-owned Cyprus Popular Bank) was closed down and its
small deposits (those under 100,000 euros) were transferred to the other
large bank of the country (Bank of Cyprus); large depositors and bond-
holders of both banks were inflicted with heavy losses, but small deposi-
tors remained unaffected. These conditions were imposed on the country
as part of a 10-billion-euro rescue plan funded by the European institu-
tions and by the IMF. This deal was actually the first case of a significant
“bail-in” of bank creditors as part of a resolution process. What matters
here is that it was reached through a confused and improvised process,
taking decisions that were breaching the EU legislation and which were
reversed a few days later. This experience points to the need of predefined
rules to manage banking crises, and as we said the BRRD goes in that
direction.

CONCLUDING REMARKS

One of the reasons inducing the European governments to move toward
the banking union derives from the significant amount of public money
spent to support the financial sector during the crisis that started in 2007.
This money has been either spent through capital injections and asset
relief measures or committed through the provision of public guarantees.
These kinds of measures have generated in financial market participants
the expectation of an implicit additional guarantee of public support to
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the banking sector. However, any generalization should be taken with
caution in this area, since the actual cost of the public support to troubled
banks differs considerably across the European countries: while some of
them have committed a huge amount of public money, others have spent
much less. It must also be remembered that these direct costs are only part
of the story: most of the fiscal cost of banking crises seems to be due to
their indirect impact on the government balance sheet, since they amplify
economic downturns and can lead to a higher interest burden.

The actual and expected public support to the banking sector explains
why the default risks of the two sectors—measured by their CDS spreads—
appear to be highly correlated, starting by September 2008. The crash
of Lehman Brothers has been a turning point: after that dramatic event,
the expectation of bank bailouts has been reinforced, due to the systemic
consequences of that bankruptcy (thus confirming the “too-big-to-fail”
doctrine). While at that time the transfer of risk went from the financial
to the public sector, the direction was mainly reversed a few years later (in
2011-2012), when the explosion of the sovereign debt crisis made the
credit risk go from the balance sheets of some governments to those of
their domestic banks. The home bias, affecting bank portfolios of govern-
ment securities, played a key role. Again, important cross-country differ-
ences emerge from the analysis.

The two-way link between the risks incurred by the financial and the
public sectors, and the related cost of bank bailouts for taxpayers, are not
the only reasons behind the banking union. Another important goal is the
supervisory convergence. The prudential regulation of banks relies on a
common set of rules designed at the EU level. However, their application
can differ across countries, since some discretion is left to the national
supervisory authorities and to the supervised institutions. At the EU level,
the task of achieving a convergence in supervisory practices has been
assigned to the EBA, which issues technical standards and guidelines. For
the euro area countries, the supervisory convergence has been strength-
ened by transferring the responsibility of banking supervision to the ECB,
despite the relevant role still played by the national authorities within the
SSM.

Finally, the issue of converge among the European countries is also
related to the management of banking crises. The BRRD has been intro-
duced with the purpose of harmonizing the ways in which such crises are
handled, also by endowing the authorities with new legal tools (like the
“bail-in”). While the new Directive applies to all the EU member coun-
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tries, a stronger level of integration has been implemented in the euro
area though the SRM. A new European agency (Single Resolution Board
[SRB]) has been created, which is responsible for managing the resolu-
tion of troubled banks, also by using a common pool of resources (Single
Resolution Fund [SRF]). Unfortunately, the governance of the SRM and
its limited financial endowment raise some concerns about its effective-
ness (that will be addressed in Chap. 5). In addition, the third pillar of
the banking union, namely the single deposit insurance at the euro area
level, is still missing. These limitations can be traced back to the decision
of the European governments, taken at the outset of the banking union
project that any kind of cross-country mutualization of risk should be kept
to a minimum.® This fundamental flaw in the design of the banking union
casts some doubts about its effectiveness in reaching one of its main goals,
namely to break the vicious circle between banks and sovereigns; to the
contrary, the link between banking and sovereign risks is likely to remain
confined within the national borders to a large extent.
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CHAPTER 3

The Single Supervisory Mechanism

INTRODUCTION

On 4 November 2014 the responsibility for the prudential supervision
over the credit institutions of the euro area countries has been taken
over by ECB. This historical transfer of sovereignty was decided by the
EU governments in their summit of June 28-29, 2012, and it has been
implemented in an unusually short time, relative to the standard pace of
evolution of the European institutions. After that EU Council meet, a
little more than a year later, the Council Regulation implementing that
political decision was issued.! This was a “fast track” response to the pres-
sure of the events taking place during the financial crisis and, in particu-
lar, to the need of restoring financial stability and reducing the burden
of bank bailouts, as we have seen in the previous chapter. On technical
grounds, the possibility of transferring the banking supervision to the
ECB without engaging in a difficult and time-consuming revision of the
EU Treaty derives from Art. 127(6) of the Treaty, which enables the
Council to confer on the ECB specific tasks related to the prudential
supervision of credit institutions. The Regulation issued by the Council
in October 2013 has become known as the “SSM Regulation,” since it
establishes the SSM, including the ECB and the National Competent

! Council Regulation 1024,/2013 of 15 October 2013.
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Authorities (NCAs).2 While the SSM Regulation provides the legal
basis of the SSM, the detailed organization of the SSM and the practical
arrangements related to the cooperation between the ECB and the NCAs
have been defined by the ECB in its “SSM Framework Regulation,”
issued in April 2014.3

The countries participating in the SSM are currently those belonging
to the euro area.* However, other EU countries may decide to join the
SSM, under the “close cooperation” framework.® If an EU member state
makes a request for participating in the SSM, it has to provide the ECB
all the necessary information to conduct a comprehensive assessment of
the banks located in that country, and it has to make all the legal arrange-
ments necessary for the acts taken by the ECB being enforced in that
country, in particular by the local NCA. The ECB can accept or reject
such a request, depending on the satisfaction of the criteria set out in the
SSM Regulation. As of end of 2014, no formal request has been received.

In this chapter, I will first introduce the basic elements of the organiza-
tion of the SSM, focusing on the separation between banking supervision
and monetary policy, the governing bodies and the decision process within
the ECB, and the distinction between significant and less significant insti-
tutions. Sections 3.2 and 3.3 will expand on the supervision of significant
and less significant banks respectively; particular attention will be given to
the role played by the Joint Supervisory Teams (JST) and to the balance
of power between the ECB and the NCAs. Section 3.4 provides a brief
description of the supervisory approach based on the Supervisory Review
and Evaluation Process (SREP), which the ECB has adopted in line with
the European regulation. Finally, Sect. 3.5 discusses the problems deriving
from the attribution of the macro-prudential supervision to the national
authorities, with the ECB being responsible for the micro-prudential
supervision. The concluding section summarizes the main points made in
this chapter.

2Art. 2(9) of the SSM Regulation.

3Regulation ECB/2014,/17 of 16 April 2014.

*As of 2015, they are as follows: Austria, Belgium, Cyprus, Estonia, Finland, France,
Germany, Greece, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, the Netherlands,
Portugal, Slovenia, Slovakia, and Spain.

®See Art. 7 of the SSM Regulation and the decision of the ECB of 31 January 2014
(ECB/2014/5), defining the procedures governing the close cooperation between the ECB
and the NCAs of those countries whose currency is not the euro.
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3.1 THE ARCHITECTURE OF THE SINGLE
SUPERVISORY MECHANISM

3.1.1  The Governance of the SSM

The decisions of the ECB, related to the prudential supervision over the
banking system, are taken by the Supervisory Board, which is composed of
six representatives of the ECB (including the Chair and Vice-Chair)® and
by a representative for each National Competent Authority (NCA). This
composition parallels that of the Governing Council, taking the decisions
related to monetary policy, which is composed of the members of the
Executive Board and of the representatives of the national central banks.
The internal organization of the ECB, including the introduction of the
Supervisory Board, has been designed to satisfy the separation principle, as
requested by Art. 25 of the SSM Regulation: the tasks of monetary policy
and supervision should be carried out separately within the ECB, avoiding
any interference between them.

However, the attribution of tasks within the ECB has to comply with
the legal requirement that the ultimate responsibility of any act taken by the
ECB is retained by the Governing Council (Art. 129 of the EU Treaty).
Therefore, a nonobjection procedure has been designed. The Supervisory
Board takes draft decisions, which can in principle be objected by the
Governing Council, within a strict deadline (10 days). After that deadline has
expired without objections, the decision is adopted.” In case of objection, the
Supervisory Board will submit a new draft decision. In such a case, a NCA
may request the intervention of the Mediation Panel, which should resolve
different views expressed by the NCAs, as far as an objection is concerned.

Similarly to monetary policy, in carrying out the prudential supervi-
sion of banks, the ECB must comply with two complementary princi-
ples: independence and accountability.” On the one hand, the members

¢Strictly speaking, the representatives of the ECB, appointed by the Governing Council,
are four. The Chair and Vice-Chair are appointed by the EU Council, after the approval of
the European Parliament. However, they are proposed by the ECB; moreover, the Vice-
Chair must be chosen among the members of the Executive Board of the ECB. See Art. 26
of the SSM Regulation.

7See the decision ECB/2014 /1, amending the Rules of procedure of the ECB.

8The Mediation Panel is composed by national representatives, chosen among the mem-
bers of the Governing Council and of the Supervisory Board.

?Art. 19-21 of the SSM Regulation.
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of the Supervisory Board should act independently and not take instruc-
tions from any government member; another independence guarantee is
that the office of Chair is not renewable. On the other hand, the ECB
is accountable to the European Parliament and to the Council: it has to
submit an annual report on its supervisory activity, and the Chair may
be heard by the Eurogroup and by the European Parliament. It is worth
noting that the ECB is accountable also to national parliaments, as far as
prudential supervision is concerned: they can address observations and
questions to the ECB, and require that members of the Supervisory Board
participate in exchange of views. This role of the national parliaments is a
clear evidence of the resistance to a complete transfer of sovereignty to the
European institutions.

The separation principle involves not only the top-level decision-
making bodies, but also the staff level. Four new directorates general
(DG MS) have been set up, dealing with micro-prudential supervision.
In particular, DG MS I and DG MS 11 deal with the direct supervision of
significant banks (DG MS I with the 30 most significant institutions and
DG MS II with the other 90 significant groups), DG MS 111 is responsible
for the oversight of less significant banks, and DG MS 1V for horizontal
and specialized services (e.g. authorizations, sanctions, methodology and
standards, and crisis management).

The exchange of information within the ECB is regulated by a decision
taken by the ECB itself, related to the implementation of the separation
principle.!® According to it, anonymized data related to financial reporting
and own funds of supervised banks can be shared on a confidential basis, as
well as aggregated information. The access to individual bank supervisory
data is restricted and must be approved by the Executive Board.

As I will argue in the next sub-section, the legal principle of separa-
tion between monetary policy and banking supervision does not rely on
solid economic arguments. There are good reasons to believe that a rigid
separation between the two tasks might have more negative implications
than advantages. However, it must be acknowledged that the separation
actually implemented in the internal organization of the ECB is not so
rigid as it might seem at first sight. Consider that the final word on super-
visory decisions is retained by the Governing Council, which is respon-
sible for monetary policy as well, through the nonobjection procedure
described above. In addition, the Governing Council appoints the ECB’s

1"Decision ECB/2014/39.
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representatives in the Supervisory Board. Finally, some flow of informa-
tion between the two bodies of the ECB is allowed (although within the
above-mentioned limits), so some data related to the financial health of
banks can be used for monetary policy purposes. Hopefully, this type of
information should contribute to the monetary analysis, which is a crucial
part of the ECB’s strategy (together with the economic analysis).

Finally, any supervisory decision taken by the ECB can be revised, if a
party (natural or legal person) that is affected by that decision requires the
ECB to do so. In case of request, the Administrative Board of Review sub-
mits a nonbinding opinion to the Supervisory Board, which in turn can
decide whether to submit an amended decision to the Governing Council
or not."!

3.1.2 A Discussion of the Sepavation Principle’?

The separation principle between monetary policy and prudential super-
vision is a controversial issue. The underlying idea is that the two tasks
should be kept separate, in order to avoid any conflict of interest between
them. A typical example made to support this view is the following. An
increase of the level of interest rates, which is necessary as a monetary
policy decision, might hurt some financial intermediaries which operate
a maturity transformation: they are exposed to the risk that the interest
rates on their liabilities adjust more quickly than those on their assets, thus
reducing their profits and potentially their financial stability. In such a case,
a central banker, who is responsible for both monetary policy and pruden-
tial supervision, might be induced to delay the decision on interest rates, by
taking into account the potential negative side effects on the stability of the
banking system. In order to avoid this kind of interference, the two tasks
should be assigned to two different authorities. Alternatively, if they are
both assigned to the central bank, its internal organization should include
some “Chinese walls,” so that the two responsibilities are assigned to dif-
ferent decision bodies, assisted by separated staff, within the central bank.

However, the validity of the separation principle should not be taken
for granted. The above argument can be easily reversed, by considering

The Administrative Board of Review is composed by five independent members,
appointed by the Governing Council.

12This sub-section is a sort of digression, which is not essential to understand the rest
of the chapter. The uninterested reader may directly go to the next sub-section.
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that when a trade-off exists between two objectives, it should be taken
into account: so the two tasks, monetary policy and prudential supervi-
sion, need to be coordinated. We can make an example related to the
imposition of capital requirements, which are the main tools of pru-
dential regulation. Following an economic downturn, which typically
leads to an increase of bad loans and losses for financial intermediaries,
the supervisory authority may decide to impose higher loan loss provi-
sions and more demanding capital requirements on banks, in order to
preserve their stability. But this policy action has a clear drawback: it is
pro-cyclical. Since raising new capital is costly and difficult in bad times,
banks can react by selling some assets and reducing their loan supply, in
order to restore a higher level of the capital-to-asset ratio. If this is the
case, the prudential policy action can have the undesired side effect of
contributing to a credit crunch, which in turn can amplify the negative
side of the economic cycle, making longer and deeper the downturn.
This is in contrast with the macroeconomic stabilization task of the cen-
tral bank as a monetary policy authority. Responding to this need, the
central bank can decide to lower the level of the policy interest rate, or
to increase the size of its balance sheet through a quantitative easing
policy, with the goal of increasing the funds available to firms and house-
holds and of reducing their cost. However, the positive impact of this
monetary policy action might be jeopardized by the negative side effect
of the prudential action. Hence the two actions need to be coordinated.
It must be stressed that the design of the capital requirements, relying
on the RWA as a base for the computation of the capital-to-asset ratio, has
a pro-cyclical component. During downturns, the risk weights assigned to
some assets can rise, while the loan losses can reduce the regulatory capital.
As a consequence, the capital ratios of banks generally decline, and they can
react by curbing their credit supply. This effect can add to the leverage policy
followed by financial intermediaries, which tend to increase their leverage
during economic booms and deleverage during recessions.!? The risk of pro-
cyclical side effects of the capital requirements has been acknowledged by the
regulator. To address this issue, the Basel III framework includes a counter-
cyclical capital buffer: the supervisory authorities can impose an additional
requirement during booms, which can be disposed of during downturns.!*

13The point that an active leverage policy leads financial intermediaries to amplify financial
and economic cycles has been raised by Adrian and Shin (2010). See also Beccalli et al.
(2015) for evidence on the USA and Baglioni et al. (2013) on Europe.

4See BIS (2010).
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Given the pro-cyclical nature of capital requirements, it is essential that
the supervisory authority does not add further elements of pro-cyclicality
into the regulatory framework. The risk of doing so is concrete, and it
is higher if the supervisory authority is separated from the central bank.
Actually, this is what happened in 2011, when the European Banking
Authority (EBA) imposed an additional capital requirement on some
large European banks, with the declared purpose of introducing a tem-
porary capital add-on to face the risks arising from the financial crisis
and from the sovereign debt turmoil in particular. As a result, the capi-
tal requirement was increased during the negative side of the economic
cycle, with the intention of cutting it back during the next positive side:
this is clearly in contrast with the purpose of the counter-cyclical capital
buffers introduced into the Basel framework. That policy action has been
criticized by many commentators and market participants, because the
likely reaction of banks was to reduce their assets and worsen the ongoing
credit crunch. The risk of making this kind of policy mistakes is higher if
the supervisory authority has a narrow focus on the stability of individual
banks, without taking into account the side effects of its decisions on the
economic cycle.

The issue of separation versus combination of monetary policy and
banking supervision is an old one, and it has been widely debated in
the economic literature. Goodhart and Schoenmaker (1995) review the
debate around this issue, which was particularly active in the early 1990s,
when the institutional design of the ECB was framed. They show that
there is not a clear argument in favor of the separation between the two
responsibilities. A trade-oft between conflicting objectives, if any, should
be internalized within the same institution to obtain an efficient man-
agement of the trade-off. They stress the point that the central bank
is the lender of last resort for the banking system, despite the possible
existence of other institutions delegated to the rescue policy. Since the
central bank bears the risk of providing immediate liquidity to troubled
banks, it should also have the power to supervise banks in order to limit
the incurred credit risk and to have the necessary information. They also
review the experience of 24 countries around the world, showing that
about half of them have joint monetary and supervisory authorities, and
the others show separation: this evidence suggests that there is no clear-
cut argument for either model.

More recently, the debate about the separation issue has been revived
by the project of introducing the banking union in Europe, in particular,
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since the European Council decided in June 2012 to assign the respon-
sibility for banking supervision to the ECB. The European Parliament
commissioned a study in order to assess the pros and cons of the different
solutions, and the outcome was definitely in favor of a joint responsibility
for the two tasks and against the introduction of “Chinese walls” within
the organization of the ECB.! One reason mentioned to support such
a view is that any tension between the two tasks, monetary policy and
supervision, must be managed by a single agency, instead of leaving two
separate agencies taking possibly contradictory decisions. The other main
reason is related to information: the central bank, by doing its job of
managing the payment system and providing liquidity to banks on a daily
basis, is endowed with crucial information to assess any liquidity stress
faced by a bank, which is usually the first step in any banking crisis. It is
also true that the information collected through the supervisory activity
(e.g. related to the capital strength of the banking system and to fund-
ing/lending conditions) is precious for the conduct of monetary policy,
since it reveals important features of the monetary transmission through
the bank lending channel. The only valid argument for separating the two
tasks is related to diseconomies of scope, due to the concentration of a
large range of activities within the same institution; actually, the complex-
ity of the supervisory function, which has to do with many segments of
the financial system (banking, asset management, and insurance), induced
some countries to introduce a supervisor separated from the central bank,
as documented by Masciandaro and Quintyn (2009). The most rele-
vant case was the UK, where the Financial Services Authority (FSA) was
created in 1997.

Since the financial crisis has begun, however, the issue of the systemic
stability of the banking system has become more and more important for
monetary policy, whose final target is to avoid both deflation and infla-
tion. In this environment, it is crucial for the central bank to have detailed
information about the health of the banking system, as Beck and Gros
(2012) stress. They also update the information provided in Goodhart
and Schoenmaker (1995), and show that in the majority of the European
countries (15 out of 27) the supervisory authority is the central bank.
Actually, after the FSA has been reintegrated with the Bank of England,
the number of European countries where the central bank is endowed
with supervisory powers has increased to 16, and it includes all major
countries.'®

15See European Parliament (2012).
19Of course, we refer here to the situation before the introduction of the SSM.



THE SINGLE SUPERVISORY MECHANISM 39

3.1.3  Significant vevsus Less Significant Banks

The SSM Regulation (Art. 4) confers to the ECB the tasks related to the
prudential supervision of a/l the credit institutions located in the member
countries of the SSM. The main tasks are the following.

e To ensure compliance with the prudential regulation, such as own
funds requirements, liquidity standards, leverage limits, large expo-
sures limits, and reporting and disclosure of information.

e To ensure compliance with the regulation related to governance,
risk management, internal control processes, remuneration policies,
and capital adequacy assessment processes (including internal ratings
based models).

e To carry out stress tests.

e To authorize an institution to exercise the credit activity, and to
withdraw such authorization.

However, the actual transfer from the national authorities to the ECB
of the supervisory activity over 4700' financial entities, located in 19
countries, is not a target that could reasonably be achieved in a short time
for all of them. Therefore, the first step in the organization of the SSM has
been the distinction between the “significant” and the “less significant”
institutions. While the former are subject to the “direct supervision” of
the ECB, the latter go under the so-called indirect supervision. What does
that mean? As a first approximation, we can say that the ECB directly inter-
acts with around 120 banking groups. The day-to-day oversight of the sig-
nificant banks is actually delegated to the JSTs, made up of representatives
from both the ECB and the NCAs. The NCAs remain responsible for the
direct oversight of all the other institutions, although following the guide-
lines issued by the ECB; moreover, the ECB can decide at any time to
take over the direct supervision of a less significant institution. It must be
stressed that the banking groups directly supervised by the ECB account
altogether for the largest share of the eurozone banking system: around
85 % in terms of asscts. This number mirrors in the fees, which are levied
by the ECB to cover its expenses to carry out its supervisory task: 89 % is
paid by the significant banks and 11 % by the less significant banks.!8

7This number is made up of approximately 1200 banks belonging to 120 significant
banking groups and around 3500 less significant banks. See ECB (2014).

8These data are from 2014-2015. The annual total amount levied is around 300 million
euros. The individual fees are computed on the basis of the importance and risk profile of
each bank. See the ECB press release of 29 April 2015.
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The above solution is consistent with the principle of “centralized con-
trol and decentralized operational framework.” The same principle has been
adopted when the monetary sovereignty has been transferred to the ECB
in 1999: while the decisions related to monetary policy are taken by the
ECB, the national central banks are responsible for their implementation
and for managing the operational interaction with banks that are the coun-
terparties of the Eurosystem in monetary policy operations. However, the
application of such principle to banking supervision is more problematic. In
implementing monetary policy, the national central banks act as branches of
the Eurosystem: banks keep their accounts with their national central banks
and participate in monetary policy operations through them. This kind of
activity implies a very little degree of discretion left to the national central
banks (e.g. related to the type of eligible collateral). To the contrary, the
supervisory function implies a significant level of discretion and of qualita-
tive judgment, as well as the duty of collecting reliable information from the
supervised entities. Therefore, the right balance between centralized control
and decentralized implementation is more difficult to identify for supervi-
sion than for monetary policy. Actually this delicate matter has been raised
by some participants in the consultation process, taking place after the draft
SSM Framework Regulation has been issued, who have raised some con-
cerns relative to the effectiveness of the framework proposed by the ECB.

Which is the definition of “significant” institution? A bank is significant
it it satisfies at least one of the following criteria:!®

1. Size Its total assets exceed €30 billion

2. Economic Its total assets exceed the 20 % of the GDP of its country and €5 billion
importance

3. Cross-border  The ratio of its cross-border assets to its total assets, or the ratio of its
activities cross-border liabilities to its total liabilities, is above 20 %, and the total

value of its assets exceeds €5 billion?
4. Three largest It is one of the three most significant banks in its country (based on
banks total assets’ value)
5. Public financial It has requested or received funds from the European Stability
assistance Mechanism (ESM) or the European Financial Stability Facility (EFSF)*!

Y These criteria are applied to consolidated banking groups. See Part IV of the Framework
Regulation.

20A group is considered cross-border only if it has established subsidiaries in more than
one member states other than the country where the parent undertaking is located. An asset
or liability is cross-border if the counterparty is located in a member state other than the
country where the group’s parent company is located.

2 Tn particular, the Framework Regulation (Art. 61) refers to the case where an ESM mem-
ber applies for the direct recapitalization of a bank. I will expand on the Direct Recapitalization
Instrument of the ESM in Chap. 5.
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The rationale underlying those criteria is that large institutions, and
those with a significant cross-border activity, have a systemic relevance: a
crisis investing one of those banks could have negative spillovers on other
banks, possibly located in different countries of the eurozone. In addition,
those which receive financial aid from the European institutions should go
under the European direct supervision as well. As expected, the list pub-
lished by the ECB in September 2014 shows that the size is the dominant
factor in the determination of significant banks. Actually, the criteria differ-
ent from the size turn out to be relevant only in small countries. Among the
120 institutions initially selected as significant, the large majority have been
included for their size (97) and for their economic importance (13), while
only a few have been included for their cross-border activity (3) and for
being one of the three most significant banks in the country (7).?* No bank
has so far received any direct financial assistance by the ESM or the EFSE.??

The above criteria, based on the size and on the cross-border activity, to
determine whether a bank is significant, are simple to apply and they can be
justified on this ground for operational purposes. However, we should not
forget that the systemic relevance of a financial institution can be identified
in other, more sophisticated, ways. For example, one methodology relies
on market data to measure the price of insurance (CDS spreads) against
systemic risk and the marginal contribution of each bank to the aggregate
risk.>* Another strand of literature focuses on the network of interbank
links in the money market.”® Another approach relies on the correlation
of returns on the asset side of bank balance sheets.?® Unfortunately, these
more sophisticated approaches are still unable to provide simple criteria
to be applied for regulatory purposes. It must be acknowledged that the
Framework Regulation (Art. 57) introduces some criteria to assess the
economic importance of a credit institution, other than those stated in
point 2 above. Among them, there is the interconnectedness of a bank
with the economy of the Union or of a member state. So the ECB may use

22See ECB (2015). The list of significant banks is periodically reviewed by the ECB (at
least annually), and it is available on its website. At present (September 2015), it includes 123
banking groups.

23The support given to the Spanish banks in 2012 was channeled through the public sec-
tor of that country: so it was an indirect financial assistance. The third program for Greece,
agreed in August 2015, includes the potential use of the direct recapitalization facility by the
ESM, to support the Greek banking sector (no detailed information is available, as of
September 2015).

24See Huang et al. (2009, 2012), and Baglioni and Cherubini (2013a, b).

% See, for example, Aldasoro et al. (2015) and the literature reviewed there.

26See Acharya (2009).
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a methodology more in line with some of the above-mentioned scientific
literature, but this option has not been exercised so far.?”

3.2 THE SUPERVISION OF SIGNIFICANT BANKS

The SSM Regulation sets the rules to govern the distribution of responsibili-
ties between the ECB and the NCAs, and the Framework Regulation pro-
vides further details. In this section, I will first describe and discuss the basic
elements of this “division of labor.” However, as far as the significant banks
are concerned, the actual balance of power between the ECB and the NCAs
is also a practical matter, emerging through time from the concrete working
of the JSTs. I will expand below on the organization and tasks of the JSTs.

3.2.1 Ordinary Supevvisory Activity

The core of the supervisory activity is aimed at ensuring the compliance
with the requirements set by the prudential regulation, related to several
areas, such as own funds, liquidity, leverage, large exposures, governance,
risk management, and reporting and public disclosure of information. To
that purpose, the ECB is endowed with supervisory powers and can take
several actions, including:?8

e Require a bank to hold own funds in excess of the requirements set
out under Pillar I of the Basel framework, including the capital buf-
fers (like the conservation and counter-cyclical buffers)

e Require a bank to use its net profits to strengthen its own funds

e Require a bank to limit the variable component of remunerations

e Restrict or even prohibit the distribution of dividends and interest
payments to shareholders and holders of additional Tier 1 instruments

e Apply restrictions on maturity mismatches between assets and
liabilities

e Require a bank to reinforce its arrangements and processes, related
to the assessment of its own risk profile and capital adequacy

e Require a bank to present a plan to restore compliance with super-
visory requirements

#7See the list of significant banks, published on 31 May 2015 by the ECB, including the
grounds for significance.
28 Art. 16 of the SSM Regulation.
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e Impose additional reporting and disclosure requirements
e Remove a member of the management body who does not fulfill the
relevant requirements

The NCAs are deeply involved in the oversight of significant institu-
tions. The Framework Regulation (Art. 90-91) assigns the NCAs the fol-
lowing relevant activities.

e Submit draft decisions to the ECB, either by its own initiative or
upon request by the ECB.

e Assist the ECB in preparing and implementing supervisory acts,
including the day-to-day assessment of the situation of a bank.

o Assist the ECB in the enforcement of decisions.

Moreover, significant banks have to report all the periodical information
for supervisory purposes to their NCAs, which perform the data checks
and transmit the information to the ECB; the latter can always require the
supervised entities to report additional information.? However, signifi-
cant banks should directly address to the ECB all their requests related to
the supervisory tasks of the ECB.3

The powers of the NCAs are balanced by the right of the ECB to
provide instructions to the NCAs, and by the duty to cooperate and to
exchange information between the NCAs and the ECB.3!

3.2.2  Authorization Procedures

There are a number of supervisory procedures, which, despite the ultimate
responsibility of the ECB, involve both the ECB and the NCAs, indepen-
dently of the significance of the supervised banks: they are known as “com-
mon procedures.” They are related to the release of new banking licenses,
to the authorization of the acquisition of qualifying holdings in other banks,
and to the withdrawal of authorizations. The application for a new banking
license must be made to the NCA of the member country. The NCA shall
assess whether the applicant complies with the conditions laid down in the
national law. If the outcome of that assessment is negative, the NCA rejects

2 Art. 140-141 of the Framework Regulation.
30Art. 95 of the Framework Regulation.
3L Art. 20-22 of the Framework Regulation.
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the application. If the outcome is positive, the NCA submits a draft decision
to the ECB, proposing to grant the authorization. The ECB makes its own
assessment based on the relevant Union law, and it can on this ground object
the decision. The withdrawal of a banking license is decided by the ECB,
either on its own initiative or upon request by the relevant NCA, submitting
a draft decision to the ECB. In taking the withdrawal decision, the ECB shall
consult the NCA and shall coordinate with the national resolution authority.*

The notification of the intention to acquire a qualifying holding in a
credit institution must be made to the NCA of the member state where
such institution is located. The relevant NCA shall notify the ECB and it
will submit a draft decision to it. The ECB will decide whether or not to
oppose the acquisition.3?

Also the procedures regarding the suitability of the management board
members are initiated by the NCAs and are finalized by the ECB. A signif-
icant bank must notify the NCA of any change in its management bodies;
the NCA will notify the ECB, which will assess the suitability of manag-
ers.? These “fit and proper files” are actually the bulk of the authorization
procedures handled by the ECB during the initial months of operation
(between November 2014 and the beginning of 2015).3°

The second type of authorization procedure, by number of cases exam-
ined, is the so-called “passporting.” If a bank wants to establish a branch
in another EU member state, it has to notify the NCA of the country
where the bank has its head office. The NCA will inform the ECB. After
2 months, if no decision to the contrary is adopted by the ECB, the bank
is authorized to establish the new branch. Similarly, if a bank wishes to
exercise the freedom to provide financial services in another EU member
state, it has to notify its home country NCA, which will inform the ECB.3¢

3.2.3  The Joint Supervisory Teams

The JSTs play a key role in the supervision of significant institutions,
both in the preparation of supervisory decisions and in their implementa-
tion. Each significant bank is assigned a JST, which is composed of staff

2 Art. 14 of the SSM Regulation and Art. 73-84 of the Framework Regulation.
3 Art. 15 of the SSM Regulation and Art. 85-87 of the Framework Regulation.
3 Art. 93-94 of the Framework Regulation.

%See ECB (2015), page 63.

36 Art. 11-12 of the Framework Regulation.
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members from the ECB and from the relevant NCA; it is coordinated by
an ECB member (JST coordinator) and by one or more sub-coordinators
from the NCA. It is responsible for the supervisory dialogue between the
ECB and the supervised significant banks, by interacting with their staff
and management bodies. ¥

The JSTs were first involved in the comprehensive assessment taking
place in 2014 (that will be addressed in the next chapter). In particular,
they have been responsible for monitoring the follow-up actions to be
taken by banks, taking into account the outcomes of the AQR and of the
stress test. Such actions included, among other things, capital plans to be
presented by those institutions for which a shortfall emerged from the
comprehensive assessment. The outcomes of the comprehensive assess-
ment and the results of the annual review conducted by the NCAs in 2014
have been the base for defining the SREP decisions to be implemented
in 2015.

After 2014, which was a transition year, the JSTs remain responsible for
the planning and implementation of the supervisory activity over signifi-
cant banks. Their main tasks are the following:

e Perform the SREP and prepare the SREP Decision to be adopted by
the ECB. In doing so, the JSTs have to analyze the financial state-
ments and the supervisory reports of the supervised entities, meet
their managers, and assess their risk models.*

e Prepare an individual Supervisory Examination Programme (SEP),
which identifies the main supervisory activities for the incoming year,
including on-site inspections.

e Implement the SEP and any supervisory decision taken by the ECB.

e Ensure coordination with the on-site inspection teams and with the
NCAs.

Within the Basel regulatory framework, a central role is played by the
internal models, which banks can use to determine their minimal capi-
tal needs. These models have to be approved by the supervisors, who
have to check their compliance with the legal requirements and with
the EBA guidelines. The JSTs are involved in this activity for significant

37 Art. 3-6 of the Framework Regulation. See ECB (2014, 2015) for information about
the organization and specific tasks of the JSTs.
3T will expand on the SREP in the Sect. 3.4.
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banks. Together with experts from the ECB Internal Models Division
and from the NCAs, they prepare a proposal for a draft decision to be
taken by the Supervisory Board, where the use of internal models can be
authorized, possibly under some conditions, such as additional reporting
requirements.

On-site inspections can be part of the supervisory activity planned
and included in the SEP, or they can be ad hoc actions responding to
some events and to the need to keep some specific sources of risk under
control.* The purpose of an inspection is generally the assessment of the
risk profile of a financial institution, of its governance and risk manage-
ment procedures, of the quality of some balance sheet items, and of the
compliance with the regulation. The teams who carry out the inspections
are appointed by the ECB, in consultation with the NCAs. A member
of the JST can be an inspector, but he cannot be the head of the team:
this rule is intended to ensure that the work done during the inspec-
tion is independent from the day-to-day supervisory activity carried out
by the JST. After receiving the report from the head of the team, the
JST prepares the recommendations that will be sent to the supervised
institution.

In case of a breach of the EU directives and regulations or of noncom-
pliance with ECB decisions, the ECB can impose administrative pecuniary
penalties to supervised institutions.* The investigation is carried out by
the ECB Enforcement and Sanctions Division, with the assistance of the
relevant JST, which has to establish the facts in the first place and to refer
to the ECB Division.

Finally, the JSTs contribute to the formulation of the “fit and proper”
decisions, which are the more relevant part of the authorization activity
carried out by the ECB (as we have seen before). In case of a change in
the composition of a management body (e.g. the Board of Directors), a
bank has to inform the domestic NCA. The latter, in turn, informs the rel-
evant JST and the ECB Authorization Division, and it provides assistance
in evaluating the quality of the new members. Based on this preparatory
work, the JST and the ECB Division submit a proposal for a draft decision
to the Supervisory Board.

3 Art. 12 of the SSM Regulation and Art. 143-146 of the Framework Regulation.
40 Art. 18 of the SSM Regulation and Part X of the Framework Regulation.
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3.2.4  The Balance of Power Between ECB and NCAs

Table 3.1 summarizes the distribution of tasks within the SSM, as far as
significant banks are concerned. In principle, it seems that the balance
between centralization and decentralization of supervisory activities favors
the latter, with a deep involvement of NCAs in the supervision of signifi-
cant banks (in addition to the direct oversight of less significant banks).
While this approach can be justified in the early stage of the SSM, to
exploit the expertise and proximity of the NCAs to the national banking
systems, in a long-term perspective it might be desirable to convergence
toward a more centralized setting, at least for a small number of large
banks. Despite the legal duty to cooperate and to exchange information,
the risk that some national biases will survive is still present, particularly
in those countries where the local NCA is more captured by the domestic
banking sector. Some commentators have raised doubts about the effec-
tiveness of the framework adopted by the ECB, on legal grounds (see
Troger 2014) and on practical matters like the collection of supervisory
information and the composition of the JSTs (see AFME 2014).

Also the composition of the Supervisory Board and of the Mediation
Panel (which has been described in Sect. 3.1.1) responds more to the need of
allowing a representative for each national authority, rather than achieving a

Table 3.1 Distribution of tasks within the SSM: significant banks
NCA ECB

Compliance with
regulation, ¢.g., own
funds, liquidity, leverage

May submit draft decision
Assist ECB in implementation
and enforcement

May ask NCA draft decision
Take final decision

Collect information, check
data and transmit to ECB

Supervisory information May require additional

information

Take final decision

Common procedures:
bank license, acquisition
of qualifying holdings

Passporting: cross-border
branches and provision of
services

Fit and proper files:
composition of Board

Receive application and
submit draft decision

Receive notification and
inform ECB

Receive information and
provide assistance to JST in
preparing draft decision

If no decision is taken
within 2 months,
authorization is given

Take final decision
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European perspective. The same problem actually affects also the Governing
Council, as far as monetary policy is concerned, where the number of
national representatives largely exceeds that of the Executive Board mem-
bers. To address this issue in the context of the enlargement of the euro
area, the Governing Council has adopted a system of rotating voting rights
in 2015. Some kind of adjustment will presumably be necessary also in the
area of supervision, to ensure that a European approach prevails over national
instances (at least as large cross-border banks are concerned), and also to
streamline the activity of the Supervisory Board, which at present includes 25
people (19 national representatives and 6 ECB’s representatives). Actually, a
rotating system regulates the composition of the Steering Committee, which
has a supporting role and it prepares the meetings of the Supervisory Board.*!

In addition, the procedure where each decision has to be examined
by the Supervisory Board (draft decision) and by the Governing Council
(final decision through the nonobjection procedure) seems too complex,
given the high number of actions to be taken: contrary to monetary pol-
icy, the supervisory activity involves a large number of decisions, taking
into account detailed information on specific cases under scrutiny. Some
adjustment seems worth taking under this regard, for example by delegat-
ing less relevant decisions to some lower level body within the ECB.

3.3 THE SUPERVISION OF LLESS SIGNIFICANT BANKS

The large number (around 3500) of less significant institutions (LSIs)
located in the euro area are directly supervised by the NCAs, with the
ECB exercising the indirect supervision. The ECB retains the role of set-
ting the standards and issuing the guidelines for the oversight of the LSIs,
as well as monitoring the supervisory activity carried out by the NCAs. It
must be stressed that implementing a high standard of supervision over
the LSIs is important, because they can be a source of systemic risk, due to
their interconnectedness and size. The organization of this two-tier system
of supervision requires a high degree of cooperation between the NCAs
and the ECB, with particular regard to the transmission of information
from the former to the latter.

As far as the ordinary oversight activity is concerned, the NCAs are
endowed with the supervisory powers and can take the actions that

41'The members of the Steering Committee cannot be more than ten. See Art. 26 of the
SSM Regulation and the Rules of procedure of the Supervisory Board of the ECB (Chapter II).
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have been listed in Sect. 3.2.1.#> In carrying out this activity (which
include the SRED, to be explained below) the NCAs organize meet-
ings with the senior management of LSIs, perform risk analysis, and
carry out inspections. They employ their own resources and can fol-
low their decision rules. However, the ECB is responsible for the con-
sistency of the supervisory activity across the countries participating in
the SSM. The legal instruments to exercise such a responsibility include
the issuance of guidelines, regulations, and general instructions to the
NCAs.*? Furthermore, a dedicated Division within the ECB (DG Micro-
Prudential Supervision III) is responsible for the cooperation between
the ECB itself and the NCAs, through specific country desks. As we said,
a crucial element of the cooperation is the exchange of information. To
this aim, the ECB regularly collects quantitative and qualitative informa-
tion from the NCAs, following predetermined procedures, and it may
ask specific additional information.

The NCAs are also responsible for handling the authorization proce-
dures related to the suitability of board members (“fit and proper files”)
and to the opening of branches and the provision of financial services in
another member state (“passporting”). To the contrary, the responsibility
for the above-mentioned “common procedures,” related to the granting
and withdrawal of a bank license and to the acquisition of qualifying hold-
ings, is shared between the ECB and the NCAs.

The framework developed by the ECB for the oversight of LSIs, which
must be applied by the NCAs, follows the proportionality principle. This
means that the intensity of supervision is not the same for all the less sig-
nificant banks. Those that can have a more systemic impact, due to their
size and interconnectedness, are assigned a higher priority. The list of high-
priority LSIs initially defined by the SSM in 2014 includes 108 institutions.
For those banks, the Framework Regulation (Art. 97-98) requires that
the NCAs inform the ECB of “material procedures” and submit any draft
decision related to those procedures to the ECB. The material procedures
consist of:

¢ The removal of members of the management board and the appoint-
ment of special managers
e Those procedures having a significant impact on the credit institution

“2Art. 6(6) of the SSM Regulation.
3 Art. 6(5) of the SSM Regulation.
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In such procedures, the ECB retains an advisory role: it shall express its
own views and it can request an NCA to further assess specific aspects of
the draft decision.

The ECB retains the power of taking up the direct supervision of a less
significant bank at any time, in order to ensure the consistent application
of the supervisory standards across the member countries of the SSM.**
This might happen, for example, if the ECB’s instructions have not been
followed by an NCA. Hopefully, this provision should exercise a positive
incentive effect, inducing the NCAs to adhere to the guidelines set by
the ECB, thereby helping to achieve a greater supervisory convergence.*
Other factors that may lead the ECB to take over the direct supervision of
a less significant bank are: (1) if' a bank is close to meeting one of the crite-
ria used to establish the significance of a bank, (2) if a bank is highly inter-
connected with other banks, and (3) if a bank has requested or received
indirect financial assistance from the ESM.*¢

The NCAs must inform the ECB about the significant deterioration
of the financial condition of a less significant bank. This kind of informa-
tion is crucial to trigger the early management of a crisis situation or even
a resolution procedure. The NCAs and the national resolution authori-
ties are responsible for the crisis management of less significant banks.
However, if the resolution relies on the resources of the Single Resolution
Fund, then the procedure is handled by the Single Resolution Board.*”
The deterioration of the financial condition, or even the initiation of a cri-
sis management procedure, does not necessarily imply that the ECB takes
over the direct supervision. However, the direct financial assistance from
the ESM is one of the conditions that determine a bank to be significant,
and the indirect financial assistance may lead the ECB to take over the
direct supervision of a less significant bank. Therefore, the NCAs must
inform the ECB when the deterioration of the financial condition is such
that it could presumably lead to address a request for direct or indirect
assistance to the ESM.*

“Art. 67 of the Framework Regulation.

#This view has been expressed by the Head of Supervision at Bank of Italy: see Barbagallo
(2014).

#The ESM can directly support the recapitalization of a troubled bank or it can lend
money to the national government, to be used to support the management of a banking
crisis. The latter is called “indirect” financial assistance.

#7See Chap. 5, which will address the Single Resolution Mechanism.

8 Art. 62 and 96 of the Framework Regulation.
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3.4  Tur SREP ArrroAcH

In line with the Directive on capital requirements (CRD 1V), the ECB
follows a supervisory process centered on the SREP# This is a periodic
examination of the capital and liquidity situation of a bank, together with
an evaluation of its internal governance and risk management practices.
The outcome of this assessment is the SREP Decision, where the ECB
can impose additional capital and liquidity requirements, as well as adjust-
ments to the risk management policies.

The SREP is part of the Pillar II, which has been introduced into the
regulatory framework by the Basel IT Accord.®® According to one of its
principles: “Supervisors should review and evaluate banks’ internal capital
adequacy assessments and strategies, as well as their ability to monitor
and ensure their compliance with regulatory capital ratios. Supervisors
should take appropriate supervisory action if they are not satisfied with
the result of this process” (Principle 2). The CRD IV has taken up and
detailed this principle. Further elements have been provided by the EBA
in its guidelines on the SREP methodology, which are effective as of 1
January 2016.%! The latter are aimed at improving the consistency of the
procedures implemented by the supervisors across the EU, starting from
the significant degree of discretion left by the regulation to the national
authorities in the application of the Pillar II principles. Further conver-
gence should be reached within the euro area, thanks to the uniform pro-
cedures defined by the Supervisory Policies Division of the ECB.

According to the CRD IV and the EBA guidelines, the SREP frame-
work is made up of four basic elements:

Business model analysis

Assessment of internal governance and control arrangements
Analysis of capital adequacy

Analysis of liquidity risk and liquid resources

For each of the above items, the supervisors should carry out (on a
quarterly basis) an analysis based on a set of key indicators listed in the
EBA guidelines. The outcome of the analysis is a score, ranging from

9 Directive 2013,/36,/EU, Art. 97-101.
50See BIS (2006).
51Sce EBA (2014).
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1 (no risk) to 4 (high risk), which together with the accompanying con-
siderations should provide the “supervisory view” on the risk profile of a
bank and on its ability to manage its own risks. The scores assigned in each
of the above areas are the basis for the overall SREP assessment, which has
to be formulated annually and communicated to each bank. Again, this
assessment is formulated by assigning a score ranging from 1 to 4, or even
by assigning an F, which stands for “failing or likely to fail” (following the
terminology of the BRRD, Art. 32).

The SREP analysis may lead the competent authorities to take super-
visory actions in several areas, such as capital adequacy, liquidity, internal
governance, and reporting and disclosure.®?> They may also include the
early intervention measures, as provided in the BRRD. In the extreme
case of an F score, the supervisory authority should activate the interaction
procedure with the resolution authority.>?

The ECB applies the SREP approach, following the above regulations
and guidelines. Some details about the SREP methodology adopted by
the ECB can be found in its Guide to banking supervision.>* The latter
identifies the following three main elements of the SREP to be imple-
mented within the SSM.

e The risk assessment system (RAS), which evaluates banks’ risk levels
and controls.

e A review of the Internal Capital Adequacy Assessment Process
(ICAAP) and of the Internal Liquidity Adequacy Assessment Process
(ILAAP) of each supervised bank.

e A quantification of the capital and liquidity needs of each institution
needed to cover the risks resulting from the risk assessment.

The SREP is applied to both significant and less significant banks: the
JSTs are responsible for its application to the former, while the NCAs are
responsible for its application to the latter (under the guidelines set by
the ECB). The proportionality principle implies that the frequency and

32The list of available actions, provided by the CRD IV (Art. 104), is to a large extent the
same as that provided by the SSM Regulation (Art. 16), that has been reported above (see
Sect. 3.2).

33The BRRD and the institutions responsible for the resolution of banks in the euro area
will be illustrated in Chap. 5.

ECB (2014).


http://dx.doi.org/10.1057/978-1-137-56314-9_5

THE SINGLE SUPERVISORY MECHANISM 53

intensity of the supervisory examinations (within a year) are differentiated
across banks, depending on their potential systemic impact. The over-
all assessment concluding the SREP leads annually to an SREP Decision,
which for the significant banks has to be approved by the Supervisory
Board of the ECB.

The supervisory approach relying on the SREP raises an important
issue, namely the significant degree of discretion and uncertainty related
to the supervisory measures that can be taken as a follow-up to the SREP
assessment. In particular, the fact that Pillar 1 capital requirements (buf-
fers included) are only a floor, to which additional institution-specific
requirements can be added, implies that financial institutions are not given
a uniquely defined threshold for their capital needs.>® To the contrary, they
face the chance that the authority raises the threshold to an extent that
was not foreseen by the institutions’ managers. To face such regulatory
uncertainty, some banks might be induced to hold capital ratios in excess
of the minimum required level, with possible negative side effects on the
supply of bank credit.

Under this regard, it must be acknowledged that this approach goes
back to the principle, introduced by the Pillar II of the Basel II Accord,
stating that “Supervisors should expect banks to operate above the mini-
mum regulatory capital ratios and should have the ability to require banks
to hold capital in excess of the minimum” (Principle 3). However, the
same document warns that “increased capital should not be viewed as the
only option for addressing increased risks confronting the bank. Other
means for addressing risk, such as strengthening risk management, apply-
ing internal limits, strengthening the level of provisions and reserves, and
improving internal controls, must also be considered.”®® This statement,
made by the Basel Committee on Banking Supervision, makes clear that
the implementation of Pillar II should not rely only on additional capi-
tal requirements. The use of other tools, like opening a supervisory dia-
logue with the supervised entity aimed at improving its risk management
policies, should hopefully reduce the need to resort to institution-specific
capital add-ons.

Finally, each bank is informed on a confidential basis of the SREP
Decision related to it. Of course, this confidentiality raises some concerns

5The ECB has explicitly stated that it considers the Pillar 1 capital requirements as a floor.
See ECB (2014), page 25.
% See BIS (2006), page 204.
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about transparency, despite the freedom left to banks to disclose some
information included in the SREP Decision. The ECB should consider the
option of directly disclosing the supervisory measures taken as a follow-up
to the SREP, in order to avoid rumors and speculations by market partici-
pants. A more transparent approach has been followed by the ECB in the
communication of the outcomes of the stress test performed in 2014.%7

3.5 MACRO-PRUDENTIAL SUPERVISION

The ECB is responsible for the micro-prudential supervision, while
the macro-prudential supervision is to a large extent delegated to the
national authorities. The fundamental difference between these two pol-
icies is related to their targets. The micro-prudential supervision aims at
monitoring and preserving the stability of single financial institutions,
ensuring their compliance with the relevant prudential regulation. The
macro-prudential supervision should instead monitor the aggregate
financial risks possibly arising in the economy, and pursue two basic
tasks: (1) limit the pro-cyclical behavior of the financial sector (e.g. the
increase of leverage during booms and the sudden deleveraging dur-
ing downturns) and (2) limit the chance that the difficulties faced by
some institutions spillover to other intermediaries and markets. Despite
these different targets, the tools employed are essentially the same: capi-
tal requirements, liquidity ratios, leverage limits, and other more specific
measures (like the Loan-to-Value and Loan-to-Income caps applied to
mortgage loans).

More specifically, the Directive CRD IV (Art. 128-140) introduces a
set of capital buffers: counter-cyclical buffer, systemic buffer, and a buf-
fer for Systemically Important Institutions (either Global or Other, G-SII
and O-SII respectively). They can be added to the minimum CET1 ratio,
extended by the capital conservation buffer (which together amount to 7
% of the RWA, as of January 2019). The national authorities, designated
for the macro-prudential supervision, are responsible for: (1) setting the
counter-cyclical buffer rates (in a range between 0 and 2.5 % of RWA), (2)
identifying the G-SIIs (which are applied a bufter ranging from 1 to 3.5 %)
and the O-SII (which can be applied a bufter up to 2 %), and (3) deciding

%The individual detailed outcomes of the stress test have been released by the ECB,
despite some pitfalls emerging in its communication strategy. See the next chapter, devoted
to the discussion of the 2014 Comprehensive Assessment.
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which institutions (if any) should be applied a systemic risk buffer. Other
tools, like the L-t-V and L-t-I caps, may be introduced by the national law.

The architecture of macro-prudential supervision in Europe includes
two supranational bodies, namely the European Systemic Risk Board
(ESRB) and the ECB, but with a limited role. The ESRB is responsi-
ble, at the EU level, for monitoring the systemic risks and for providing
warnings and (nonbinding) recommendations to the national authorities,
which bear the final responsibility to take action. Within the euro area,
the national authorities have to notify the ECB before taking a macro-
prudential action: in case of objection by the ECB, the national authority
has to consider the ECB’s reasons prior to proceeding with its decision.
A symmetrical procedure applies to the case where the ECB wants to take
a macro-prudential decision; however, the ECB can only take restrictive
actions, by imposing higher requirements for capital buffers than those
imposed by the national authorities.*®

This institutional design raises three issues: (I) the cross-country het-
erogeneity in the implementation of the macro-prudential policy; (1I) the
coordination between the macro-prudential authorities at different lev-
els, namely, national and supranational; and (III) the potential conflicts
between different policies, namely, macro-prudential, micro-prudential,
and monetary policies. Let me briefly take up each of these issues in turn.

(I)  The systemic risk has a strong cross-country dimension: it is likely
that the amplification of the financial and economic cycle, due to
the pro-cyclicality of financial intermediation, and the propaga-
tion of liquidity and solvency shocks, have significant spillovers
from one country to the others. It is unlikely that the national
authorities take into due consideration these externalities. The
ESRB itself, in the report on the macro-prudential policy imple-
mented in the EU in 2014, has acknowledged that “national
authorities do not analyze the potential cross-border effects of
national macro-prudential measures in great detail.” The same
report states that “wide differences exist across member States in
the number and type of measures taken.”® This heterogeneity
may be hardly justified by idiosyncratic macroeconomic shocks.
To the contrary, it points to a lack of coordination among the

8 Art. 5 of the SSM regulation.
% See ESRB (2015), pages 3 and 10 respectively.
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(1T)

national authorities. The emergence of significant cross-country
differences in the use of macro-prudential tools can introduce a
segmentation in the European regulatory framework, with the
risk of jeopardizing the target of leveling the playing field.

The attribution of the macro-prudential supervision to the
national authorities, which have to share their responsibility with
two supranational authorities (ECB and ESRB), raises some obvi-
ous problem of coordination (particularly between the ECB and
the NCAs under the above-mentioned Art. 5 of the SSM
Regulation) and duplication of actions (particularly between the
ECB and the ESRB, also because of a large overlap between their
governing bodies).®

(III) The picture becomes even more complex if we consider that the

micro-prudential supervision is shared between the ECB and
the NCAs within the SSM (not to mention the EBA, EIOPA,
and ESMA), and that the monetary policy is attributed to the
ECB under a separation regime (that we discussed in Sect. 3.1).
This fragmented framework raises the risk of conflicts between
different policies. Consider first the macro- and micro-pruden-
tial policies, which use the same tools. In a negative side of the
business cycle, the macro-prudential authority might want to
take an expansionary action by lowering the counter-cyclical
capital buffer; but this action might be offset by the micro-pru-
dential authority, which for stability concerns might want to
increase the individual capital ratios of several banks, making use
of its discretionary power under Pillar II. Conflicting stances
may arise also between the macro-prudential and monetary poli-
cies. Actually this is what happened in 2014, when the ECB
introduced the Targeted Long Term Refinancing Operations
(T-LTROs) and started the discussion leading to the introduc-
tion of the Quantitative Easing in early 2015: these nonstandard
monetary policy tools have been introduced with aim of boost-
ing the supply of credit to the economy and contrast the risk of

®The composition of the General Board of the ESRB has a large overlap with that of the
Governing Council of the ECB, since it includes its President and Vice-President, together
with the Governors of the national central banks of the member states (plus the chairmen of
the other European authorities, like EBA, EIOPA, and ESMA). See Angelini (2015) for an
interesting discussion of the institutional framework of the macro-prudential supervision in

Europe.
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deflation. At the same time, the large majority of macro-pruden-
tial measures taken by member states were restrictive, with the
explicit objective of “mitigation and prevention of excessive
credit growth and leverage”:%! the contrast between the two
policies is striking!

The bottom line is that the current situation, where the power of tak-
ing macro-prudential supervisory decisions is delegated to the national
authorities, with the ESRB and the ECB playing a quite limited role,
does not seem to be satisfactory. The whole institutional design should
be streamlined and more centralized. As far as the eurozone countries
are concerned, it seems reasonable that the responsibility of the macro-
prudential supervision is attributed to the ECB. This is an issue that needs
to be further analyzed and discussed by policymakers.

CONCLUDING REMARKS

The SSM is the fundamental building block of the European Banking
Union, and it is the first one that has become fully operational. The sec-
ond pillar of the banking union, the SRM, still needs to be completed
and amended. The third pillar, the EDGS, does not even exist so far. By
European standards, the SSM has been designed and implemented in
quite a short time (a couple of years), under the pressure of the financial
crisis and of the costs paid by several governments of the euro area to
support their troubled banks. On political grounds, the transfer of sover-
eignty related to the oversight over the banking system was a prerequisite
to proceed toward the other two pillars of the banking union.

The design of the SSM follows the principle of separation between
banking supervision and monetary policy. The validity of this principle
has been questioned by the economic literature, and the trend recently
observed at the international level (before the introduction of the SSM)
went toward a joint responsibility of the two tasks, in order to reach a
better coordination and to exploit some information exchanges between
them. However, it must be acknowledged that the separation principle
has not been implemented rigidly in the internal organization of the ECB.

The distribution of tasks within the SSM relies on the distinc-
tion between significant and less significant banks. The ECB directly

®See ESRB (2015), page 11.
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oversights 123 significant banking groups, which together account for
about 85 % of the eurozone banking system. The day-to-day oversight
of the significant banks is actually delegated to the JSTs made up of rep-
resentatives from both the ECB and the national authorities. The NCAs
remain responsible for the direct supervision of all the other institu-
tions, although following the guidelines set by the ECB; the latter can
decide at any time to take over the direct supervision of a less significant
institution.

Despite this “division of labor,” the NCAs are deeply involved in the
supervision of significant banks: they submit draft decisions to the ECB
related to supervisory actions and authorizations, they channel supervi-
sory information to the ECB, and they provide members and assistance
to the JSTs. This involvement is justified in the early stage of the SSM,
to exploit the expertise and proximity of the NCAs to their domestic
banks. In a long-term perspective, it seems desirable to proceed toward
a more centralized control, at least for a small number of large cross-
border banks.

The supervisory approach implemented in the SSM is centered on the
SRED, in line with the Directive CRD-IV. This is a periodic examina-
tion of the capital and liquidity situation of each bank, together with an
evaluation of its internal governance and risk management practices. The
SREP is applied to both significant and less significant banks: the JSTs are
responsible for its application to the former, while the NCAs are respon-
sible for its application to the latter. As a follow-up to the SREP, a bank
can be imposed additional capital and liquidity requirements, as well as
adjustments to its risk management policies. This option, which derives
from the Basel II framework (Pillar II), introduces a remarkable degree
of discretion and uncertainty into the requirements that can be applied to
individual banks.

Finally, it must be stressed that the ECB is responsible for the micro-
prudential supervision, while the macro-prudential supervision is to a large
extent delegated to the national authorities, with the ECB and the ESRB
playing a limited role. This limitation raises some concerns, mainly related
to the cross-country heterogeneity in the implementation of the macro-
prudential policy, and to the potential conflicts between different policies:
macro-prudential, micro-prudential, and monetary policies. Therefore, it
seems reasonable that the responsibility of the macro-prudential supervi-
sion is attributed to the ECB.
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CHAPTER 4

The Comprehensive Assessment

INTRODUCTION

The first action taken by the ECB, responsible for the banking supervi-
sion, has been the examination of the balance sheets of the more relevant
banks in the euro area. Actually this action took place even before the ECB
was endowed with the formal responsibility of supervision, which started
on November 4, 2014. The examination of bank balance sheets, which
goes under the name of “comprehensive assessment,” was carried out
during 2014, and its results were communicated on October 26, 2014.
This assessment was a sort of prerequisite for the SSM, required at the
policy level by the European Council of June 2013, in order to minimize
any possible cross-country sharing of bank losses emerging after the start
of the banking union. The aim of the comprehensive assessment was to
make any capital deficiency of significant banks to emerge and be man-
aged at the national level, by making use of private funds and national
public backstops, if necessary. This is not to say that the official objec-
tives of the exercise, namely strengthen banks’ balance sheets, enhance
transparency, and build confidence of bank stakeholders,' are not true.
However, the political input to the process was to make clear that each
country had to bear the costs of the losses accumulated by its own banking
system during the financial and economic crisis of the last 7 years.

!See ECB (2014), page 2.
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The sample of banks examined includes 130 banks, approximatively?
coinciding with the set of significant banks: those going under the direct
oversight of the ECB. Such sample accounts for 82 % of the total assets of
the banks located in the SSM area. The comprehensive assessment is made
up of two parts: (1) AQR and (2) stress test. The AQR is an assessment of
the quality of information released by banks for supervisory purposes, with
the primary objective of identifying the needs to adjust the values of bank
assets, and to modify the capital-to-asset ratio reported by each bank. This
AQR-adjusted capital ratio provides the starting point for the stress test,
examining the resilience of banks’ solvency under two scenarios: baseline
and adverse. The bottom line of the exercise is given by a number called
“capital shortfall.” In each stage of the comprehensive assessment, the
capital ratio (computed as CET1/RWA) resulting from the assessment is
confronted with a threshold level, equal to 8 % for the AQR and for the
baseline scenario of the stress test and 5.5 % for the stress test adverse sce-
nario. If the capital ratio resulting from the exercise is below the required
threshold level, the difference between them is a capital shortfall. The final
shortfall is the largest number among the three shortfalls emerging in each
stage, if any.

The focus of the attention paid by market participants and commen-
tators has been on the capital shortfalls, driven by the communication
strategy of the ECB itself. However, the more interesting outcomes are
probably the value adjustments produced by the AQR, as they bring to
the surface the needs to correct the evaluation of bank assets by applying
a uniform methodology across all participating countries. The outcomes
of the stress test are crucially affected by the assumptions underlying each
scenario, which are necessarily arbitrary to some extent and controversial,
and this reduces the relevance of those outcomes.

The next section is devoted to the AQR, introducing its method-
ology and reporting its main results. The same is done for the stress test
in Sect. 4.2. Section 4.3 reports the capital shortfalls resulting from the
examination and the steps to be taken by some banks as a consequence.
Finally, a critical view of the comprehensive assessment is given in
Sect. 4.4.

2 A few significant banks were not examined under the comprehensive assessment of 2014,
while other banks covered by the comprehensive assessment were later classified as less sig-
nificant (see ECB 2015 for details).
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4.1  Asset QUALITY REVIEW

has examined the balance sheets of participating banks at year-
Its methodology includes the following ten steps.?

Review of accounting practices: the bank policies and prac-
tices in valuing and classifying assets are examined, for example,
by looking at the application of the fair value accounting prin-
ciple and the classification of assets available for sale.

Loan tape creation: banks provide a database on individual
credit positions, including information related to segment clas-
sification, status, credit performance.

Sampling: not all exposures, but a large sample is examined in
detail, accounting for 57 % of the total RWA of the participat-
ing banks.

Credit file review: NCAs verify that credit exposures have been
correctly classified (e.g. as nonperforming loans) and that spe-
cific provisions, if needed, have been set at the appropriate level.
Collateral and real estate valuation: assessment of the correct
valuation of collateral assets and on-balance sheet real estate
properties.

Projection of findings: the findings of the credit file review
(stage IV) are projected to the whole portfolio of assets, by
applying the results to homogeneous exposure pools.
Collective provisioning: the provisions for small homoge-
neous exposures, which are typically made on a collective basis
by using statistical models, are evaluated (the so-called chal-
lenger model is applied for this purpose).

Level 3 assets: for only those banks with a material exposure to
level 3 assets,* a revaluation of the most important securities is
carried out, including derivatives.

AQR-adjusted CET1 ratio: taking into account the outcomes
of the preceding stages, the CET1,/RWA ratio is computed for
cach participating bank; this provides the basis for the stress test.

(2014), Section 3.2.1.

*Level 3 assets are those securities without an active market where a price can be observed;
therefore they are priced by using internal statistical models. Their name derives from the fair
value hierarchy, where Level 1 (2) assets are those for which a quoted price (or other market

information)

can be observed.
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(X) Quality assurance: the NCAs are responsible for checking the
quality of the exercise at the national level, while the ECB is
responsible for ensuring cross-country consistency of the compre-
hensive assessment.

The aggregate AQR outcome can be summarized by the total adjust-
ment that has been made to the asset values of the participating banks:
47.5 billion euros, which are equivalent to 55 basis points as a ratio to
their RWA. The actual impact on capital is 33.8 billion, due to the tax
offsetting effects. This figure is quite significant. We also have to consider
that it is an average number, and there is a wide variation across countries
and across banks. As Fig. 4.1 shows, for seven countries the gross AQR
adjustment has been larger (or equal) than 1 % of RWA and above 2 % for
three of them. The reduction of the starting-point available capital, due
to the AQR adjustments, has given a substantial contribution to the total
capital shortfall resulting from the comprehensive assessment: 10.7 billion
euros over a total shortfall of 24.6 billion.

One important source of adjustment has been the application of a
common criterion for the definition of nonperforming loans in the credit

4.0

35

3.0

2.5

2.0

1.5

1.0

0.5

0.0
EL Cy SI PT AT LV IT EE MT SK F BE NL LT IE DE LU FR ES

Fig. 4.1 AQR adjustments by country (% of RWA)
Source: ECB
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Table 4.1 AQR adjust-

Billion euros  Ratio to
ments by component

RWA (b.p.)
Credit file review: 16.4 19
Individually assessed files
Credit file review: 10.3 12
Projection of findings
Collective provisioning 16.2 19
(challenger model)
Total credit file review 429 50
Level 3 assets and CVA? 4.6 5
Total 47.5 55

Source: ECB

*CVA: credit valuation adjustments. These are adjustments to the
accounting value of derivatives, to take into account the counterparty risk

file review (step IV), following the EBA guidelines:® a loan is considered
nonperforming if it is past due by more than 90 days or if the borrower
is unlikely to pay due to a default state (independently of any past due
amount). On average, the internal criteria previously applied by banks
were less conservative, so the application of the EBA guidelines leads to
an increase of the nonperforming exposure stock by 54.6 billion euros,
equivalent to a 7.3 % increase. By adding to that the impact of the exami-
nation of individual credit files and the projections of results to the wider
credit portfolios, we get the overall increase of the stock of nonperforming
loans: 135.6 billion curos, equivalent to an 18.3 % increase. Again, large
differences across countries emerge: the percentage increase of the stock
of nonperforming loans ranges from 7 to 116 %.¢

A breakdown of the AQR adjustments by component is provided in
Table 4.1, from which a quite interesting evidence emerges. The credit
file review accounts for more than 90 % of the adjustments made to bank
asset values: 42.9 over 47.5 billion euros. Conversely, the examination of
level 3 assets and derivatives accounts for less than 10 % of the AQR overall
adjustments. This data might be taken as evidence that the comprehen-
sive assessment has been focused primarily on the commercial banking

*The EBA guidelines on the definition of nonperforming loans were issued in October
2013 and became effective as of September 2014.
°See ECB (2014), page 67.
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business, rather than paying attention to the trading of securities and
derivatives. We will come back on this issue in Sect. 4.4.

4.2 STRESS TEST

The purpose of the stress test exercise was to test the resiliency of the
banking sector, in particular of its solvency level, to an adverse change
of macroeconomic conditions. Actually the balance sheets of the
participating banks have been tested under two scenarios: baseline and
adverse. The first is based on the winter forecasts released by the EU
Commission in February 2014: this is assumed to be the more plausible
scenario. The adverse scenario simulates a deterioration of the business
cycle due to a financial shock, namely a sudden increase of the general
level of interest rates.

The methodology of the stress test has been developed by the EBA,
which is in charge of conducting this kind of exercise at the EU level, so
including those EU countries which are outside the eurozone (the most
relevant is the UK). In doing so, the EBA has acted in coordination with
the ECB, the ESRB, and the national supervisory authorities.”

The time horizon of the stress test extends over 3 years: 2014-2015—
2016. The starting point for the simulations is provided by the bank bal-
ance sheets at the end of 2013, which are supposed to remain constant,
in terms of size and composition, for the whole period considered: this is
why this stress test is called a “static balance sheet” exercise.

The definition of capital used is the Common Equity Tier 1 (CET1),
which basically includes the common shares issued by a bank, its retained
earnings, and its accumulated reserves. The bottom line of the exercise is
to assess the impact of the adverse shocks simulated in the exercise on its
regulatory capital of higher quality, measured as a ratio to its RWA: the
CET1/RWA ratio. Of course, a satisfactory level of capital must be reached
also in the baseline scenario, which is much more likely to materialize. To
that purpose, two minimum threshold levels for the CET1/RWA ratio has
been set: 8 % in the baseline scenario and 5.5 % in the adverse scenario.

The adverse scenario takes as a starting point a sharp increase of investors’
risk aversion, with sell-offs of long-term bonds and equities, leading to lower
asset prices and higher yields, starting in the USA and spreading in other
countries, including the eurozone. The negative macroeconomic impact of

7See EBA (2014).
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Table 4.2  Stress test: macroeconomic patterns (euro area)
Baseline scenario Adverse scenario
2014 2015 2016 2014 2015 2016

Long-term yields 2.8 3.1 32 43 4.2 4.3
Real GDP growth (% change) 1.2 1.8 1.7 -0.7 -14 0.0
Residential real estate prices (% change) -0.2 2.1 38 -80 -57 -15

Source: ESRB

this financial shock leads to a deterioration of credit quality, with negative
effects on bank balance sheets. Another negative evolution of the adverse
scenario is a renewed tension in the market for sovereign bonds, also affect-
ing financial intermediaries.® Table 4.2 reports some key variables of the two
macroeconomic scenarios for the euro area, showing that the level of long-
term interest rates is assumed to increase by more than one percentage point
in the adverse scenario, relative to the baseline. The negative impact on the
real GDP growth is quite severe: the cumulated effect of the different rates
of change shown in the table implies a lower level of the euro area GDP by
6.6 % in 2016. Another indicator of the re-pricing of assets is the evolution
of the real estate prices, which decline sharply in the adverse scenario, while
they show on average a positive pattern in the baseline.

The stress test was focused mainly on credit and market risks, but it also
covered other risks inherent to the banking business, like those related to
funding conditions and securitization. In particular, credit risk covered all
counterparties: firms, households, and sovereign obligors. The impact of
the adverse macroeconomic patterns on the probability of default of those
counterparties and on the estimated loss given default has been assessed.
Market risk covered all positions exposed to possible adverse price changes,
including sovereign securities. The effects of the simulated stressed market
conditions on both trading portfolios and assets available for sale (priced
at fair value) have been measured.

Funding conditions are sensible to the assumed evolution of inter-
est rates and to shocks like widening of sovereign spreads. The possible
impact of this source of risk on the interest income of participating banks
has been taken into account. It is true that an increase of the interest rate
level does not affect only the cost of funding, as it can be passed through

$Sce ESRB (2014).



68 A. BAGLIONI

Table 4.3 Aggregate impact

. . AQR—adjustments (after tax) 33.8
on capital under adverse scenario saoital depleti der advers .

AOR . test) (CET 1— Capital depletion under adverse scenario 181.7
( i Q + stress Total capital depletion 215.5
billion euros) Additional capital need due to RWA 47.2

increase
Total capital impact 262.7
Source: ECB

to borrowers; but this is subject to some constraints, deriving primarily
from the maturity transformation typically operated by banks. As far as
securitization is concerned, the possible increase in risk weights, due to
rating downgrades, has been considered, leading to higher RWAs.

The aggregate outcome of the comprehensive assessment is a huge
depletion of capital for the sample of participating banks.” As noted in
the previous section, the asset value adjustments resulting from the AQR
imply a negative impact on capital equal to 33.8 billion euros (net of tax
offsetting eftects). By adding to this number the reduction of capital in the
adverse scenario of the stress test (181.7 billion), we have an overall capital
depletion equal to 215.5 billion euros: this is equivalent to 22 % of the
initial capital of participating banks. Moreover, the computed RWA of the
sample banks have increased by 858.6 billion euros, as a combined effect
of the AQR and of the stress test adverse scenario. Applying to this num-
ber the 5.5 % minimum required ratio between CET1 capital and RWAs,
we get an additional need of regulatory capital equal to 47.2 billion euros.
This leads to a total impact on aggregate capital amounting to 262.7 bil-
lion euros under the adverse scenario. For the median bank in the sample,
that capital impact implies a decrease of the CET1 ratio by more than four
percentage points in the final year of the simulation (2016): from 12.4 to
8.3 %. As noted for the AQR adjustments, there are great cross-country
differences: the maximum capital reduction is 15 % for Slovenia, while the
minimum is 2 % for Spain. These results are summarized in Table 4.3.

4.3 CAPITAL SHORTFALLS AND REMEDIAL ACTIONS

As we said in the Introduction, the magic number summarizing the results
of the comprehensive assessment (including both AQR and stress test)
is the capital shortfall, which can be obtained by confronting the CET1

?See ECB (2014), Section 5.1.
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ratio resulting from the exercise and the minimum thresholds: 8 % for
the AQR and stress test baseline scenario, and 5.5 % for the stress test
adverse scenario. Based on the information at the end of 2013, the num-
ber of banks showing a shortfall was 25, and their aggregate shortfall
was equal to 24.6 billion euros. This number is the sum of three com-
ponents: (1) the impact of the stress test, under both the baseline and
adverse scenarios (11.2 billion), (2) the additional impact of the AQR
adjustments, which modify the starting point for the regulatory capital to
be used in the stress test, together with the AQR stand-alone result mea-
sured against its own threshold (10.7 billion), and (3) the revision of the
credit risk parameters (PD and LGD) used in the stress test, by taking into
account the outcome of the AQR (2.7 billion).1?

The geographical distribution of the shortfall is quite uneven. Among
large countries, Italy emerges as the one with the highest share of capital
deficiency in the euro area, with 9 banks showing a shortfall: its overall
size is 9.7 billion euros. To the contrary, Germany, France, and Spain have
only one bank each showing a shortfall (of very small amount). Among
other countries, Greece and Cyprus exhibit quite negative outcomes, with
three banks in each country showing some shortfalls: 8.7 billion is the
overall shortfall for Greece (more than 4 % as a ratio to RWA) and 2.4 bil-
lion for Cyprus (more than 6 % of RWA).

As for the size distribution of the shortfall, it is interesting to note that
the smallest banks in the sample (i.e. those with RWA up to 10 billion)
have been affected by the highest shortfalls: as a group, 1.4 % as a ratio to
their RWA. To the opposite, the globally systemic banks (G-SII) do not
show any shortfall. In between, medium-size banks (RWA between 10 and
75 billion) show shortfalls around 0.7-0.9 % of their RWAs, while larger
banks (RWA above 75 billion) show lower shortfalls (0.2 % of RWA).

The reported figure of 24.6 billion capital shortfall, released by the ECB
in October 2014 when the results of the comprehensive assessment were
communicated, is based on data at 31 December 2013, and it does not take
into account the capital actions taken by banks during the first 9 months of
2014. As the ECB (2014) reports, during that period, 54 banks in the sample
raised an overall amount of capital equal to 57.1 billion, mostly through the
issuance of instruments eligible for inclusion in the primary capital (CET1).
This has been partly offset by buyback deals for 16.6 billion, leading to a
net capital increase of 40.5 billion. Of course, not all this amount went to
reduce the capital shortfall, because it includes the capital actions taken by

10The third element is named “join-up” between AQR and stress test.
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banks not showing any shortfall. The capital increases actually offsetting
the shortfalls amount in aggregate to 15.1 billion, mostly related to actions
taken by Italian and Greek banks (more than 6 billion in each country), and
by Cyprus banks (2 billion). As a result, the aggregate shortfall is more than
halved, declining to 9.5 billion euros, involving 13 banks.

All the 25 banks showing a capital shortfall (as of 31 December 2013)
have been requested to submit a capital plan (within 2 weeks from the
public disclosure of the results of the comprehensive assessment), listing
the remedial actions planned in order to restore their capital position,
possibly including the actions already taken during 2014. The deadline to
meet for implementing such actions has been set to 6 months in case of a
shortfall resulting from the AQR or from the stress test baseline scenario,
and to 9 months in case of a shortfall resulting from the adverse scenario.

According to the political input given by the European Council
(Heads of State) of June 2013 and by the Ecofin (Ministers of Finance)
of November 2013, the remedial actions had to rely primarily on private
resources, namely, retained earnings, reduced bonus payments, issuance of
common shares, and asset sales. Only as a second option, in case of lack of
private funds, a bank could resort to a recapitalization plan making use
of resolution mechanisms and/or a public backstop at the national level,
under the limitations set by the EU state aid rules.!!

The results of the comprehensive assessment, together with the reme-
dial capital plans where applicable, have been heavily used by the JSTs to
formulate the SREP decisions taken in 2014, to be implemented in 2015.
As we saw in the preceding chapter, SREP decisions may include addi-
tional requirements, related to own funds, liquidity, and disclosure. Thus,
the comprehensive assessment has complemented the supervisory activity
carried out at the national level by the NCAs in 2014.

In addition to these additional prudential requirements, the com-
prehensive assessment had also an accounting impact. Banks have been
requested to incorporate the findings of the AQR into their financial state-
ments for 2014, in particular with regard to: (1) the reclassification of
exposures from performing to nonperforming, (2) the adjustments to the
level of loan loss provisions (both collective and on individual credit files),
and (3) the credit valuation adjustment (CVA) models for derivative prod-
ucts. The JSTs have been given the task of monitoring the implementation

'We will address these rules in the next chapter, dealing with the new European bank
resolution regime.
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of capital plans and the incorporation of the AQR results into the banks’
financial accounts.

4.4 A CriTicAL VIEW

The comprehensive assessment implemented in 2014 by the ECB has
provided valuable information about the balance sheets of the significant
banks located in the euro area, thus contributing to the transparency of
the accounting information released by banks. It has also provided a useful
starting point for the supervisory activity of the ECB, which has started
this activity by asking banks to take the necessary corrective actions to
incorporate the outcomes of the comprehensive assessment into their
plans for 2015. The severity of the stress test has been greater than in
other similar exercises recently carried out at the EU level. For example,
the stress test performed by the EBA in 2011 assumed a 4 % cumulated
deviation of the real GDP between the adverse and the baseline scenarios,
in the second year of the simulation; the ECB stress test of 2014 added a
third year to the time span of the exercise, with a cumulated GDP devia-
tion equal to 6.6 %.

However, several drawbacks have emerged in the debate about the ECB
comprehensive assessment, mainly related to the methodology adopted by
the ECB. In this paragraph, I try to give an illustration of such criticisms.
In doing so, I do not address those criticisms focused on the scenarios
assumed in the stress test, in the adverse scenario in particular. The reason
is that such criticisms are often unfair, since they fail to consider that some
arbitrary assumptions need necessarily to be taken in this kind of exercises.
I will rather focus on the following issues:

(a) Reliance on the CET1 ratio as the only measure of capital strength
(b) Treatment of level 3 assets and derivatives in the AQR

(c) Possibility of national biases/discretion

(d) Micro-supervisory approach, neglecting systemic risk

(e) Pitfalls in the communication of results

4.4.1 CETI Ratio versus Leverage

The comprehensive assessment has relied on the ratio between CET1 reg-
ulatory capital and RWA to assess the capital strength of each participat-
ing bank against some thresholds, both in the AQR and in the stress test.
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Table 4.4 CET1 versus leverage ratios (ECB stress test sample—% points)

CET1/RWA Leverage (equity/assets) RWA/Assets
Netherlands 17.05 391 33.02
Belgium 15.85 3.79 25.71
Germany 14.40 4.43 2492
Spain 11.40 6.72 4498
France 11.22 4.45 26.67
Ttaly 10.49 6.45 48.02

In doing so, the ECB has adopted the Basel approach, overlooking that
some concerns have been raised by several scholars about the likely distor-
tions affecting such approach. Actually the Basel Committee on Banking
Supervision (BCBS) has acknowledged the limits of the approach based
on RWA, and it has introduced a leverage requirement into the regulation,
based on the ratio between capital and unweighted total assets: this 3 %
minimum limit will become effective in 2018.

Several studies support the use of leverage as a measure of bank sol-
vency, to complement the CET1/RWA ratio in the supervisory practice,
and in the stress tests in particular. It is possible to show that by using
leverage the ECB would have reached quite different conclusions than
those obtained in the stress test. For example, Steffen (2014), by analyzing
the sample of those banks participating in the ECB stress test, shows that
the two measures of solvency differ substantially, as Table 4.4 reports.'?
Banks located in the Netherlands and in Belgium rank first by using the
CET]1 ratio, while the opposite holds by looking at their leverage. To the
opposite extreme, Italian banks as a group are the weakest by considering
the CET1 ratio and appear to be the strongest, together with the Spanish
banks, by looking at their leverage.

The reason why the two rankings differ so much has to be found in the
third column, which reports the so-called risk intensity: the ratio between
the RWAs and the unweighted total assets. This index measures the extent
to which a given amount of total assets is translated into the denominator
(RWA) relevant for the CET1 ratio used in the Basel framework. The risk
intensity depends on the composition of the bank assets, together with
the risk weights assigned by the Basel regulation to each type of assets. Of
course, for any given level of equity and total assets, the higher the risk

12Tables 4.4 and 4.5 focus on a few countries to simplify the exposition. Data referred to
all the euro area countries can be found in Steffen (2014).
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gé}lib”l!i 41'5 Short]taacl:lg ECB shortfall  Shortfull based on leverage
versus leverage _( (CETI ratio) (4 % threshold)
stress test sample—billion)

Ttaly 9.7 1.97
Greece 8.7 0.0
Cyprus 24 0.0
Germany 0.2 14.82
France 0.1 21.17
Spain 0.0 9.64

intensity the lower the CET1 ratio shown by a bank.® Under this regard,
Italian and Spanish banks seem to be penalized by having a risk intensity
almost double than that of German and French banks.

The difference between the two measures of solvency, CET1 ratio and
leverage, translates into a striking discrepancy between the capital shortfalls
computed by using either the former or the latter as a reference. Table 4.5
reports the data for some euro area countries: the first column reports the
shortfall computed by the ECB, while the second reports the shortfall
based on leverage and using a 4 % minimum threshold level.’* Tt turns
out that those countries where the ECB has reported the largest shortfalls
have a very low or even zero shortfall based on leverage, and vice versa.
So, by using leverage instead of CET1 ratio, the ranking of countries by
shortfall would be quite different to the one released by the ECB.1°

Now, the question is why does the risk intensity differ so much across
banks and across countries? Two answers can be given. One is that the Basel
framework is very complex and it leaves banks and national regulators a
significant degree of discretion, thus opening the way to possible manipula-
tions of the risk weights to be applied in the computation of the RWAs. In
particular, those banks adopting the Internal Ratings Based (IRB) approach
are allowed to estimate by themselves some crucial parameters used to

13 More formally: CET1,/RWA = Leverage /Risk Intensity. Actually, this formula does not
apply exactly to the numbers shown in Table 4.4, since the definition of capital differs
between the first two columns.

“Data for the first column in Table 4.5 are taken from ECB (2014), and those for the
second column from Steften (2014).

De Groen (2014) reaches the same conclusion, as he finds that by using a non-risk-
adjusted capital ratio, several banks of northern Europe (Germany, the Netherlands, Belgium,
and France) would not meet the 3 % threshold level under the adverse scenario. This out-
come differs sharply from the one obtained by using the risk-adjusted ratio.
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compute the risk weights to be assigned to their credit exposures, like the
probability of default (PD) and the loss given default (LGD). It is true
that the internal models have to be validated and approved by the national
supervisory authorities, but this leaves open the possibility of some national
biases. There is some empirical evidence supporting this view. For example,
Mariathasan and Merrouche (2013) study the behavior of 115 banks from
21 OECD countries around the date when their IRB models have been
approved by the competent authorities. Quite interestingly, they find that
after the adoption of the internal model they report a lower level of riski-
ness, measured by their risk intensity; in this way they are able to increase
their reported risk-adjusted capital ratio by 64 basis points on average. This
behavior can be taken as an evidence of manipulation of the risk weights.!®

The other answer relies in the different business models that better
describe the financial intermediaries. We may identify two stylized models:
commercial versus investment banks. The former is more focused on the
traditional business of deposit-taking and loan-making to firms and house-
holds, so it is more exposed to credit risk. The latter is more focused on
securities trading and asset management, so it is more exposed to market
risk. Of course, there is a third model, universal bank, which is some kind
of combination between the two. It can be shown that commercial banks
are somewhat penalized in the computation of the RWAs. For the sample of
130 banks participating in the comprehensive assessment, I have regressed
their risk intensity on the ratio between their credit risk exposure and their
total risk exposure (RWA): this is an indicator of the share of the com-
mercial business over the whole range of activities of a financial institution.
Table 4.6 (Model 1) shows that this indicator is significantly correlated
with the risk intensity: a higher focus on the commercial business seems to
imply a higher risk intensity, leading in turn to a higher risk-adjusted capi-
tal requirement. Another interesting exercise is the regression of the risk
intensity on the ratio between corporate loans and RWAs, and in particular
on the ratio between loans to SMEs and RWAs (see Table 4.6—Model
2): both ratios have a highly significant correlation with the risk intensity.
Again, it seems that a focus on the more traditional business of making

1©The evidence provided by Cannata et al. (2012) points to the same conclusion. They
find that the risk weights of a sample of 24 banking groups are significantly increasing in the
share of assets for which the standard approach (SA) is used in the computation of risk
weights. Contrary to the IRB approach, the SA relies on external ratings, so a bank is not
allowed to provide its own risk parameters.
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Table 4.6 Determinants of risk intensity. Dependent variable:

RWA /total assets

Model 1 Model 2
Constant 0.13 0.26***
Credit exposure/RWA ~ 0.37***
Corporates/RWA 0.29***
Retail (SME)/RWA 1.70***

Adj. R-square: 0.07  Adj. R-square: 0.32

OLS. Cross section analysis with 130 banks participating in the ECB comprehensive
assessment

Data (end 2013) from the ECB report on the comprehensive assessment
(ECB website)

*** stands for 1 % significance level (heteroscedasticity robust standard errors)

loans to firms and to small /medium-size firms, in particular, can be penaliz-
ing in terms of capital requirements under the Basel regulatory framework.
The bottom line of the above discussion is that the focus of the com-
prehensive assessment on the CET1 ratio, as the only indicator of sol-
vency, is questionable. Such a choice turns out to be penalizing for those
banks more focused on the commercial banking business, and it suffers for
the possible manipulation of the risk weights used to compute the RWAs.
This approach overlooks the possibility that some financial intermediaries
accumulate a high leverage, despite the fact that they are able to report a
satisfactory CET1 ratio. Therefore, a better approach would be to com-
plement the CET1 ratio with a simple leverage index, which is less prone
to manipulations and distortions, and consequently to national biases.!”

4.4.2  Level 3 Assets and Devivatives

The view that commercial banks have been given a more severe treatment
than other financial intermediaries, more engaged in the trading activity,
is reinforced by looking at the AQR adjustments that we have reported in
Sect. 4.1. By looking again at Table 4.1, we notice that the value adjust-
ments due to level 3 assets and CVA account for less than 10 % of the
overall amount of the AQR adjustments. Moreover, a breakdown of the
4.6 billion adjustments, related to such items, shows that the bulk of them

17See Barucci et al. (2014) for a similar view.



76 A. BAGLIONI

are due to the valuation of counterparty risk (CVA: 3.1 billion), followed
by the revaluation of nonderivative products (1.2), while the review of
complex derivative pricing models resulted in adjustments for only 0.2
billion. Looking at these numbers, it is reasonable to have some doubts
that the more sophisticated and often opaque line of business has been
given a proper examination. The ECB itself acknowledges that the assess-
ment of level 3 assets and derivatives did not include adverse scenarios,
like the liquidity dry-up of particular asset classes or the changes of market
conditions making some model assumptions obsolete.!® Unfortunately,
such adverse developments are exactly those that caused severe losses and
created liquidity stress for several intermediaries in the financial crisis that
started in 2007: think for example at the dry-up of the markets for asset-
backed securities (ABS) and commercial paper.

4.4.3  National Biases

The more severe treatment applied to financial institutions following more
closely the commercial business model raises the issue of possible national
biases in the comprehensive assessment. Of course, the implication is that
those countries where such model is predominant within the domestic
banking sector might have been penalized in an international comparison
of the outcomes of the supervisory exercise. This issue is even more rele-
vant if we consider that such outcomes have been used as inputs for super-
visory decisions, namely the 2014 SREP decisions (to be implemented in
2015), often imposing additional capital requirements.

Two other sources of national biases can derive from the implementation
of the comprehensive assessment and from the national discretions in apply-
ing transitional arrangements. The AQR has been executed by national NCA
teams, composed of NCA staft and external auditors and advisers. The stress
tests have been executed by the supervised banks. Of course, these actions
have followed a common methodology, designed by the competent authori-
ties, and have been monitored by a quality assurance made by the NCAs and
the ECB. However, it remains true that the primary source of information
has been the banks themselves and their local supervisory authorities.

Transitional arrangements are related to the gradual phase-in of the
common definition of regulatory capital, following the EU regulation and
directive (CRR/CRD 1V). When fully loaded (by 2018) the new defini-

8See ECB (2014), page 94.
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tion of CET1 requires the full deduction of some items, like goodwill
and other intangible assets, participations in other financial entities, and
deferred tax assets. During the transitional period (2014-2017), the reg-
ulation sets some minimum percentage deductions (increasing through
time) to be applied on those items. This leaves the national authorities the
discretion of applying either such minimum thresholds or higher deduc-
tion levels. The impact of this discretion can be measured by comparing
the CETI ratio resulting from the application of the transitional arrange-
ments (at a given date) with the CET1 ratio resulting from the fully loaded
Basel III regulation. The ECB acknowledges that the overall impact of
those transitional adjustments is quite relevant: 126.2 billion for the whole
euro area. But even more importantly, their effects diverge significantly
across countries: as a ratio to RWAs, their impact goes from more than
5 % in some countries to a negative number in others. Among the large
countries, the one that has enjoyed the largest benefit is Germany, with an
increase of the CET1 ratio of more than 2 %."

4.4.4  Micro-prudential Approach

Another limitation of the comprehensive assessment derives from its
micro-prudential approach. The analysis performed by the ECB, through
both the AQR and the stress test, has been focused on the risk profile
of each financial institution in isolation, without considering any possible
spillover among them. Several sources of spillover should be considered,
for example: the network of interbank exposures; the externality deriving
from the fire sale of some specific type of assets by some intermediar-
ies, with negative effects on the liquidity of that market segment and on
the balance sheet of other intermediaries, particularly in the case of assets
priced at fair value. These spillovers have played a crucial role in amplifying
some initial shocks during the recent financial crisis. So they should possi-
bly be incorporated into the adverse scenario of a stress test analysis of the
banking sector. The failure of the comprehensive assessment to consider
the systemic risk can be presumably traced back to the architecture of the
SSM, which does not assign the responsibility for the macro-prudential
supervision to the ECB. As we have seen in Chap. 3, such responsibil-
ity has been retained by the national authorities, with the ESRB playing
mainly an advisory role. The lack of responsibility for the macro-prudential

YSee ECB (2014), Section 8.2.1. The reported numbers refer to 1 January 2014.
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supervision might explain why the ECB decided to overlook the systemic
component of credit and liquidity risks. Whatever the reason, this limita-
tion should hopefully be avoided in future stress test exercises.

4.4.5  Pitfalls in Communication

Finally, a remark is worth relative to the communication of the outcomes
of the comprehensive assessment by the ECB. This might seem an issue of
secondary importance. To the contrary, it deserves a careful consideration,
since the release of information by the authorities sends important signals
to market participants and it can affect the reputation of financial institu-
tions. The communication of the results of the comprehensive assessment
by the ECB stressed a couple of data: the overall capital shortfall of 25
billion euros, distributed across 25 banks participating in the supervisory
exercise.?’ These data are based on the information as of year-end 2013. It
does not take into account that in the first 9 months of 2014 several partici-
pating banks have raised new capital, able to reduce the aggregate shortfall
to 9.5 billion, distributed across 13 banks. Other additional measures (like
asset sales, removal of specific capital add-ons, and approval of internal risk
models) have been implemented in the same period, leading to a further
reduction of the actual shortfalls. Just to make an example, the ECB com-
municated that nine Italian banks showed some shortfalls, while by taking
into account all the available information as of end-September 2014, the
right number of Italian banks with a shortfall was two. Moreover, the ECB
communication overlooked the fact that, when looking at the banking
system at the aggregate level, the excess capital of some institutions should
be considered together with the deficiencies of others. To conclude with
the example of Italy, the total shortfall of two banks (3 billion) was more
than offset by the excess capital of the other 13 Italian participating banks
(25.5 billion in total). A more accurate and transparent communication
should have included this kind of information with the adequate emphasis.

CONCLUDING REMARKS

The comprehensive assessment carried out in 2014 has been the first
important action taken by the ECB, exercising its new power of banking
supervision. It has provided valuable information about the balance sheets

20See the ECB press release of 26 October 2014, and the Executive Summary opening the
Aggregate Report (ECB 2014).
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of the large and medium-size banks located in the euro area, thus con-
tributing to the transparency of their accounting information. The capital
shortfalls, emerging from the AQR and from the stress test, have been
the starting point for the supervisory activity over the significant banks:
those with a shortfall have been asked to submit a capital plan, listing the
remedial actions to restore their capital position. Such remedial actions
had to rely primarily on private resources and to national public backstops
as a last resort.

Several drawbacks have emerged, related to the methodology used in
the comprehensive assessment. The main criticism derives from its focus
on the CET1 ratio as the only indicator of bank solvency. Actually, the
concerns, related to the CET1 ratio, have a more general relevance, since
they point to some pitfalls in the Basel regulatory approach. The CET1
ratio turns out to be penalizing for those banking systems more focused
on commercial banking, as opposed to investment banking. It suffers
from the possible manipulation of the risk weights used to compute the
RWA. This approach overlooks the possibility that some financial interme-
diaries accumulate a high leverage, despite the fact that they are able to
report a satisfactory CET1 ratio. In the future, a way to improve the stress
test methodology would be to complement the CET1 ratio with a simple
leverage index, which is less prone to manipulations and national biases.
The other main limitation of the comprehensive assessment derives from
its micro-prudential approach. The analysis performed by the ECB has
been focused on the risk profile of each bank in isolation, without consid-
ering any possible spillover among them. Looking ahead, the inclusion of
systemic risk into the analysis of the adverse scenario may lead to a consid-
erable improvement of the stress test methodology.
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CHAPTER 5

The Single Resolution Mechanism

INTRODUCTION

The second pillar of the European Banking Union is the SRM. Strictly
speaking, this term refers to the creation of a new European agency
delegated to the management of banking crises, the Single Resolution
Board (SRB), together with the establishment of a new fund, the Single
Resolution Fund (SRF), where some resources to be used for cri-
sis management are pooled among participating countries. The SRF is
administered by the SRB. The countries involved in the SRM are the same
participating in the SSM: those belonging to the euro area (and potentially
those EU countries asking to enter the SSM).

In a broader sense, the term SRM refers also to a new set of rules gov-
erning the management of banking crisis, which have been introduced
into the European legislation by the BRRD,! approved in April 2014 and
becoming effective as of 1 January 2015. The BRRD applies to all the
EU countries, following the usual procedure of implementation through
the national legislation of each country. This directive aims at introducing
new tools for crisis management, leading to a more uniform and possibly
efficient way of dealing with banking crises in the European countries.

While the BRRD is a coordinating device, across all the EU countries,
and it relies on national authorities to implement the new rules, the SRB
and SRF are new European institutions, operating at a supranational level

! Directive 2014 /59 /EU.
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within the euro area. Actually there is a large overlapping between them,
since the Regulation? establishing the SRM builds upon the BRRD: in
managing banking crises, the new SRB has to apply the rules introduced
by the directive (many articles of the SRM Regulation seem to be “cut and
pasted” from the BRRD).

The basic motivation behind the BRRD is the introduction of a sort of
“third way” between the two extreme solutions that have traditionally been
applied to banking crises: either a “bailout” or an insolvency procedure.
On the one hand, the first solution is costly for taxpayers and it creates the
wrong incentives for bankers (moral hazard effect). On the other hand,
the second one can have a much negative impact on the stability of other
intermediaries and of financial markets, with harmful consequences for the
real economy as well (remember Lehman Brothers). Hence the need to
introduce a special procedure to deal with the distress of a bank, enabling
it to overcome such a situation and at the same time limiting the bill for
taxpayers and the moral hazard effect. Of course, this third way is not
without cost. Its main drawback derives from the “bail-in” principle, put-
ting some relevant costs on the creditors of a stressed financial institution
(in addition to its shareholders): such principle might increase the cost of
funding and be a source of instability for the market of bank liabilities.

The other motivation behind the directive is to reach a cross-country
convergence toward some predefined rules to manage banking crises. This
is needed not only to level the playing field among European financial insti-
tutions, but also to endow the competent authorities with a set of tools to
address crisis situations, which typically require fast decisions. However, it is
well known that the same rules can be applied differently by different authori-
ties, by exploiting the margins of discretion left. These margins are presumably
quite relevant in the area of bank resolution, since the competent authority
has to choose among different tools to deal with the situation. That is why
the convergence in handling banking crises should be fostered by the intro-
duction of a single agency, the SRB, which is entitled to apply the new rules.
Under this regard, the SRM complements the SSM within the euro area.

A crucial target of the SRM is also the creation of a common safety net
for banks located in the euro area. This role should be played by the SRF,
overcoming the segmentation of financial risks at the national level, and in
particular the link between the credit risk of governments and that of their
domestic banks. Unfortunately, this goal has been achieved only to a limited

2Regulation No. 806,/2014 of the European Parliament and of the Council, 15 July 2014
(hereafter “SRM Regulation”).
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extent, due to the small size of the fund and to the absence of a common
fiscal backstop for it. Actually the ESM could play the role of a common
fiscal backstop, but its size and rules of operation limit its ability to do so.

The plan of the chapter is as follows. Section 5.1 introduces the
Directive (BRRD) that has changed substantially the crisis management
tools available to the European authorities, in particular by introducing
the “bail-in” principle. Section 5.2 is devoted to the SRM: its organiza-
tion, governance, and financial resources, including the role of the ESM
as a common fiscal backstop for the SRM. The chapter will also exam-
ine the interplay between the SRM and the state aid rules applied by the
EU Commission. The analysis made in this chapter suggests some lines of
reform of the SRM, which are summarized in the final section.

5.1 TaE BRRD: A NEw FRAMEWORK
FOR CRISIS MANAGEMENT

5.1.1 Whya New Regime for Managing Banking Crises?

The BRRD applies to all the banks located in the 28 countries of the
EU. The rationale behind this Directive is the need to find an alternative
to the ordinary insolvency procedures, which typically make the compe-
tent authorities to face a difficult dilemma: either let a bank under stress
go bankrupt or resort to a bailout. As we said in the Introduction, both
these alternatives have severe drawbacks.

The bankruptcy of a large financial institution may have contagion
effect on other intermediaries, both through the chain of interbank expo-
sures and through expectations. A bank of systemic relevance has many
contractual obligations with several counterparties, so its bankruptcy can
cause significant losses to them and originate a high number of legal dis-
putes. In the case of Lehman Brothers, litigations about pending contracts
and the appropriation of assets through the bankruptcy procedure have
lasted for several years. The network of payment systems adds another
source of possible contagion: in the systems dedicated to the settlement of
payments and of securities trades, a bank can accumulate huge obligations
versus other banks, and its failure to meet such obligations in due time can
have chain effects on the other participants in the system.? In addition to
these direct channels of contagion, expectations can introduce an indirect

3See Baglioni (20006) for an analysis of these risks and of the related institutional arrange-
ments to deal with them.
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channel, which can be even more relevant. It is well known that the stabil-
ity of banks relies on the trust that depositors have on their solvency and
liquidity. The theory of banking has developed the concept of multiple
equilibria: one where depositors believe in the ability of a bank to repay
its liabilities, and the other one where such trust vanishes and they rush
to withdraw their deposits. The latter situation (named “bank run”) can
be originated by self-fulfilling expectations: the behavior of depositors is
driven by their beliefs, which make the liquidity crisis happen. The collapse
of an important financial institution can trigger a run on other banks, due
to the possible losses they might suffer as a consequence.*

In order to avoid systemic consequences, the authorities can decide to
bail out a bank. A bailout procedure transfers the financial risks and losses
from the balance sheet of a stressed bank to that of the public sector,
by extending guarantees, buying troubled assets or injecting new money
into the bank’s capital. While enabling the stressed bank to survive, this
strategy implies costs for the taxpayers and it may generate the expectation
of further bailout interventions, which in turn may induce bank managers
to take high risks, on the basis of the principle: “I take the profits, you
take the losses.”

The “third way” introduced by the BRRD should enable the authorities
to make a troubled institution to continue operating as a going concern,
but as the same time to make its stakeholders (shareholders, creditors,
managers) bear the costs of the bank restructuring. So, the disruption of
contractual obligations is avoided, and the costs for taxpayers are mini-
mized, as well as the moral hazard effect.

5.1.2  Three Stages: Recovery, Early Intervention,
and Resolution

The BRRD makes a distinction between recovery and resolution. The
first term refers to the actions taken by an institution to restore a sound
financial position, following a deterioration of its financial situation,
without receiving public financial support and without any intervention
of the public authorities that override private contractual arrangements.
To the contrary, a resolution is a procedure aimed at preserving the

*The literature on contagion in banking is huge, and most of it builds on the seminal
model of bank runs introduced by Diamond and Dybvig (1983). See Allen and Gale (2009)
for an overview of the issue.
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continuity of a bank through the modifications of contractual arrange-
ments that can be imposed by the resolution authority, like the conver-
sion of debt into equity, the write-down of the value of some liabilities.
In addition, the resolution procedure may rely on the financial support
from the public sector. Table 5.1 provides a sketch of the three differ-
ent instruments introduced by the BRRD, which can be ordered by an
increasing role of the resolution authority: recovery, early intervention,
and resolution.

The BRRD asks member states to appoint a resolution authority, which
is a specific public body delegated to exercise the resolution powers and
to apply the resolution tools (described below). Such authority should in
principle be separated from the competent supervisory authority. When a
single institution, for instance the central bank, performs both tasks, there
should be an operational independence between the supervisory and the
resolution functions, albeit with a duty of cooperation and information
exchange.

Table 5.1 BRRD: available instruments

Recovery Early intervention Resolution

Recovery plans drawn up Resolution plans drawn
by banks up by resolution authority
Activated by bank Activated by supervisory Activated by resolution
management authority authority

Conditions: triggers are Conditions: Conditions:

met, related to e Deterioration of financial e Bank failing or likely to
e Capital condition fail

e Liquidity e Irregularities *No alternatives

e Profitability e Public interest

e Asset quality

® Market-based indicators
® Macro-indicators

Actions taken by bank Authority asks bank Resolution tools:
management: management to implement eSale of business

e Reorganization recovery actions ®Bridge institution
e Assct sales ® Asset separation
eIssue of new shares e Bail-in

e Debt renegotiation
Additional measures:
*Removal of managers
e Appointment of temporary
administrator
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5.1.3  Recovery

Banks are required by the BRRD (Art. 5) to prepare their recovery plans,
where they identify in advance the tools to address a deterioration of their
financial condition. Such tools must rely on private arrangements, like the
issue of new shares or the voluntary conversion of some debt liabilities into
equity. Recovery actions may also include the sale of assets and the reorga-
nization of some lines of business. The recovery plans should identify those
assets that are going to be used as collateral for applying to the financial
assistance of the central bank, if needed. The recovery plans must include
stressed scenarios, both at the macroeconomic level and with reference to
the specific environment of the institutions drawing them, following the
specific guidelines issued by the EBA.® They should rely on some indica-
tors, which identify key variables and thresholds able to trigger recovery
actions.® The EBA guidelines have detailed the list of triggers, which are
related to capital, liquidity, profitability, and asset quality of an institution;
they include market-based and macroeconomic indicators as well.” The
recovery plans, which can be prepared at group level, must be updated
annually and submitted to the competent authority for review. The super-
visory authority makes an assessment of the adequacy of the recovery plan,
and it can ask a bank to modify its plan or even to take corrective actions,
like reducing its risk profile or issuing new equity. It also provides the plan
to the resolution authority, which can make recommendations.®

5.1.4  Early Intervention

The management of a bank can decide to implement some of the actions
set up in the recovery plan, in particular when the threshold levels have
been met for some relevant indicators, or even before that if it considers
appropriate to take immediate action. If the management fails to do so,
it can be asked by the supervisory authority to implement the actions
designed in the recovery plan, through the so-called early intervention
procedure. The purpose of this procedure is to force an institution to
take some corrective actions, in case of a deteriorating financial condition,
including a stressed liquidity situation, an increasing level of leverage, a

5See EBA (2014).
6Art. 9 of the BRRD.
7See EBA (2015a).

8 Art. 6 of the BRRD.
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high level of nonperforming loans, or a large concentration of exposures.
The deterioration of the financial condition of a bank should be assessed
on the basis of a set of triggers, which may include the institution’s own
funds requirement plus 1.5 percentage points.® Those triggers have been
detailed by the EBA, and they are closely related to the outcomes of the
periodic supervisory review SREP (that we have addressed in Chap. 3).1°
The corrective actions to be taken should aim at restoring a sound financial
condition, so as to avoid the activation of a resolution procedure or of an
insolvency. To this aim, the competent authority can take several actions,
such as: require the bank management to carry out some of the actions set
out in the recovery plan, including the renegotiation and restructuring of
debt with some classes of creditors; require a change of the business strat-
egy or of the operational structure of the institution; or require informa-
tion in order to update the resolution plan (and provide such information
to the resolution authority).

In case of a significant deterioration in the financial situation of an
institution, or where there are serious infringements of law or administra-
tive irregularities, the competent authorities may require the removal of
some managers of the institution, to be replaced following the usual pro-
cedures and with the approval of the supervisory authority.!’ The com-
petent authority may even appoint a temporary administrator, either to
replace the top managers of the bank or to work with them. In such a
case, the authority will specify the role, duties, and powers of the tem-
porary administrator, which can be quite large and must be focused on
restoring the sound and prudent management of the financial institution
concerned (Art. 29).

5.1.5 Resolution

When the recovery actions and the early intervention of the supervisory
authority are not able to restore a sound financial condition of an institu-
tion, a resolution procedure has to be considered. The resolution objec-
tives are as follows: (1) to ensure the continuity of the critical functions
of the bank, (2) to avoid contagion to other banks and financial mar-
kets, (3) to minimize the resort to public funds, and (4) to protect small

9 Art. 27 of the BRRD.
10See EBA (2015b).
T Art. 28 of the BRRD.
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depositors.!? As we said, these objectives try to combine the necessity to
preserve (at least in part) the continuity of a stressed bank as a going con-
cern, in order to avoid contagion, with the aim of reducing the cost for
taxpayers to the minimum possible extent, which is generally quite large
in ordinary bailouts.

Unlike the recovery actions, the resolution procedure relies on a strong
role played by the resolution authority, which can impose relevant modifica-
tions of existing contracts. Accordingly, the resolution plans are drawn up by
the resolution authority itself, rather than by the institutions concerned.!?
They must provide a description of the resolution actions to be taken by the
authority under adverse scenarios, including the insolvency of an institution
due to either idiosyncratic reasons or system-wide shocks. The actions listed
in the resolution plan should be based on the resolution tools that I will
describe shortly. In drawing the plan, the resolution authority relies on the
cooperation and the information provided by the concerned institutions.

A resolution procedure can be activated only if a// of the following
three conditions are satisfied.'*

(a) A bank is fasling or likely to fail, as determined by the competent
authority. This definition includes those circumstances where the
assets of an institution are worth less than its liabilities or such an
institution is unable to repay its debt obligations or the require-
ments for authorization are no longer met (for instance because
heavy losses have depleted its own funds), and finally when the bank
has received extraordinary public financial support. The latter case
has presumably been included in order to deter early bailouts by
national governments, finalized at avoiding the resolution proce-
dure. There are, however, some exceptions: the most relevant is the
recapitalization of a bank as a follow-up to the comprehensive assess-
ment carried out by the ECB and the EBA.

(b)There is no reasonable prospect that any alternative private sector or
supervisory actions (including early intervention measures or the
write-down or conversion of capital instruments) would prevent the
failure of the concerned institution. This condition makes the reso-
lution be a “procedure of last resort.”

12Art. 31 of the BRRD.
13Art. 10-14 of the BRRD.
14 Art. 32 of the BRRD.
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(c) Public interest. A resolution procedure must be in the public inter-
est, meaning that it must be necessary to achieve at least one of the
resolution objectives listed above. In particular, by winding up the
concerned institution under normal insolvency proceedings, it
would not be possible to achieve those objectives to the same extent
as by applying some resolution actions.

Altogether these conditions are quite restrictive, and they limit the
use of resolution actions to those cases where there is no alternative way,
either by a private initiative or by a supervisory intervention, to preserve
a bank as a going concern and to achieve the other resolution objectives.
The rationale behind these restrictions is clear: minimize the use of resolu-
tions tools, which might imply the resort to public funds. This motivation
becomes even stronger in the perspective of the SRM, where the use of the
resolution procedure may imply some cross-border mutualization of the
related financial burden, albeit quite limited (as we shall see in Sect. 5.2.3).

When the above conditions are met, the resolution authority can initi-
ate a resolution procedure, where one or more of the following tools can
be employed.'®

(a) Sale of business. The authority can impose the transfer of some shares
issued by the bank under resolution, and of some assets or liabilities.
This can be done without the consent of the shareholders and of the
creditors of the bank. This tool should be typically used in order to
preserve the continuity of some lines of business of the troubled
bank, by transferring them to another viable bank, while other lines
of business are liquidated.

(b) Bridge institution. The purpose of preserving the continuity of some
lines of business can also be pursued by establishing a new institu-
tion, called “bridge institution,” to which some shares, assets, or
liabilities of the bank under resolution are transferred. In the bank-
ing jargon, the bridge bank is also called “good bank,” and actually
the total value of its liabilities should not exceed that of the assets
transferred to it. The new bank is created for the specific purpose of
resolving a bank under stress. It should be owned (at least in part)
by the public sector, and it must be controlled by the resolution
authority. It should be a temporary institution: the bridge bank (or

15Section 5 of the BRRD.
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some assets and liabilities) should be sold to some private entities as
soon as possible, normally within 2 years (with some possible
extensions).

(c) Asset separation. The resolution authority can establish a new institu-
tion that will operate under its control, and transfer to it some assets
or liabilities of the bank under resolution, with the purpose of maxi-
mizing the value of those assets and sell them or wind them down.
The asset management vehicle created for this purpose is what usu-
ally goes under the name of “bad bank.” The final goal of this tool is
not to preserve the continuity of the transferred business, but to
implement an orderly liquidation of it. This is the only resolution
tool that must be used together with another tool, and the reason is
that the bad bank can be seen as a complement to the sale of business
or to the creation of a bridge bank: in general, these are the two sides
of a resolution process, where the viable part of a stressed bank is
separated from the loss-generating lines of business.

(d)Bail-in. The resolution authority makes an assessment of the total
amount of funds needed to restore a positive net asset value of the
troubled bank and to make its CET1 ratio satisfy the regulatory
requirement. These funds can be necessary to make the bank under
resolution (or the bridge bank) viable, meaning that it satisfies the
requirements for authorization and it enjoys market confidence.
The aggregate amount of funds, so computed, determines the total
loss that must be allocated among the stakeholders of the troubled
bank, following the pecking order below.

e CETI instruments are the first to be written down.

e [f CET1 instruments are not sufficient to cover the total amount
needed, additional Tier 1 instruments are written down, followed
by Tier 2 instruments.

e Ifthe above regulatory capital instruments are not sufficient, then also
subordinated debt instruments are either written down or converted
into equity, following the rankings used in insolvency procedures.

e If the above instruments are not sufficient, then other liabilities are
hit, like senior bonds, corporate deposits, and deposits held by indi-
viduals and small-medium-sized enterprises (SMEs), in excess of the
amount covered by the deposit guarantee schemes (100,000 euro).

e Finally, the relevant deposit guarantee scheme can be called to
contribute, up to the amount that the covered deposits would
have been written down under a normal insolvency.
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As it can be seen from the above list, all bank liabilities can potentially
bear some losses under the bail-in procedure, including bonds and depos-
its (respecting the priority of claims, of course). This is the new relevant
part of the procedure, since it makes bank creditors bear some losses even
if the bank is preserved as a going concern and without their consent.
Before the BRRD, those stakeholders were called to bear losses only in
case of liquidation of a bank, or on a voluntary basis under a restructuring
negotiation. To the contrary, holders of equity capital were called to bear
losses under bailout public interventions, even before the BRRD.

There are actually a number of liabilities which are exempted from the
bail-in, including deposits up to the 100,000-euro threshold; interbank
loans with a maturity up to 7 days; liabilities to payment and settlement
systems with a maturity up to 7 days; accrued salaries (except for the vari-
able components) and pension benefits; commercial debt to providers of
services; tax and social security liabilities. Additional exemptions can be
decided by the resolution authority, for example preserving deposits of
individuals and SMEs from the bail-in, with the aim of avoiding contagion
and financial instability. The burden related to these discretionary exemp-
tions can be dealt with in two ways: either it is spread across the other
claimholders involved in the bail-in, or it is covered by the national resolu-
tion fund (see below). However, the latter option is subject to two condi-
tions: (1) the contribution of bank claimholders to the loss absorption and
to the recapitalization is at least equal to 8 % of the total liabilities of the
bank, including own funds; (2) the contribution of the resolution fund,
in order to restore a positive net asset value of the bank and its regulatory
CETI ratio, does not exceed 5 % of total bank liabilities.'¢

The relevance of the above condition, imposing a minimum loss absorp-
tion to bank claimholders, should not be underestimated. Such rule has
been incorporated into the framework of the state aid regulation (that we
will address in Sect. 5.2.5). It is worth stressing here that any public support
to a bank rescue, provided either by a resolution fund or by a government,
can be allowed only if the costs of the bank resolution have been allocated
to its shareholders and creditors, by applying the bail-in tool, for an amount
at least equal to 8 % of the bank total liabilities. This new rule applies as of
1 January 2016, but it involves also those liabilities issued before that date.
On one side, it contributes to minimize the cost of banks’ bailouts for tax-
payers, which is one of the objectives of the resolution procedure.

16Some exemptions to these limits are allowed under strict conditions. See Art. 44 of the
BRRD.
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On the other side, the bail-in rule raises some concerns. First, it may
introduce some instability into the funding conditions of banks: the hold-
ers of senior debt and deposits (above the 100,000 threshold), being aware
that they are no more protected in case of bank resolution, might react to
rumors about the health of a bank by withdrawing their money. As it is
well known, this type of behavior can be partly self-fulfilling, and it may
substantially contribute to amplify the impact of an initial negative shock.
Even in absence of an extreme event such a bank run, the bail-in rule
may be costly, since some classes of bank creditors may react to the lower
protection by asking a risk premium, to be added to the return they get
on their bank claims. Finally, it puts on the banks and on the supervisory
authorities the responsibility of providing to the bank clients, in particular
retail bondholders and depositors, the information enabling them to be
aware of the new regime, with regard to both new issues and financial con-
tracts already in place. While the holders of equity and junior debt should
already be aware that they hold risky assets, this is not necessarily true for
senior bondholders and depositors. In particular, retail customers may find
it difficult to have a clear assessment of the risks incurred: they might either
underestimate them or, to the contrary, overreact. For all these reasons,
the extension of the bail-in rule to retail bondholders and depositors seems
to be questionable, and it deserves a careful examination of its effects.

An important principle, which applies irrespective of the resolution tool
used, is the “no creditor worse off” (Art. 73). In practice, this means
that no stakeholder (actually either shareholder or creditor) can receive a
treatment implying larger losses than those he would bear under an ordi-
nary insolvency procedure. This rule is relevant in two cases: (1) for the
stakeholders hit by the bail-in and (2) for the holders of those bank claims
that are not transferred, given that other bank liabilities are transferred to
another institution or to a bridge bank.

5.1.6 National Resolution Funds

The BRRD requires all the EU countries to set up national resolution
funds (“financing arrangements” in the terminology of the Directive, Title
VII). These funds should be used by the resolution authorities for the fol-
lowing purposes:

e To guarantee the assets or the liabilities of the institution under reso-
lution, or those of the bridge bank or bad bank
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e To make loans to the institution under resolution, or to a bridge
bank or bad bank

e To purchase assets of the institution under resolution

¢ To make contributions to the bridge bank or bad bank

e To make a contribution to the loss absorption, when the bail-in
tool is applied and the resolution authority decides to exempt some
classes of creditors (with the above-mentioned limitations)

National funds should be funded through both ex ante and ex post
contributions from the supervised banks. Ex ante contributions are com-
puted on the basis of the total liabilities of each bank, excluding own
funds and deposits covered by the guarantee schemes. The latter exclu-
sion has been introduced in order to avoid a double contribution on cov-
ered deposits, since banks already pay some fees to the deposit guarantee
fund. So each bank contributes to the resolution fund in proportion to
its size, although with some adjustments related to its risk profile. To this
aim, several risk indicators must be considered: the risk exposure of the
bank (including its trading activities, off-balance sheet exposures, and
leverage); the stability of its funding sources and the amount of liquid
assets; and the complexity of the financial institution and its systemic rel-
evance.!” The directive sets a (minimum) target level for the aggregate
amount of ex ante contributions: 1 % of the covered deposits by the end
of 2024. Notice that covered deposits are subtracted from the basis used
to compute the contributions, but they are taken as a reference for the
target size of the resolution funds.

When ex ante contributions are not sufficient to cover the losses and
expenses of the fund, banks may be asked additional ex post contributions,
capped at three times the size of an annual ex ante contribution. If these
ex post contributions are not readily available, a resolution fund may bor-
row money from third parties, like financial institutions. As a last resort,
a national fund may request to borrow from other national funds, which
must receive an authorization from their governments before deciding to
make a loan.

17See Art. 103 of the BRRD. These indicators have been detailed by the EU Commission
in its Delegated Regulation of 21 October 2014.
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5.1.7 A New Requivement for Banks: MREL

In order to give credibility to the resolution process, the BRRD requires
that banks satisfy a minimum threshold level for the following ratio:

MREL = (own funds + eligible liabilities) / (own funds + total liabilities)

where MREL stands for “minimum requirement for own funds and
eligible liabilities,” and the “eligible” (i.e. not exempted) liabilities are
those which can be included in the bail-in process, in addition to the own
funds.!® The rationale behind this requirement is that the overall size of
the eligible liabilities is such that, by applying the bail-in tool, a bank can
restore its CET1 ratio at the regulatory level. The MREL for each bank is
set by the resolution authority, following the technical standards proposed
by the EBA and adopted by the EU Commission.!” Thus the BRRD adds
an additional requirement to the already rich set of regulatory thresholds
that banks must meet. It is true that this new requirement is consistent
with the international standards set by the Financial Stability Board, fol-
lowing the political input of the G20 (St. Petersburg summit). However,
the FSB standard applies only to the globally systemic important banks
(G-S1Is), while the MREL applies to all EU banks and it gives a relevant
discretionary scope to the regulatory authorities.?

5.2 THE SINGLE RESOLUTION MECHANISM

5.2.1 The SRM Avchitecture: Single Resolution Boavd
and National Resolution Authovities

As discussed in the Introduction, the SRM Regulation builds upon the
BRRD, and it goes much further as far as those banks located in the euro
area are concerned. The Single Resolution Mechanism has been intro-
duced to achieve a further supervisory convergence and integration
among the euro area countries, by transferring the resolution powers to
a single agency, the SRB, and by creating a SRF, which allows a cross-

¥Tn particular, the eligible liabilities relevant for inclusion in the numerator of MREL are
those with a residual maturity of at least 1 year.

1See EBA (2015¢).

20See Bundesbank (2014), page 41.



THE SINGLE RESOLUTION MECHANISM 95

country pooling of some resources to be used in resolving banks located
in the euro area.

The SRM applies to all the banks going under the SSM: those located
in the euro area countries and in those EU countries willing to enter the
SSM. The organization of the SRM mirrors that of the SSM, as far as
the division of responsibilities between the supranational authority and
the national authorities is concerned. In the case of the SSM, there is a
division of tasks between the ECB and the national competent authorities
(NCAs), that we have illustrated in Chap. 3. In the case of the SRM, there
is a similar division of responsibilities between the SRB and the national
resolution authorities (NRAs).?!

The SRB is responsible for drawing up the resolution plans and taking
the resolution decisions (applying the tools introduced by the BRRD)
related to the significant banks and to the other banks that the ECB has
decided to take under its own direct supervision, as well as to other cross-
border groups. The NRAs retain the same powers related to all the other
banks, provided no use of the SRF is needed; if instead the resolution pro-
cess requires the use of the SRF, then the resolution scheme is adopted by
the SRB. The early intervention powers are instead retained by the ECB,
as far as significant banks are concerned, and by the NCAs (within the
SSM) for less significant banks.?? Finally, the SRB is responsible for setting
the level of the MREL for significant banks, and the NRAs have the same
responsibility for the less significant banks.

The cross-country convergence of the resolution practices should be
reached through the application of a uniform set of rules, introduced by
the BRRD and included in the SRM Regulation, which are binding for
both the SRB and the NRAs. In addition, the NRAs have to inform the
SRB of their actions and coordinate with it, and they have to submit the
resolution plans to the SRB. The latter can issue a warning to an NRA if it
considers that its actions do not comply with the SRM Regulation or with
its own instructions. Finally, the SRB can decide to directly exercise the
resolution powers with regard to any bank in the euro area, thus replacing
the relevant NRA.

21See Art. 7 of the SRM Regulation.

22Art. 13 of the SRM Regulation. Actually, the European legal framework lacks a clear
definition of “carly intervention measures,” providing a distinction between them and the
resolution powers, and the ordinary supervisory actions as well. See Brescia Morra (2014) for
a discussion of this issue.
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The implementation of all resolution decisions, both those taken by
the NRAs and those taken by the SRB, is left to the NRAs, exercising the
powers conferred to them by the BRRD (transposed into national legisla-
tions) and by the national law. However, if a NRA fails to comply with a
decision of the SRB, the latter may directly order the institution under
resolution to take those actions that are needed to implement the resolu-
tion procedure, like the transfer of assets or the conversion of debt instru-
ments. In case of conflict with a previous decision adopted by an NRA, the
decision of the SRB prevails.

5.2.2  The SRM Governance and Decision-Making

The governance and the decision-making rules of the SRM are rather
complex. The body responsible for taking resolution decisions is the
SRB, which can meet at two different levels: either the “executive ses-
sion” or the “plenary session.”?® The executive session is composed of
the chair and other four full-time members, who in principle should act
independently and in the interest of the whole EU; they are appointed by
the EU Council for a 5-year term. In addition, the representatives of the
member states where a bank operates participate in the meetings where
the case of a specific bank is addressed. Finally, the representatives of the
EU Commission and of the ECB participate as observers. The plenary ses-
sion includes, in addition to the chair and the other four permanent mem-
bers, the representatives of all the national resolution authorities. While
normally the resolution decisions should be taken by the executive ses-
sion, the plenary session may be requested by any member if a resolution
action implies a use of the SRF larger than 5 billion euros. Notice that,
once a draft resolution scheme has been submitted by the executive ses-
sion, any member has only 3 h to request that such decision be examined
by the plenary session; after this deadline the draft decision is deemed to
be adopted. It is important that the plenary session normally decides by
simple majority of its members (where each of them has one vote), and
this method is available also to the executive session, in case it is unable to
reach a consensus.

The three conditions that must be met for the SRB to be entitled to
initiate a resolution procedure are those listed by the BRRD that we have
reported in Sect. 5.1.5. Under this regard, the ECB has an important

2See Art. 49-55 of the SRM Regulation.
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role, since it is the authority entitled to make the assessment of whether
an institution should be considered “failing or likely to fail.” Actually the
SRB can make this assessment as well, but in such a case it has to inform
the ECB of its intention to undertake the assessment, and it can proceed
only if the ECB does not itself carry out the assessment within 3 days.?*
The other two conditions are assessed by the SRB. However, the absence
of other private sector alternatives must be assessed in close cooperation
with the ECB, and the application of the public interest criterion is actu-
ally shared by the SRB with the EU Commission and the Council, since
the following procedure applies.?®

Upon the adoption of a resolution scheme, the SRB must transmit it
to the Commission, which has 24 h either to endorse the plan or to raise
an objection. The latter case actually includes two sub-cases. First, the
Commission can directly raise an objection relative to the discretionary
aspects of the resolution scheme. Second, the Commission can propose
the Council to request a modification or to object the scheme on the
grounds that: (1) the Commission itself suggests a material change of the
amount of the SRF to be used under the scheme, or (2) the scheme does
not fulfill the public interest criterion. In the latter case, if the Council
agrees with the objection raised by the Commission, the bank under stress
will go under the ordinary insolvency procedure. In the other cases, a
request for a modification of the resolution scheme, made either by the
Commission or by the Council, must be addressed by the SRB within 8 h.

The described governance structure of the SRM is by evidence too
complex. It involves several bodies: the SRB (with executive and possibly
plenary sessions), the ECB, the EU Commission, and the EU Council.
They should in principle take complex decisions and interact with each
other under very strict time deadlines. It is true that this framework is
partly due to some legal constraints. The EU legal framework does
not allow a new agency (not even mentioned in the EU Treaty) to be
endowed with discretionary powers.?¢ Therefore the SRB has to share
its own responsibilities with other EU authorities, like the ECB and the

2*Incidentally, the ECB is given a relevant role, as supervisory authority, also in the early
intervention on a troubled bank. In order to coordinate the early intervention and resolution
procedures, the ECB and the NCAs must inform the SRB of their actions (see Art. 13 of the
SRM Regulation).

%5 See Art. 18 of the SRM Regulation.

26See Zavvos and Kaltsouni (2015) for a discussion of the legal issues related to the cre-
ation of the SRM.
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Commission, since resolution actions typically involve quite discretion-
ary decisions. However, it also true that the involvement of the Council
responds more to the governments’ need of maintaining a political con-
trol over resolution actions, which might imply some cross-country use of
financial resources through the SRF.

For such reasons, the governance of the SRM needs to be amended,
possibly implying a change of the EU Treaty, with two main objectives.
First, the decision process should be streamlined and made more efficient,
by concentrating the resolution responsibilities upon the SRB, albeit in
coordination with the ECB as supervisory authority. Second, limit the
political interference with decisions which are technical in nature, like the
prompt intervention to address a specific bank distress. The political con-
trol should be limited to the rules governing the resolution process and
to the overall amount of resources to be pooled across the participating
countries. In addition, the SRB should remain accountable for its actions
to the political authority. Looking forward, the SRB should evolve toward
an authority more similar to the Federal Deposit Insurance Corporation
(FDIC) in the USA: this independent agency has been endowed by the
Congress with autonomous powers of early intervention and resolution of
distressed banks (by the Dodd-Frank Act), in addition to its deposit insur-
ance and supervisory responsibilities.

5.2.3  The Single Resolution Fund

The second building block of the SRM, besides the SRB, is the SRE.?”
The SRM Regulation establishes the SRF, which is owned and admin-
istered by the SRB. The SRF should be used for the application of the
resolution tools, in accordance with the provisions and the objectives
introduced by the BRRD. Under this regard, the SRM Regulation makes
the national resolution funds introduced by the BRRD obsolete, since they
have been substituted by the SRF. However, the rules governing the target
size, the contributions, and the purposes of the SRF replicate those intro-
duced by the BRRD with reference to the national funds (see Sect. 5.1.6).
The target size has been maintained at 1 % of covered deposits, which is
equivalent to about 55 billion euros at the curo area level. The deadline
for achieving that target has been anticipated from the end of 2024 to the
1 January of that year.

?7See the SRM Regulation, Chap. 2.
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Fig. 5.1 SREF: gradual mutualization

The actual transfer of money from the member states to the SRF is
regulated by the Intergovernmental Agreement (IGA) signed by all the
EU countries (with the exceptions of the UK and Sweden) in May 2014, as
a follow-up to the SRM Regulation. The IGA requires each member state
to transfer to the SRF an amount equal to 12.5 % of the target level each
year, starting from 2016, so as to reach that level in 8 years. The amounts
transferred derive from the contributions raised at the national level from
the banking institutions. They include both ex ante and possibly ex post
contributions, following the principles set by the BRRD. In particular, ex
ante contributions include two components: a flat one and a risk-adjusted
one. The annual contribution of each bank is computed by the SRB, in
close cooperation with the supervisory and resolution authorities and
notified by the latter to their domestic banks.?

The amounts transferred from the member states are allocated to the
national compartments of the SRF, which are gradually merged during the
8-year transition period (2016-2023), by means of the following mecha-
nism, which I will try to explain with the help of Fig. 5.1. Imagine that the
SRB decides to employ a specific amount, taken from the SRF’s resources

28See Art. 70-71 of the SRM Regulation and the Council Implementing Regulation of 19
December 2014.
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to support the resolution of a bank. Such amount will be covered by fol-
lowing four steps.

1. The national compartment of the country where the bank is estab-
lished (the “concerned” compartment) will be first used. The per-
centage of the concerned compartment to be used at this stage will
decrease through time as shown in the figure (gray column).

2. If the money raised through step 1 does not cover the full amount
needed, then all the national compartments will be used, in a per-
centage that will increase through time (black column). As it can be
seen from the figure, by 2024 this mutualization of national com-
partments will be complete: step 1 will no longer apply, and all
national compartments will be used in the first place.

3. Ifthe money raised through steps 1 and 2 is not sufficient, the remain-
ing resources of the concerned national compartment will be used.

4. If steps 1 through 3 are not sufficient, the national authorities will
raise additional ex post contributions from their domestic banks and
transfer them to the SREF. If ex post contributions are not immediately
available, the SRB may contract borrowings or other forms of finan-
cial support for the SRF.

The above features of the SRF raise some concerns, related to its size
and to the lack of a common fiscal backstop at the EU level. The size of
the SRF is clearly very limited, even when it will eventually reach the target
level. The limited size of the fund is somewhat balanced by its ability to
raise ex post contributions. However, such contributions should actually
be raised by the national authorities from all the supervised banks in each
participating country and then transferred to the SRF, and this process
could take some time. As a last resort, the SRF could receive loans or
other kinds of support from other sources, including financial institutions
and national governments, provided the borrowed funds are eventually
recovered through contributions from the supervised banks.?? It is worth
noting that the SRM Regulation explicitly states that “under no circum-
stances shall the Union budget or the national budgets be held liable for
expenses or losses of the Fund” (Art. 67(2)).

In case of financial distress of a large financial institution, or in the
case of a systemic crisis affecting several intermediaries within a country,

2 See Art. 73-74 of the SRM Regulation.
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the SRF might fall short of resources. Under those circumstances, the
ultimate responsibility for providing the resources, needed to resolve the
banks under stress, will presumably still be attributed to the government
of the country where such banks are located, provided its intervention
is compatible with the state aid rules (see Sect. 5.2.5). If this is the case,
the purpose of breaking the link between governments and the financial
risk of their domestic banking sectors, which has been officially placed at
the center of the European banking union project, seems to be seriously
jeopardized. Notice that even the small amount of resources, coming from
the bank contributions, are being gradually mutualized over a rather long
period (8 years), albeit with a nonlinear schedule (in the first 2 years of the
transition period the mutualization of contributions is faster than in the
remaining years).

Therefore, the credibility of the SRF, as a stabilization mechanism,
needs to be enhanced in two ways. First, by increasing its size. Second,
and even more importantly, by allowing the fund to rely on a common
fiscal backstop at the EU level. At present, the only kind of common fiscal
backstop is the Direct Refinancing Instrument (DRI) of the ESM, which
can be used to support the recapitalization of eurozone banks. However,
this instrument has a very limited potential, for several reasons, including
the eligibility criteria to be met to have access to the DRI, the governance
of the ESM, the conditionality attached to a financial assistance program,
and the size of the funds dedicated to this instrument. Let me expand on
this issue in the next sub-section.

5.2.4  The Euvopean Stability Mechanism as a Fiscal Backstop

The ESM has been established by the governments of the euro area
through the treaty signed in February 2012. It has a paid-in capital of
80 billion euros, coming from the contributions of participating member
states (in proportion to their contribution keys in the capital of the ECB).
The total capital subscribed by member states amounts to 700 billion,
which includes, in addition to the paid-in shares, the callable shares: mem-
ber governments can be asked to restore the initial level of paid-in capital
through capital calls in order to cover losses, if any. Therefore, the ESM
can issue bonds which are de facto backed by the guarantee of the member
governments. Its total financial capacity is currently 500 billion euros. The
general purpose of the ESM is the provision of financial assistance to the
member states, in case they lose market access at reasonable conditions,
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under strict conditionality: a Memorandum of Understanding (MoU)
must be agreed between the requesting government on one side and the
EU Commission, the ECB, and possibly the IMFE, on the other side. The
MoU typically requires the government to commit to a macroeconomic
adjustment program aimed at restoring the viability of public finances and
the access to financial markets.

The ESM can provide financial assistance to a member state with the
aim, among other things, to support the banking sector of that coun-
try through a recapitalization and restructuring plan. However, the initial
institutional set-up of the ESM implied that this kind of financial assis-
tance was channeled through the balance sheet of the national govern-
ments. This happened with the assistance program for the Spanish banks
ot 2012: the ESM provided loans to the Spanish government, which used
this money to support the restructuring of domestic banks. Of course, this
way of handling the financial assistance to distressed banks did not solve
the problem of breaking the link between national governments and their
domestic banks.

For such reason, in 2013 the European governments decided to intro-
duce the DRI into the range of intervention instruments available to the
ESM.3° By using the DRI, the ESM can directly support the resolution of
a bank located in the euro area, through the acquisition of common equity
shares issued by such bank. However, this can happen only if the following
eligibility criterin are satisfied.

(1) The institution under stress has a systemic relevance for the euro
area as a whole or the requesting country. The use of the DRI is
then indispensable to safeguard the financial stability of the euro
area or of its member states.

(ii) The institution under stress is unable to restore its regulatory capital
ratios, by attracting sufficient capital from private sources or other
means. In addition, the requesting member state is unable to pro-
vide financial assistance to that institution, without very adverse
effects on its own fiscal sustainability.

The first condition implies that, in principle, only systemic institutions
could be supported by the DRI. This raises the question of whether the

DRI can be used also for assisting small and medium-size banks, which can

30See Eurogroup (2013).
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originate relevant financial troubles to some countries (as it happened in
the case of the Spanish banks). The second condition makes the DRI an
instrument of last resort that can be used only after all other means have
been exploited: the private resources, following the bail-in rules of the
BRRD, as well as the national public resources of the member country.?!
This condition weakens substantially the ability of the DRI to break the
link between the public finances and the banking sector at the national
level. This drawback is even more severe by considering the burden-
sharing scheme that must be followed in the use of the DRI, which is
made up of two parts.

(1) If the beneficiary institution has insufficient equity to reach the min-
imum CET1 ratio of 4.5 %, the requesting ESM member will be
required to make a capital injection to reach this level before the
ESM enters into the capital of the institution.

(ii)If the institution already meets such capital ratio, the requesting
ESM member will be required to make a capital contribution along-
side the ESM, equivalent to 20 % of the total public contribution in
the first 2 years of the financial assistance program, declining to 10 %
afterwards.

This burden-sharing scheme is at odds with the second eligibility condi-
tion stated above, limiting the use of the DRI to the case where the finan-
cial support to some domestic banks by the national government would
make the fiscal sustainability of the country at risk. This implies that the
DRI is likely to be used in support of a country where the public sector’s
balance sheet is under stress. At the same time, the DRI is conditional on
a substantial contribution by the government of that country. This is an
evident contradiction.

Another source of concern is the governance of the ESM. A deci-
sion to provide financial assistance by using the DRI must be taken, by
mutual agreement, by the ESM Board of Governors, which is composed
of the finance ministers of the member countries.® This feature of the

31In particular, a precondition for the use of the DRI is a contribution to loss absorption,
by the holders of capital instruments and eligible liabilities, equal to an amount not less than
8 % of total liabilities. Another condition is a contribution by the resolution fund (SRF),
equal to 5 % of total liabilities. See ESM (2014), Art. 8.

32 8ee Eurogroup (2013) and Art. 5 of the Treaty establishing the ESM.
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ESM governance is likely to make the decision-making process subject to
a political bargaining among the governments of the member countries,
where each member has a veto power over any decision. The role of poli-
tics becomes even stronger considering that the use of the DRI is linked
to a conditionality (like any other financial assistance program), where the
MoU does not only include institution-specific conditions, related to the
financial restructuring of the bank under resolution and to its governance,
but also other conditions, related more generally to the economic policies
of the concerned member state.3® The same considerations made above,
with regard to the governance of the SRB, applies here, in particular the
need to limit the political interference with technical decisions, that must
be taken under strict deadlines, albeit under the guidelines and limits set
by the governments, and with the appropriate accountability rules.

Finally, the overall size of the DRI is limited to 60 billion: this is the
total amount of funds available for the purpose of supporting bank resolu-
tions, although the ESM Board of Governors might review this limit. The
60-billion figure might seem a large one. However, it can be exhausted
very rapidly. Consider that the size of the financial assistance plan, designed
in 2012 to support the Spanish banking sector, was initially set at 100 bil-
lion, although the actual loan eventually made to the Spanish government
was 41.3 billion. Consider also that the second financial assistance pro-
gram for Greece (2012) included a 48.2 billion facility dedicated to the
recapitalization of Greek banks (of which 37.2 billion have been used, as
of July 2015). These two examples make clear that the present size of the
DRI enables it to cover just one or two assistance programs.

With all these limitations, the ESM is presently the only source of finan-
cial support to the resolution of banks in the euro area, relying on a pool
of contributions from the member states. It is a last resort tool, since it
can be used after all the other available means have been exploited: pri-
vate resources, the SRF, and the national public budget of the concerned
country. Therefore it can be seen as a common fiscal backstop to the
SRF. However, this role should be made stronger, along the following lines.

First, the concerns raised above should be addressed. The eligibil-
ity criteria should be made less restrictive, in particular by dropping the
condition that the DRI can be used only in the extreme case where an

38See Eurogroup (2013) and Art. 12 of the ESM Treaty. See Art. 4 of ESM (2014) for
details about the procedure to be followed by the ESM to grant financial support through
the DRI.



THE SINGLE RESOLUTION MECHANISM 105

intervention by the national government would threaten the fiscal sustain-
ability of the country. The ESM governance should be reviewed, with the
aim of reducing the degree of political interference with the decisions to
resort to the DRI and with the ways in which it is employed in specific
programs. The amount of resources that can be employed through this
facility should be enlarged.

Second, the SRF should be enabled to borrow money from the ESM. By
adding this financial tool to the DRI, the ESM could really become the
common fiscal backstop to the SRM. This line of reform, which has already
emerged in the policy debate on this issue, has been recently endorsed by
the second “Five Presidents” Report,” suggesting that a credit line from
the ESM to the SRF should be opened.®*

5.2.5 The SRM and the State Aid Rules

The resolution of a bank under the SRM may imply the use of the SRF and
national public funds to provide some of the resources needed to restruc-
ture the stressed bank. Therefore, the application of the resolution tools by
the SRB necessarily interacts with the state aid rules embodied in the EU
legislation. In a nutshell, the purpose of such rules is to avoid distortions
to competition within the internal market in the EU, which can potentially
be implied by a public support to some banks. During the financial crisis,
the EU Commission, which is responsible for competition policy matters
relevant at the EU level, has authorized many government interventions
in support of their domestic banking sectors (see Chap. 2). These public
measures have been authorized to preserve financial stability, despite their
potential distorting effects on competition between banks and across coun-
tries within the Single Market. The Commission has provided a framework
to minimize such distortions, by issuing several Communications. Among
them, the most relevant is the Communication issued on 30 July 2013.

In such Communication, the Commission has laid down a set of rules,
effective since 1 August 2013, that limit the ability of governments to pro-
vide public support in the form of bank recapitalization and impaired assets
measures, like asset purchases and guarantees. Such public interventions
should typically follow an assessment by the supervisory authority, from

3*This Report has been signed by a Committee including the Presidents of the EU
Commission (coordinator), EU Council, Eurogroup, ECB, and EU Parliament. See
European Commission (2015).


http://dx.doi.org/10.1057/978-1-137-56314-9_2

106 A.BAGLIONI

which a capital shortfall emerges. In the context of the SSM, such an
assessment is carried out by the ECB or by the relevant NCA, depending
on the significance of the credit institution. The basic principle introduced
by the Communication is that the state aid can be authorized only if the
relevant member state is able to demonstrate that all the measures to limit
such aid to the minimum possible level have been exploited. Those mea-
sures can be of two types: capital-raising and burden-sharing.
Capital-raising measures include:

® The issue of new shares

¢ The voluntary conversion of subordinated debt into equity

e Capital-generating sales of assets and securitization of portfolios
e Earnings retention

Burden-sharing measures include:

e Loss-absorption by equity-holders

e Contributions by hybrid capital holders (write-down or conversion
into common equity)

e Contribution by subordinated debt holders (write-down or conver-
sion into common equity)

In order to get the authorization to grant public support, a member
state must submit a capital-raising plan and a restructuring plan to the
Commission, where it shows that the two above set of instruments have
been fully exploited to cover the capital shortfall. Only under this condi-
tion the residual shortfall can be covered by resorting to the state aid.

It is worth stressing that any aid provided by a resolution fund, includ-
ing the SRF, is subject to the assessment just described.3® This introduces
a further element into the decision-making process governing the SRM,
which is already quite complex (as we noted in Sect. 5.2.2). When a reso-
lution action involves the granting of public support or the use of the SREF,
the SRB cannot adopt and implement the resolution scheme until the
Commission has adopted a positive decision concerning the compatibility
of the scheme with the internal market. To this aim, the SRB shall notify

3 This requirement has been introduced by the Commission’s Communication and con-
firmed by the SRM Regulation (Art. 19). The Commission must be notified of the intention
to grant state aid also when an ESM member applies for the use of the DRI for bank recapi-
talization; see ESM (2014), Art. 4.



THE SINGLE RESOLUTION MECHANISM 107

the Commission of the proposed use of the SRF, and this notification shall
trigger a preliminary investigation by the Commission, assessing whether
the use of the SRF would distort competition by favoring the beneficiary.
If the Commission has serious doubts as to the compatibility of the pro-
posed use of the SRF with the internal market, it shall open an in-depth
investigation. At the end of the period of investigation, the Commission
shall make its final assessment. A positive decision may include some con-
ditions and commitments to be taken by the beneficiary, as well as obli-
gations on the SRB or the national resolution authorities. Following a
negative decision, the SRB has to propose a revised resolution scheme.

The bottom line is that the EU Commission has a twofold role in the
process leading to the adoption of a resolution action. First, it can raise
objections related to the discretionary aspects of the resolution scheme
and it can call for the intervention of the EU Council (as we have seen
in Sect. 5.2.2). Second, it retains the power of stopping or conditioning
the resolution procedure on the grounds that it distorts competition. It is
hard to believe that these powers are compatible with a fast and efficient
decision-making process, where the Commission should give its feed-
back within 24 h after receiving the proposed resolution scheme from
the SRB.3¢ Notice that the use of the SRF as part of a resolution process
is decided by a supranational authority, namely the SRB, and not by a
member state. On this ground, the SRF use should not qualify as state
aid.?” A review of this issue should hopefully be part of a reform of the
governance of the SRM in order to improve its efficiency.

The burden-sharing regime has been reinforced by the bail-in tool
introduced by the BRRD. Actually the bail-in rules are significantly more
severe than the burden-sharing measures, since they extend the range of
liabilities that can be hit by the resolution procedure to senior bonds,
corporate deposits, and even individual deposits (above the 100,000-euro
threshold). The minimum 8 % portion of loss absorption, to be allocated
to the bank claimholders by virtue of the BRRD, must be applied by the
EU Commission when assessing the compatibility of any public support
to a bank rescue with the EU state aid rules. Therefore, such support can
be allowed only after a loss equivalent to 8 % (at least) of the bank’s total
liabilities has been allocated to its shareholders and creditors, as prescribed
by the BRRD.38

3 Art. 18 of the SRM Regulation.
3 See Zavvos and Kaltsouni (2015).
3 See Recital 57 and Art. 37 of the BRRD.
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The bail-in regime is more restrictive than the burden-sharing not only
because it may hit a wider range of bank liabilities, but also because it can be
applied even in absence of a public support. As we have seen in Sect . 5.1,
the bail-in tool is an instrument that can be used by the resolution authority
within a resolution procedure, which does not necessarily rely on the sup-
port provided by a resolution fund or by a government.

CONCLUDING REMARKS

The SRM, together with the BRRD, is a major step toward the completion
of the European Banking Union. The BRRD has introduced new tools
to address banking crises, providing an alternative to the two traditional
extremes: either an insolvency or a bailout. The SRM has transferred the
power to apply such tools to a new supranational agency, endowed with
own resources contributed by the banking sectors of the participating
countries. The SRM is an essential pillar of the banking union, and it
complements the other existing pillar: the SSM.

However, the current version of the SRM is not fully satisfactory, and it
needs to be amended or integrated along the following lines.

e Retail bank customers should be exempted from the application of
the bail-in rule, since they might be unable to have a correct evalua-
tion of the risks implied by the bail-in. This rule may generate insta-
bility and higher costs in the funding conditions of banks.

e The governance of the SRM should be improved. To make the
decision-making process more efficient, the resolution powers should
be concentrated upon the SRB, albeit in coordination with the ECB
as supervisory authority. The current decision-making rules, involv-
ing the EU Commission and the Council, are too complex and leave
room to an excessive political interference with technical decisions.
The SRB should evolve toward the model of an independent agency,
as like as the FDIC is in the USA.

e The size of the SRF should be increased, to enhance its credibility as
a stabilization tool. Even more importantly, the SRF should rely on a
common fiscal backstop at the EU level. To this aim, the SRF should
be enabled to borrow money from the ESM.

e The ability of the ESM to directly support the recapitalization of
distressed banks should be strengthened. The eligibility criteria
for accessing to the DRI should be made less restrictive. The ESM
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governance should be reviewed, with the aim of reducing the degree
of political interference in specific bank resolution programs. The size
of the resources allocated to the DRI should be possibly enlarged.
The application of the state aid rules and procedures to the financial
assistance provided by the SRF and the ESM should be reviewed, in order
to streamline the decision-making process. Under this regard, their status
of supranational agencies should be acknowledged.
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CHAPTER 6

The Missing Pillar: A European Deposit
Insurance

INTRODUCTION

In the previous chapters, we have seen that the euro area countries have
made substantial progresses toward the realization of the European bank-
ing union, although several issues remain to be addressed. The first two
pillars of the banking union, namely the SSM and the SRM are in place.
The SSM is fully operational, and the SRM is being implemented through
the establishment of the SRB and the gradual devolution of national
resources to the SRF.

To the contrary, the third pillar of the banking union, namely the
EDGS, is still missing. The only achievement that has been recently made
in this area is a further harmonization of the national rules and institu-
tions responsible for the protection of depositors. The Directive approved
in 2014 has considerably enhanced the regulatory convergence in this
area, by introducing uniform principles to be applied across the EU mem-
ber countries. Among them, the most important is the requirement that
banks have to contribute ex ante to the funding of the deposit insurance
(i.e. before actual repayments to depositors of distressed banks are made)
by paying risk-related insurance premiums to the body administering the
deposit insurance scheme.

However, the Directive is only a coordinating device among the national
deposit protection schemes. The introduction of a single deposit insurance
scheme in the euro area has been prevented by the political resistance to
pool the necessary resources across the member countries. This delay is
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quite disappointing, since the pooling of resources would enable the euro-
zone countries to be endowed with a more resilient, credible and fiscally
neutral system of deposit protection.

The following section is devoted to illustrate and discuss the novelties
introduced in the field of banking regulation by the Directive on DGSs
approved in 2014. In Sect. 6.2, I will discuss the desirable evolution toward
an EDGS, arguing that the best way to achieve this goal is by expanding
the scope of the SRM, thus creating an integrated fund to be used for both
tasks: resolution of distressed banks and repayment of depositors. The
final section summarizes the main points made in this chapter.

6.1 THE DIRECTIVE OF 2014

The regulation of deposit insurance at the EU level goes back to 1994,
when the first Directive on this matter required each member state to intro-
duce a DGS.! The aim of this Directive was to achieve a minimum level of
harmonization in the area of deposit insurance. In particular, a minimum
coverage level (deposit balance covered by the insurance) of 20,000 ECU
was introduced, together with a maximum payout period (time taken for
repaying depositors) of 3 months. The financial crisis that started in 2007
induced several member states to increase the coverage level, to support the
confidence of bank depositors. For example, Ireland adopted a full deposit
guarantee in September 2008.% This regulatory competition among mem-
ber states induced the European policymakers to amend the 1994 Directive.
The Directive approved in 2009 provided for increasing the minimum cov-
erage level to 50,000 euros (effective in June 2009), and for a uniform
coverage level of 100,000 curos to be effective by the end of 2010.3 At the
same time, the payout period was reduced to 20 working days.

The Directive approved in April 2014 (hereafter the “Directive”)
aims at achieving a higher level of harmonization under several respects,
namely, the funding tools of DGSs, the scope of their actions, the payout
period, and the information provided to banks’ clients.* The general pur-
pose of the Directive is to level the playing field for banks operating in
the EU (whether belonging to the euro area or not) and by doing so to

!'See Directive 94,/19 /EC.

2See Deutsche Bank (2014) for information about the coverage levels and other institu-
tional features of deposit protection schemes in Europe.

3See Directive 2009 /14 /EC.

*See Directive 2014 /49 /EU.
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complete the internal market. The underlying principle is that the freedom
of establishment and to provide financial services across the European
countries should be enhanced by the presence of DGSs with uniform fea-
tures, such as their financial strength, the level of depositor protection,
and the transparency of the institutions managing the deposit insurance.
The confidence of depositors should be evenly strengthened in the EU,
thus reducing cross-country competitive distortions.

6.1.1  Supervision

The Directive (Art. 4) requires each bank in the EU to be a member of
an officially recognized DGS in its home member state. The DGS can
be administered either by a private institution or by a public body. The
supervision over DGSs remains at the national level: each member state
has to identify a “designated authority,” which is responsible either for the
supervision of the private DGS or for the direct administration of the pub-
lic DGS. Even when mentioning the authority responsible for the general
banking supervision (the “competent authority”), the Directive refers to
the national competent authority. So the area of deposit insurance is com-
pletely left outside the scope of the SSM. This limitation might introduce
national biases in the oversight of DGSs. However, it has been corrected
to some extent, by giving the European Banking Authority the duty of
issuing guidelines on several matters, among which the most relevant are
the criteria to compute the contributions of individual banks to their DGS
(see Sect. 6.1.3 below). Such guidelines should hopefully ensure a uni-
form application of the principles set by the Directive.

6.1.2  Coverage

The Directive (Art. 5-6) confirms that the coverage level is 100,000 euros
per depositor. So a depositor, holding an amount larger than 100,000
euros, cannot artificially increase the insurance coverage by splitting such
amount into several accounts with the same bank. Some categories of bank
liabilities are excluded from any repayment made by the DGS, among
which:

e Deposits made by other banks and financial intermediaries, namely
investment firms, mutual funds, pension funds, and insurance
companies
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¢ Deposits made by public entities
e Debt securities
e Own funds

The rationale behind the limits set to the coverage of the deposit insur-
ance relies in the moral hazard issue, in addition to obvious considerations
related to the burden of providing a full coverage and to the limited finan-
cial capacity of the DGSs. Let me briefly address this issue, by recalling the
basic reasons behind the deposit insurance and its drawbacks.

The main purpose of the deposit insurance is to protect small depos-
itors, possibly uniformed about the true financial strength of the bank
where they deposit their savings. This protection is needed not only for
equitable reasons, but also to preserve the stability of the banking system.
The banking theory has explored this issue, showing that banks are sub-
ject to multiple equilibria driven by expectations: a bank run may occur
because each depositor believes that other depositors will go and withdraw
their money from a bank, and this expectation can trigger a coordination
failure among depositors, where all of them run on the bank. In order to
avoid this bad equilibrium, which might spill over to other banks through
the chain of interbank exposures, it is necessary to endow the banking sys-
tem of institutions, like the deposit insurance, supporting the confidence
of depositors in the ability of banks to repay the value of their deposits.®

However, the introduction of deposit insurance can also have some
negative implications, due to its interference with the pricing of bank
liabilities. Since depositors perceive their bank deposits as safe, they can
accept a rate of interest which does not reflect the risks incurred by the
bank managers. The latter can then be induced to increase the level of risk,
since the bank does not pay for it on its liabilities: this incentive distortion
goes under the name of “moral hazard.” A way to limit this negative side
effect of the deposit insurance is to set a limit to its coverage and to exclude
some liabilities, like the deposits made by other financial institutions. The
bank should pay a market price of risk on its uninsured liabilities, and this
should limit the incentive to take on more risk. Of course, the other side
of the coin is that such exclusions reduce the stabilization properties of

% Another institution playing the same stabilization role is the central bank, which provides
liquidity as the lender of last resort to illiquid banks. For a comprehensive review of the theo-
retical literature addressing the financial instability of banks and their prudential regulation,
see Freixas and Rochet (2008).
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the deposit insurance. Actually, the financial crisis that started in 2007
has shown that the major source of funding instability for banks comes
from the interbank uninsured exposures, with the “dry-up” of liquidity in
wholesale money markets and the runs on some banks by other financial
intermediaries.® The other mean to tackle the moral hazard issue is to
make the price of the deposit insurance related to the risks undertaken by
banks: this is the main innovation introduced by the Directive that we are
going to address in the next sub-section.

6.1.3 Funding

We can identify three principles underlying the rules set by the Directive.

(a) The cost of the repayments made by the DGSs should be borne by
banks themselves. So the DGSs are a device to implement a recipro-
cal insurance across banks.

(b) The contributions paid by banks to the DGSs should be based on
their riskiness, in addition to their size.

(c) All DGSs should be endowed with financial resources raised ex
ante, through periodic contributions received before repayments to
depositors are possibly made.

The first principle responds to the need of minimizing the burden of
banking crises for taxpayers, and it is consistent with the overall design of
the European banking union, and of the BRRD in particular. However,
the larger impact of the Directive is presumably related to the other two
principles, since several European countries do not have DGSs funded
through ex ante risk-based contributions (as of 2015).” Some DGSs rely
on ex post contributions paid upon request: the body administering the
DGS is entitled to ask banks to cover its expenses, due to the repayments
actually made to the depositors of distressed banks. By imposing ex ante
contributions, the Directive aims at improving the financial strength of
the DGSs. The imposition of risk-based insurance premiums, computed
with a harmonized methodology, responds to the need of making such

®Very interesting analyses of the instability of wholesale securities markets are provided by:
Brunnermeier and Pedersen (2009), Adrian and Shin (2010), Duffie (2010).

7See European Commission (2010) for a survey, showing the heterogencous features of
the DGSs across the EU member states.
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premiums actuarially fair: each bank should pay a price proportional to
its own contribution to the expected liability of the DGS. Risk-related
premiums should limit the above-mentioned moral hazard side effect of
the deposit insurance. Under this regard, the advantage of risk-based pre-
miums over flat premiums (based only on bank size) has been recognized
by the economic literature a long time ago.®

The Directive (Art. 10) sets a target level for the overall size of ex ante
funding (“available financial means”) that each DGS should be endowed
with by 3 July 2024: 0.8 % of the amount of covered deposits. Those
financial means include cash contributions paid annually by member banks
as well as collateralized payment commitments; the latter are however
capped at 30 % of the total financial means. If the available financial means
of a DGS are insufficient to repay depositors, its members can be asked
to pay ex post extraordinary contributions, which cannot exceed 0.5 %
of their covered deposits per year. The Directive leaves the door open
to additional financing from other sources (“alternative funding arrange-
ments”). In particular, DGSs should be able to borrow at short term to
meet their obligations. These funding arrangements are generally made
between DGSs and their governments. There is also the possibility of
lending between DGSs, on a voluntary basis; however, this is capped at
0.5 % of the deposits covered by the borrowing DGS (art. 12).

The target level for the financial means available to DGSs is quite
low, and it is delayed until 10 years after the approval of the Directive.
Therefore, a DGS might be unable to face the bankruptcy of a large insti-
tution or of several banks, in case of a systemic crisis. Such extreme events
are likely to be faced by relying on the backstop provided by the national
public budget. The public support should presumably come in the form
of a government loan to a DGS, to be eventually repaid by collecting
bank contributions. So the link between the risks undertaken by banks and
the public sector is likely to survive, despite the claim that “the Directive
should not result in the member states or their relevant authorities being
made liable in respect of depositors” (recital 45).

It is true that, in the perspective introduced by the BRRD, the crisis of a
large bank should be presumably handled by resolving such a bank, rather
than by liquidating it and repaying depositors. However, the DGS may
be called to contribute to the financing of the resolution process through
the bail-in tool, up to the liability it would face under a normal insolvency

8See Baglioni and Marotta (1993) for a review of this literature.
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procedure. So the lack of adequate resources remains a relevant issue. In
the end, what matters in a resolution process is the sum of the resources
available to the resolution fund (SRF) and to the national DGS. When
such resources are insufficient to deal with a bank crisis, the fiscal backstop
must intervene in some way: either by lending money to the resolution
fund or to the DGS, or by injecting new capital into the troubled bank,
or by providing guarantees or asset relief measures. A way to address the
paucity of resources is by pooling the financial means, employed for pro-
tecting depositors, across the member States (as I will argue in Sect. 6.2).
The possibility of mutual lending on a voluntary basis between national
DGSs seems to be too weak a step in that direction.

By way of derogation to the general rule, a member state may even autho-
rize a target level lower than 0.8 % of covered deposits, although not lower
than 0.5 %. Such option is subject to the approval by the EU Commission
and it can be used under two conditions: (1) it is unlikely that the financial
means available to the DGS are actually used to repay depositors; (2) the
banking sector of the member state is highly concentrated, with a small
number of large banks which, in case of stress, are more likely to be resolved
rather than liquidated (Art. 10(6)). The two conditions are strictly linked,
and they point to the case where the primary function of a DGS is to con-
tribute to resolution procedures, rather than paying out depositors. This
derogation option can be criticized, since it reduces the overall amount of
resources readily available for supporting the resolution of troubled banks.
Should some countries exploit this option, the above-mentioned problem
of paucity of resources would be even worse. Of course, some competitive
distortions would be introduced, since the financial capacity of the DGSs
and the contributions paid by banks would differ across member states.

The Directive (Art. 13) sets the general principles to be applied in the
computation of the risk-based contributions paid by banks to the DGSs.
Each DGS can adopt its own computation method. However, such
method must be approved by the supervisory authorities (national com-
petent authority and designated authority) and it must follow the guide-
lines issued by the EBA. The latter provide a list of five risk categories
and, for each of them, some core risk indicators. They are summarized in
Table 6.1.° Each core risk indicator is assigned by the EBA a minimum
weight, and such weights sum up to 75 %. Another 25 % of risk weights

?Some risk indicators (CET1 ratio, leverage ratio, LCR and NSFR) are taken from the
Basel III regulatory framework. For further details, see EBA (2015a).
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Table 6.1 Risk categories and core risk indicators

Risk category Risk indicators
Capital adequacy Leverage ratio
CET]1 ratio
Liquidity Liquidity Coverage Ratio (LCR)
Net Stable Funding Ratio (NSFR)
Asset quality Nonperforming loan ratio

Business model and management  Profitability (e.g. ROA)
Balance sheet indicators (e.g. RWA /Total assets)
Concentration of exposures

Potential losses for the DGS Unsecured assets/Covered deposits

can be assigned by the DGSs, either by adding other risk indicators or by
increasing the weights given to some core indicators. This rather complex
mechanism seems to be designed with the purpose of achieving a satis-
factory level of harmonization across countries, leaving at the same time
some flexibility to deal with specific features of national banking sectors.
In addition to the annual contributions, banks are required to make pay-
ment commitments in favor of their DGS. These are commitments to pay
contributions to the DGS upon request, should the annual contributions be
insufficient to cover the expenses of the DGS. A bank has to fulfill its obli-
gation at a very short notice, within 2 working days from the request made
by the DGS administration. The guidelines issued by the EBA require that
all banks sign two arrangements with their DGS: a Payment Commitment
Arrangement and a Financial Collateral Arrangement. The first formalizes
the commitment, the amount, and the rights of the DGS to claim the
funds. The second ensures that the DGS access to funding is guaranteed
by low-risk assets, to be promptly liquidated should a bank be unable to
fulfill its obligations. The EBA guidelines provide criteria for the eligibility
of assets as collateral, and prescribe that pledged securities are subject to
marking-to-market and haircuts, following the standard practices.!?

6.1.4  Scope of Intevvention

The Directive (Art. 11) states that the primary function of a DGS is the
repayment of depositors, who have lost the amount deposited in a bank
going bust and being liquidated (within the limits reported in Sect. 6.1.2).
In addition, the financial means of a DGS can be used in other two ways.

10See EBA (2015b) for details.
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First, any DGS can be called to contribute to the financing of a bank
resolution, following the rules introduced by the BRRD (described in the
previous chapter). The DGS can be involved in the bail-in, although it
is the last resort in the resolution procedure. The resolution authority
determines the amount by which a DGS is liable, under the condition that
it cannot be larger than the amount that the covered deposits would have
been written down under a normal insolvency.

Second, a DGS can provide financial assistance to a distressed bank,
in order to prevent its failure. This provision opens the way to a preven-
tive role of the DGSs, provided it is played within a well-defined frame-
work and it complies with the national law and with the state aid rules.
Additional conditions are: (1) the cost of any preventive intervention
should not exceed that of reimbursing depositors under the statutory rules
of the DGS and (2) no resolution action has been taken by the resolution
authority.

6.1.5  Payout Time

The Directive (Art. 8) aims at harmonizing and shortening the time of
reimbursement of depositors hit by a bank failure. To this aim, it sets a
limit of 7 working days after the relevant authority has determined the
inability of the distressed bank to repay the deposits taken. Such limit
will actually start to be effective from January 2024. During the transi-
tion period up to that date, longer repayments periods apply, following a
decreasing schedule: 20, 15, and 10 working days.

6.1.6 Transpavency

The stabilizing property of the deposit insurance can be strengthened by
giving depositors the essential information related to the guarantee pro-
vided by the DGS. Depositors should be aware of the protection given
to their deposits, together with its limits. To this aim, the Directive (Art.
16) requires banks to provide to potential depositors an information sheet
with some essential information, namely: the DGS responsible for deposit
insurance (together with contact information), the amount covered, the
payout time, and what happens if a depositor holds more deposits or a
joint deposit with another person. The same information sheet has to be
provided to depositors at least annually, and a reference to it must be
included in their statements of accounts.
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6.1.7  Cross-Bovder Cooperation

A DGS has to cover the deposits collected by the branches set up by its
member banks in other EU countries. In order to facilitate the reimburse-
ment of depositors at foreign branches, the Directive (Art. 14) states that
they should be repaid by the DGS in the host member state on behalf of
the DGS in the home member state. To make this point clear, imagine
that a Spanish bank has opened a branch in France. In case of failure, the
depositors of the French branch will be repaid by the French DGS on
behalf of the Spanish DGS. The latter shall provide the French DGS the
necessary funding before the payouts to depositors are made.

The cooperation among DGSs, to implement the above repayment rule
and the cross-country mutual lending (see Sect. 6.1.3), should rely on
written agreements in place among the bodies administering the DGSs.
Details related to this issue have been provided by the EBA in its draft
guidelines, which specify the minimum content of those agreements. In
addition, the guidelines include a framework for a multilateral coopera-
tion agreement, which the DGSs should adhere to, in order to avoid the
signing of many bilateral agreements between the DGSs within the EU.1!

6.2 THE WAY FORWARD

The Directive, discussed in the previous section, has introduced signifi-
cant improvements in the design of deposit insurance schemes in the EU,
among which the most relevant is the requirement that DGSs are funded
through risk-based contributions paid ex ante by their member banks.
However, its main purpose is to achieve a higher level of harmonization
across the EU countries. It does not address the issues related to the pool-
ing of resources among the European DGSs, apart from the provision that
DGSs may engage in mutual lending on a voluntary basis and under strict
limits. Therefore, the liability implied by the deposit guarantee is faced by
the national banking sectors and by their governments as a last resort, pro-
viding an implicit fiscal backstop. The supervision over DGSs remains at
the national level as well, albeit the coordinating role played by the EBA.

The next step, necessary to complete the architecture of the European
banking union, is the integration of the national DGSs into a single deposit
insurance framework in Europe, which can be labeled as EDGS. The scope

" Bilateral agreements remain an available option to DGSs, along with the multilateral
framework. See EBA (2015¢).
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of the EDGS should presumably be limited to the boundaries of the SSM,
which in practice coincide with those of the eurozone: the countries in this
area are those engaged in a process of financial and economic integration
(including the SSM and the SRM) which does not necessarily involve the
other EU countries. The fundamental role of an EDGS would be that of
pooling the resources collected through the contributions paid by banks to
fund the deposit insurance. The pooling of contributions across countries
would make the deposit insurance scheme more resilient to large shocks, like
the failure of a large institution or a systemic event involving several interme-
diaries. A stronger insurance scheme is not only desirable per se, in order to
make the deposit guarantee more credible, but also to minimize the likeli-
hood that the cost of repaying the depositors of distressed banks is ultimately
paid by taxpayers. In other words, an EDGS is more likely to be “fiscally neu-
tral” than the national DGSs. As a consequence, the credibility of its guaran-
tee would be less dependent from the solvency of the national governments.

There are two options to proceed toward the introduction of an
EDGS. The first is to set up a new European institution, either a public
body or a private one, where the latter might be a mutual interbank insur-
ance fund. The second is to expand the scope of the SRM, by making the
SRF a common pool of resources to be used either to provide financial
support to the resolution of distressed banks or to repay depositors of
banks under liquidation. The second option seems preferable for the fol-
lowing reason.

Despite the claim of the Directive that the primary role of a DGS is the
repayment of depositors (Art. 11), this role has presumably become much
less relevant than it used to be in the past, after the entry into force of the
BRRD. The latter has introduced several means, which are aimed at pro-
tecting depositors not by directly repaying their claims but by preserving
the continuity of a bank under stress: recovery actions, early intervention
measures, and resolution tools (see Chap. 5). In the perspective introduced
by the BRRD and with the SRM in place, the main function of the DGSs is
presumably that of contributing to finance the resolution of troubled banks
(through the bail-in procedure), rather than that of repaying their deposi-
tors.!? The EDGS would make no exception under this regard. Therefore,

12The same Directive seems to acknowledge this point in art. 10(6), allowing a member
state to reduce the target level for the financial means of a DGS, under the condition that
those means are more likely to be used within a resolution procedure than for paying out
depositors (see Sect. 6.1.3).
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it seems reasonable to propose that the EDGS and the SRF should be
merged into a single fund, due to the large overlapping between their func-
tions. The SRB should be delegated to administer such an integrated fund,
so avoiding the duplication of institutions. The contributions paid by banks
to finance the SRF and the EDGS should be unified into a single system of
fees, so avoiding the duplication of administrative costs. This view is sup-
ported by a number of studies, pointing to a single European deposit insur-
ance and resolution framework.'* The BRRD itself is consistent with this
view, allowing a member state to use the same institution for the adminis-
tration of its national resolution fund and of its DGS (Art. 100(2)).

So far, the creation of an EDGS has been prevented by the politi-
cal resistance to the introduction of risk-sharing mechanisms across the
European countries. The same attitude of the euro area governments led
to the creation of a SRF of limited size, to be reached after a lengthy tran-
sition period (as we have noticed in Chap. 5). It must be acknowledged
that the “Five Presidents” Report” has given a contribution to the policy
debate, by supporting the view that an EDGS is needed to complete the
European banking union. Given the difficulties of setting up an EDGS,
the Report suggests the introduction of a European reinsurance system for
the national DGSs, as an intermediate step toward a full-fledged EDGS.*
Whether the eurozone governments will be willing to take up the sug-
gestion of the five Presidents remains an open issue. The option of intro-
ducing an EDGS by enlarging the scope of the SRM would presumably
be politically more viable than the creation of a new institution, since it
would rely on the pooling of resources through the SRF, which is already
in place (despite its limitations).

Even when the euro area governments will decide to proceed toward
the creation of an EDGS, at least two issues remain to be addressed. The
first is the fiscal backstop. As for the SRF, the lack of a European-level fiscal
backstop is a severe limitation, implying that the national public budgets
remain the last resort to face large shocks. A possibility, to be taken into
consideration, is to allow the EDGS borrow money from the ESM, which,
de facto, is the only type of common fiscal backstop in the euro area. As we
saw in the previous chapter, a similar solution has been already proposed
in the policy debate for the SRF. Again, the merger of the EDGS into the
SRF would simplify matters. The second issue is supervision. Should the

13See Colaert (2015), Gros and Schoenmaker (2014), Allen et al. (2011).
14 See European Commission (2015). A two-tier system, relying on national DGSs and on
a European reinsurance scheme, has been previously suggested by Pisani-Ferry et al. (2012).
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EDGS be a private institution, like a mutual interbank insurance fund,
then the responsibility of supervising its activities should presumably be
assigned to the ECB, within the scope of the SSM. 1°

CONCLUDING REMARKS

The EDGS is the missing pillar of the banking union. The Directive
approved in 2014 has introduced a higher level of harmonization across
the EU member countries, but it is still a coordinating device among
the national deposit insurance systems. It does not help to break the link
between the risks undertaken by banks and the implicit guarantee pro-
vided by their home country governments.

The main issues addressed by the Directive are the following.

e The introduction of risk-based insurance premia, paid ex ante by
banks.

e The coverage of the insurance schemes: up to 100,000 euros. Several
types of deposits are not covered.

e DGSs are allowed to engage in preventive actions, and they can be
called to contribute to the resolution of distressed banks.

e Banks are required to provide depositors some essential information,
related to the insurance coverage of their deposits.

¢ The payout time should be gradually shortened to 7 working days.

Looking forward, the main challenge to be faced by the governments
of the euro area, in order to complete the implementation of the projected
banking union, is to start the transition toward a European deposit guar-
antee scheme (EDGS). Rather than setting up a new institution at the
European level, the best way to proceed seems to be by expanding the
responsibilities of the SRB, which should administer an integrated fund
to be used for both tasks: either provide financial support to the resolu-
tion of a distressed bank or repay its depositors in case of liquidation. By
taking this line of action, the SRB would evolve toward an institution like
the FDIC in the USA. As I have argued in this chapter, there are good
economic and organizational reasons for integrating the second and third
pillars of the banking union: the SRM and the EDGS.

15 Unfortunately, the above-mentioned “Five Presidents’ Report” does not even mention
those two issues, despite the support it provides to the view that an EDGS should be intro-
duced as matter of priority into the agenda of the European policymakers.
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However, the introduction of an EDGS requires the European decision-
making bodies (EU Commission, Parliament, and governments) to over-
come the political resistance to risk-sharing arrangements among the euro
area countries. Another problem is the lack of a common fiscal backstop.
Those issues would be easier to tackle by integrating the administration of
the EDGS with that of the SRF.
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CHAPTER 7

Summary and Conclusions

7.1 THE EUROPEAN BANKING UNION: MOTIVATIONS
AND BUILDING BLOCKS

7.1.1  The Reasons for Introducing the Banking Union

The basic motivations, leading the European policymakers to introduce
the banking union, are the following: (1) reduce the fiscal cost of bank
bailouts, (2) break the two-way link between the financial risks in the
bank and sovereign sectors, and (3) achieve a higher level of supervisory
convergence.

The cost of bank bailouts for taxpayers, as a consequence of the finan-
cial crisis that started in 2007, has been significant. As a ratio to the
1-year GDPD, the cash outlays due to capital injections and asset reliefs
have been about 5 % on average; in some countries the burden has been
much larger than that. In addition, the guarantees provided by govern-
ments have not produced large cash outlays, but they represent a poten-
tial liability. These kinds of measures have generated in financial market
participants the expectation of an implicit additional guarantee of public
support to the banking sector. It must also be remembered that these
direct costs are only part of the story: most of the fiscal cost of banking
crises is due to their indirect impact on the government balance sheet,
since they amplify the economic downturns and can lead to a higher
interest burden.
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The two-way link between banks and sovereigns clearly emerges from
market data. The default risks of the two sectors—measured by their CDS
spreads—appear to be highly correlated, starting by September 2008.
While in 2008-2010 the transfer of risk mainly went from the financial to
the public sector, the direction was later reversed (in 2011-2012), when
the explosion of the sovereign debt crisis made the credit risk go from the
balance sheet of some governments to those of their domestic banks.
Under this regard, some important cross-country differences emerge from
the analysis.

Despite the common regulatory framework in the EU, the application
of prudential rules can differ across countries, since some discretion is left
to the national supervisory authorities and to the supervised institutions.
At the EU level, the task of achieving a convergence in supervisory prac-
tices has been assigned to the EBA, which issues technical standards and
guidelines. For the euro area countries, the supervisory convergence has
been strengthened by transferring the responsibility of banking supervi-
sion to the ECB.

7.1.2  Single Supervisory Mechanism

The SSM is the fundamental building block of the European Banking
Union, and it is the first one that has become fully operational. The design
of the SSM follows the principle of separation between banking supervi-
sion and monetary policy. The distribution of tasks within the SSM relies
on the distinction between significant and less significant banks. The
ECB directly oversights 123 significant banking groups, which together
account for about 85 % of the eurozone banking system. The day-to-day
oversight of the significant banks is actually delegated to the JSTs, made
up of representatives from both the ECB and the national authorities. The
NCAs remain responsible for the direct supervision of all the other institu-
tions, following the guidelines set by the ECB, and the latter can decide at
any time to take over the direct supervision of a less significant institution.

The supervisory approach implemented in the SSM is centered on the
SREP, in line with the Directive CRD-IV. This is a periodic examination
of the capital and liquidity situation of each bank, together with an evalu-
ation of its internal governance and risk management practices. The SREP
is applied to both significant and less significant banks: the JSTs are respon-
sible for its application to the former, while the NCAs are responsible for its
application to the latter. As a follow-up to the SREP, a bank can be imposed
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additional capital and liquidity requirements, as well as adjustments to its
risk management policies. This option, which derives from the Basel II
framework (Pillar II), introduces a remarkable degree of discretion and
uncertainty into the requirements that can be applied to individual banks.
The first action taken by the ECB, as responsible for the banking super-
vision, has been the examination of the balance sheets of the most relevant
banks in the euro area. Actually this action took place even before the
ECB was endowed with the formal responsibility of supervision, which
started on 4 November 2014. The examination of bank balance sheets,
which goes under the name of “comprehensive assessment,” was carried
out during 2014, and its results were communicated on 26 October 2014.
The sample of banks examined includes 130 banks, accounting for 82 % of
the total assets of the banks located in the SSM area. The comprehensive
assessment was made up of two parts: (1) asset quality review (AQR) and
(2) stress test. The capital shortfalls, emerging from the comprehensive
assessment, have been the starting point for the supervisory activity over
the significant banks: those with a shortfall have been asked to submit a
capital plan, listing the remedial actions to restore their capital position.

7.1.3  Single Resolution Mechanism

The second pillar of the European Banking Union is the SRM. Strictly
speaking, this term refers to the creation of a new European agency del-
egated to the management of banking crises, the SRB, together with the
establishment of a new fund, the SRF, where some resources to be used for
crisis management are pooled among the participating countries; the SRE
is administered by the SRB. In a broader sense, the term SRM refers also
to a new set of rules governing the management of banking crises, which
have been introduced into the European legislation by the BRRD. While
the BRRD applies to all the EU countries, the SRB and SRF are institu-
tions operating within the euro area.

The basic motivation behind the BRRD is the introduction of a sort
of “third way” between the two extreme solutions that have tradition-
ally been applied to banking crises: either a “bailout” or an insolvency
procedure. The special procedure introduced by the BRRD, namely the
“resolution,” should be able to avoid the liquidation of a troubled bank
and, at the same time, limit the bill for taxpayers and the moral hazard
effect typically implied by bailout interventions. Of course, this third
way is not without costs. Its main drawback derives from the “bail-in”
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principle, putting some relevant costs on the creditors of a stressed finan-
cial institution (in addition to its shareholders): such principle can gener-
ate some transparency and instability problems.

A crucial target of the SRM is the creation of a common safety net for
banks located in the euro area. This role should be played by the SRE,
overcoming the segmentation of financial risks at the national level and,
in particular, the link between the credit risk of governments and that of
their domestic banks. Unfortunately, this goal has been achieved only to
a limited extent, due to the small size of the fund and to the absence of a
common fiscal backstop for it. Actually the European Stability Mechanism
(ESM) could play the role of a common fiscal backstop, but its size and
rules of operation limit its ability to do so.

7.1.4  Eurvopean Deposit Insurance

The third pillar of the banking union, namely the European deposit insur-
ance scheme, is still missing. The only achievement that has been recently
made in this area is a further harmonization of the national rules. The
Directive approved in 2014 has considerably enhanced the regulatory
convergence, by introducing uniform principles to be applied across the
EU member countries. Among them, the most important is the require-
ment that banks have to contribute ex ante to the funding of the deposit
insurance schemes, by paying risk-related insurance premiums.

However, the Directive is only a coordinating device among the
national deposit protection schemes. The introduction of a single deposit
insurance scheme in the euro area has been prevented by the political resis-
tance to pool the necessary resources across the member countries. This
delay is quite disappointing, since the pooling of resources would enable
the eurozone countries to be endowed with a more resilient, credible, and
fiscally neutral system of deposit protection.

7.2 OpeN IsSUEs
7.2.1  Macvo-prudential Supervision

The ECB is responsible for the micro-prudential supervision, while the
macro-prudential supervision is to a large extent delegated to the national
authorities, with the European Systemic Risk Board playing a quite limited
role. This limitation raises some concerns, mainly related to the cross-
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country heterogeneity in the implementation of the macro-prudential
policy, and to the potential conflicts between different policies: macro-
prudential, micro-prudential, and monetary policies. Therefore, it seems
reasonable that the responsibility of the macro-prudential supervision is
attributed to the ECB.

7.2.2  Comprehensive Assessment

The AQR and the stress test carried out by the ECB in 2014 has provided
valuable information about the balance sheets of the large and medium-
size banks located in the euro area, thus contributing to the transparency of
their accounting information. However, several drawbacks have emerged,
related to the methodology used by the ECB. The main criticism derives
from its focus on the CET1 ratio as the only indicator of bank solvency.
Actually the concerns, related to the CET1 ratio, have a more general rel-
evance, since they point to some pitfalls in the Basel regulatory approach.
The CETI ratio turns out to be penalizing for those banking systems more
focused on commercial banking, as opposed to investment banking. It suf-
fers from the possible manipulation of the risk weights used to compute the
RWAs. This approach overlooks the possibility that some financial inter-
mediaries accumulate a high leverage, despite the fact that they are able to
report a satisfactory CET1 ratio. In the future, a way to improve the stress
test methodology would be to complement the CET1 ratio with a simple
leverage index, which is less prone to manipulations and national biases.

The other main limitation of the comprehensive assessment derives
from its micro-prudential approach. The analysis performed by the ECB
has been focused on the risk profile of each bank in isolation, without
considering any possible spillover among them. Looking ahead, the inclu-
sion of systemic risk into the analysis of the adverse scenario may lead to a
considerable improvement of the stress test methodology.

7.2.3  Resolution of Distressed Banks

Several policy suggestions emerge in this area.

e Retail bank customers should be exempted from the application
of the bail-in rule, since they might be unable to have a correct
evaluation of the risks implied by the bail-in. This rule may generate
instability and higher costs in the funding conditions of banks.
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e The governance of the SRM, involving the EU Commission and
the Council in addition to the SRB, is too complex and leaves room
to an excessive political interference. To make the decision process
more efficient, the resolution powers should be concentrated upon
the SRB, acting as an independent agency.

e The size of the SRF should be increased, to enhance its credibility as
a stabilization tool. Even more importantly, the SRF should rely on a
common fiscal backstop at the EU level. To this aim, the SRF should
be enabled to borrow money from the ESM.

e The ability of the ESM to directly support the recapitalization of
distressed banks should be strengthened. The eligibility criteria for
accessing to the Direct Recapitalization Instrument should be made
less restrictive. The ESM governance should be reviewed, with the
aim of reducing the degree of political interference in specific bank
resolution programs. The size of the resources allocated to the DRI
should be possibly enlarged.

7.2.4  Deposit Insurance

An important challenge to be faced by the governments of the euro area,
in order to complete the banking union, is the introduction of a common
EDGS. Rather than setting up a new institution at the European level,
administering the EDGS, it seems preferable to expand the responsibili-
ties of the SRB, which should administer an integrated fund to be used for
both tasks: either provide financial support to the resolution of a distressed
bank or repay its depositors in case of liquidation. The reason for proceed-
ing this way is that, after the entry into force of the BRRD and SRM,
the main function of a DGS is that of contributing to finance the resolu-
tion of troubled banks (through the &ail-in procedure) rather than that
of repaying their depositors. The solution suggested here would avoid the
duplication of institutions with overlapping tasks: the SRB and the agency
administering the EDGS. In particular, the duplication of administrative
costs could be avoided, by introducing a unified system of fees to finance
both the SRF and the EDGS. By taking this line of action, the SRB would
evolve toward an institution like the FDIC in the USA.

The introduction of an EDGS requires the European decision-making
bodies to overcome the political resistance to risk-sharing arrangements
among the euro area countries. Another problem is the lack of a common
fiscal backstop. As discussed in Chap. 6, both issues would be easier to
tackle by integrating the administration of the EDGS with that of the SRF.
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