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Executive Summary
Ten years after the onset of the most serious financial crisis in recent history the EU is
preparing to put the finishing touches on the centrepiece of its post-crisis regulatory project.
The Banking Package incorporates the last batch of key international standards into EU
law, albeit in a curiously reluctant and unambitious way. At the same time it also begins
to unpick significant elements of the existing prudential framework. Given that many of
the root causes of the last crisis remain unresolved, while governments and central banks
resort to monetary stimulus at an unprecedented scale to compensate for the continuing
fragility of the financial system, there are in our view no grounds for complacency, let alone
a return to “business as usual”. The economic recovery in Europe is still fragile. The EU in
general, and some Member States in particular, would be hard-pressed to absorb another
systemic crisis. Further reforms to improve the resilience of the banking sector are still
needed to turn the current cyclical recovery into a sustainable structural recovery.
Finance Watch welcomes the European Commission’s legislative proposal, which
incorporates important new international standards into European law. We do not share
the view, however, that the regulatory effort prompted by the last financial crisis is nearly
complete and may even have gone too far. There is, in our view, no convincing case for
reversing the regulatory progress of recent years.

Content

2

A. Executive Summary
Key points and recommendations

pg. 2
pg. 3

B. General observations
1. European particularism: A questionable narrative
2. The bigger picture: “Too big to fail” still unresolved
3. Proportionality

pg. 4
pg. 4
pg. 5
pg. 7

C. Comments on selected individual measures
1. Capital Requirements Regulation (CRR II)
2. Capital Requirements Directive (CRD V)
3. TLAC/MREL and other modifications of the Recovery and Resolution regime

pg. 9
pg. 10
pg. 11
pg. 12

Footnotes

pg. 15

FINANCEWATCHPOLICYBRIEF – JUNE 2017

THE 2017 BANKING PACKAGE: ONE STEP FORWARD, TWO STEPS BACK

Key points and recommendations
There is no compelling
evidence of the argument
that post-crisis regulation of
the banking sector is stifling
the provision of credit and
economic growth. To the
contrary, credit is plentiful and,
in some Member States, once
again driving asset prices to
dangerous heights.

Recent analysis of the Basel
III framework by the Bank
for International Settlements
indicates that the gains
from financial stability
outweigh the cost of postcrisis regulation and could
even contribute materially to
economic growth.

The problem of “too-big-tofail” financial institutions,
the single biggest risk for
financial stability highlighted
by the last financial crisis,
remains unresolved. Global
and domestic systemically
important banks still tower
over the industry, their
size and complexity barely
changed.
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Large banks are still viewed as
“national treasures” by many
policymakers who are showing
a troubling inclination towards
bailing out failing institutions
with taxpayers’ money. Unless
revoked, the “precautionary
recapitalisation” clause
could end up consigning
the EU’s bank resolution
framework to irrelevance.

Suggestions to radically
dilute existing prudential
standards, by turning binding
prudential requirements into
“guidance”, and to severely
restrict supervisors’ ability to
impose stricter requirements
on individual banks are
counter-productive and should
be rejected.

The introduction of the
Basel III Leverage Ratio is
a welcome step in the right
direction, although we note
that the current definition
proposed by the Basel
Committee comprises, once
again, too many elements of
the risk-sensitive framework,
in particular for derivative
exposures (SA-CCR).

The implementation of the
Basel III Leverage Ratio
in the current proposal does
not go farther than the bare
minimum of 3%, however. In
analogy to the risk-weighted
capital framework – and in line
with Swiss and US precedent
– G-SIBs and D-SIBs should
be subject to higher minimum
requirements.

There is no consistency
in the application of
macroprudential tools,
such as capital surcharges
for systemically important
institutions, across EU Member
States. It is unacceptable that
national supervisors should
be prevented from imposing
Pillar 2 requirements to
address macroprudential risk
as long as the consistent and
effective implementation of
these dedicated tools is not
guaranteed at the EU level.

To restore the level playing
field and reduce the burden
on smaller banks, which
are disproportionately
affected by the inefficiency of
current regulatory reporting
systems and processes,
we would strongly support
the EU-wide introduction of
unified reporting formats and
interfaces via a single point of
contact.

FINANCEWATCHPOLICYBRIEF – JUNE 2017

THE 2017 BANKING PACKAGE: ONE STEP FORWARD, TWO STEPS BACK
insolvency regimes. Addressing these issues by way
of further harmonisation would, in our view, go a long
way towards encouraging cross-border investment
and improving the functioning and integration of
EU capital markets without weakening prudential
standards for EU banks.

B. General observations
1. European particularism:
A questionable narrative
The European Commission’s legislative proposal
incorporates important new international standards into
European law. In a number of instances, however, the
proposed drafting either deviates from the international
standard or contains material carve-outs. The Commission
proposes, for instance, adjustments to the scope,
calculation and calibration of the Leverage Ratio, the Net
Stable Funding Ratio and the market risk rules, arguing
that these are needed to account for the specificities of
EU institutions and the EU economy. The stated aim of
those adjustments is “to support greater lending to the
economy and mitigate potential disincentives related to
the efficient functioning of capital markets”.1 This is, of
course, the line that has been put forward forcefully by the
banking industry in recent months but it does not stand up
very well to the facts:
•

•
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Firstly, there appears to be little empirical evidence,
e.g. from the ECB’s own reports and surveys,2 of
a shortage of bank credit holding back economic
growth. In fact, the Survey on the Access to Finance
for Enterprises (SAFE)3 has indicated consistently for
the last two years4 that availability of bank credit
ranks as the lowest-priority concern of European
SMEs. Moreover, where credit shortages exist they
appear to be largely of a structural nature, e.g. due
to high levels of non-performing loans (NPLs), rather
than a result of a lack of lending capacity brought on
by regulation. To the contrary, household debt levels in
several Member States are already at elevated levels.
Both the ESRB5 and the OECD6 have pointed out in
recent publications that several EU Member State
economies could be at risk of a correction in their
overheating residential property markets triggering a
potential mortgage debt crisis.

•

Finally, recent studies, e.g. by the BIS, indicate that,
rather to the contrary of the banking industry’s
preferred narrative, prudential reforms under
Basel III are generating net economic growth to
the order of 0.5% to 2.0% of GDP.9 This corroborates
the intuition that a better regulated and more stable
banking sector should also contribute to a better
allocation of credit and more growth.

Already today the EU is the only jurisdiction that has
been found “materially non compliant” with international
standards by the Basel Committee.10 To deviate from, and
water down internationally agreed standards would only
cast more doubt on the actual condition and resilience of
the financial sector in Europe and weaken the EU’s hand
in current and forthcoming multi-lateral negotiations. EU
legislators should resist the pressure to backtrack on
international commitments for the sake of questionable
short-term advantages.
Finance Watch shares the Commission’s goal to promote
jobs, growth and investment. But short-term growth
cannot, and should not, come at the expense of
long-term financial stability. In its recent report on
global financial stability, the IMF warns that only a strong
international framework “will sustain financial stability
and ensure that the financial system can support the real
economy in bad times and good ... . Failure to complete
the global reform agenda could erode the consensus
already achieved. And that could encourage a shortsighted rollback and competition to ease regulation as
growth continues to elude many advanced economies.”11

Secondly, we are sceptical about the connection
made here between the efficient functioning of capital
markets in Europe and the prudential regulation
of banks. Most studies and reviews into this topic
have found no evidence of a significant impact of
bank regulation on capital markets activity.7 Instead,
a recent report by the Commission8 provides a list
of some of the numerous barriers to capital flows
between EU Member States, including withholding
taxes, residence requirements, home bias and
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2. The bigger picture:
“Too big to fail” still unresolved
(Inter)National Treasures: G-SIBs
The EU is home to ca. 3,200 credit institutions with a
total of EUR 34 trn in assets,12 equivalent to ca. twice the
aggregate GDP of the EU-28. Despite a decrease of ca.
12% since 2008 the EU banking sector is still significantly
larger relative to GDP than the U.S. or Japan’s.13 At the
same time, EU banks continue to suffer from a structural
lack of profitability and weak capitalisation, both of which
have been extensively documented and discussed in
recent times.14 They have also amassed a staggering
EUR 1 trn of non-performing loans (NPLs). Nearly ten
years after the onset of the financial crisis these three
factors combined continue to pose serious challenges to
financial stability in Europe.
As of year-end 2015, thirteen “global systemically
important” institutions (G-SIBs) accounted for nearly half of
all banking assets in the EU. Together with ca. 200 “other
systemically important” institutions (D SIBs),15 which
include ca. 125 “significant” banking groups domiciled in
the Eurozone and supervised by the ECB,16 they make up
only 7% of the total number of EU credit institutions
but ca. 75% of all banking assets.17
In the immediate aftermath of the financial crisis there
appeared to be a broad political consensus that these
largest banks, considered “too big to fail”, should no longer
benefit from an unconditional guarantee underwritten by
the public. And because it had become obvious during
the crisis that “too big to fail” was only one part of the
problem much thought was given also to the question of
how to tackle the related issues of “too complex to fail”
and “too interconnected to fail”. From today’s perspective,
and in view of recent events, it seems fair to say that these
problems have remained largely unresolved:

Size
The total sum of balance sheet assets of the thirteen
G-SIBs domiciled in the EU still equals ca. 110% of the
aggregate GDP of the EU-28.18 A state-sponsored
rescue, similar to what was done during the last financial
crisis, would likely test Member States’ economic and
political capacities to breaking point. Most, if not all, of
the European G-SIBs are “universal banks” but only a
small number of them have adopted structural reforms
turning these large, monolithic groups into smaller units
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under a joint holding company. If more European G-SIBs
were to adopt a holding company structure in this way,
it would not only reduce their sheer size but also offer
an opportunity to legally separate banking from capital
markets operations, a measure that could significantly
improve the resilience and, if necessary, resolvability of
the group and its constituent parts in times of crisis, as
well as reducing their implicit guarantee underwritten by
the public.19

Complexity
Whereas some progress has been made, G-SIBs (and
some D-SIBs) still comprise hundreds of subsidiaries
dotted across the globe and linked by myriad legal,
financial and operational interdependencies. In 2012,
the seven largest U.S. banking groups together had ca.
14,600 subsidiaries, i.e. ca. 2,000 legal entities per group
on average, and approximately three quarters of all the
legal entities controlled by the 4,660 groups that make up
the U.S. banking sector. European G-SIBs are structured
in very similar ways.

TOO COMPLEX TO FAIL:
WHEN IN DOUBT, BLAME REGULATION
I could
be just like you
if they’d only let me!
It’s so unfair!

These structures, which have grown over decades, often
through numerous mergers and acquisitions, make
the task of creating a workable resolution plan – which
relies on the identification and structural separation of
core business lines and critical functions – extremely
difficult. Technology, in the form of shared IT services,
adds another layer of complexity: major banks operate
a vast array of systems that have evolved over decades,
frequently by layering new technologies on top of ancient,
often sparsely documented legacy systems.
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Interconnectedness
There are few indications that G-SIBs today are any less
interconnected, and hence prone to systemic contagion,
than in the immediate aftermath of the last financial crisis
when the problem was articulated.20 Thirteen European
G-SIBs still account for more than one quarter of all cross
holdings of assets between banks globally and onethird of global OTC derivatives exposures.21 Within the
Eurozone one-third of unsecured debt securities, which
would be susceptible to being bailed-in, are thought to
be held within the banking sector22. The contagion risk
among European banks, as well as between banking and
other parts of the financial sector, is still very high.23

Significant Others: D-SIBs
Large “second-tier” banks that are not G-SIBs but
systemically important in one or several Member States
pose at least as much of a threat to financial stability as
the G-SIBs themselves. They attract only a fraction of the
attention that is being accorded to the G-SIBs, however. So
far, the focus of the EU legislative has been on transposing,
with some modifications, the Financial Stability Board’s
G-SIB regime while the regulation of D-SIBs was
left mostly to national authorities. This has produced
numerous inconsistencies, for instance in the designation
of D SIBs: in some instances banking groups that were
identified as “significant” at the European level by
the ECB and therefore placed under the supervision of the
SSM, were not deemed “systemically important” at
the national level by their home-country supervisor and
are therefore not subject to D-SIB buffer requirements.
Similar discrepancies can be observed in Member States’
approaches to the application and calibration of D-SIB
buffer rates as well as the length of phasing-in periods:
several designated authorities have not defined any D-SIB
buffer rates yet, or kept them at zero, whereas others have
uniformly imposed buffer rates at the maximum level of
2% for all D-SIBs under their jurisdiction.24 It appears
somewhat counter-intuitive that macro-prudential tools,
such as the setting of systemic buffers, should remain
the prerogative of national authorities. We feel strongly
that macro-prudential measures should be co ordinated
and, as much as possible, centralised at the EU level
to ensure that macro-prudential policy is applied in a
consistent manner. Within the SSM the ECB already has a
subsidiary right to impose higher buffer rates than those
set by national authorities to cover systemic or macro
prudential risks (Art. 5/2 SSM Regulation). In order to co
ordinate and further harmonise macro-prudential policy
throughout the EU, including Member States that are

6

not SSM participants, the role of the ESRB needs to be
substantially strengthened.25

“Moral hazard” (continued)
Moral hazard, which lies at the heart of the “too big to fail”
problem, still runs deep:
A study published by the ESRB in June 2015 found that
the total cost of misconduct for EU banks for the
five-year period from 2010 to 2014, including regulatory
fines and settlement payments, stood at ca. EUR 50 bn
and goes on to say that “past fines and ones in the near
future erase virtually all of the fresh capital raised by
European G SIBs over the previous five years”. The report
also found that fines were “concentrated among the major
players – the so-called global systemically important
banks (G-SIBs). By 2013, some 85% of these fines had
been made against ten banks in the top three “buckets”
of the G-SIB classification. Both this concentration and
the industry-wide phenomenon emphasise the systemic
relevance of the issue.”26
Moreover, many European banks have maintained high
levels of pay-outs, by way of dividends, coupons and
variable staff remuneration, even throughout periods of
severe losses, instead of re building their capital bases.
Calculations by the BIS show that a group of 90 large
Eurozone banks paid out more than 70% of their
cumulative net profits as dividends between 2008
and 2015, not counting other discretionary distributions,
such as coupons on AT1 instruments and share buy
backs.27 It is not surprising therefore that European
G SIBs still lag behind their overseas peers in terms of
capitalisation.28
Even the current NPL crisis in certain EU Member States
cannot be separated entirely from the issue of governance.
Although macroeconomic factors may have contributed
substantially to the particularly high concentration of NPLs
in these countries it is ultimately the lending practices and
risk management of individual financial institutions that
cause NPLs to accumulate. And they will continue to do so
as long as banks can expect to be bailed-out regardless of
their lending record.
Ultimately, the moral hazard problem also short-circuits
the underlying logic of the Basel II/III capital regime
based on risk weighted assets (RWA). The principal
argument for allowing banks to hold varying amounts of
capital depending on the risk of the asset is based on
the assumption that, all other things being equal, bank
management would naturally tend to allocate the bank’s

FINANCEWATCHPOLICYBRIEF – JUNE 2017

THE 2017 BANKING PACKAGE: ONE STEP FORWARD, TWO STEPS BACK
limited capital towards the highest yielding and hence,
as a general rule, riskiest assets. To compensate, and
to incentivise banks to engage in what are perceived
to be low-risk / low-yielding activities, the Basel II/III
framework introduced the concept of calculating banks’
capital requirements against risk weighted assets (RWA).
The RWA regime, in particular its internal model-based
approach (IRB) has added huge complexity to regulation
and encouraged a veritable arms race among market
participants to devise internal risk models that would
‘optimise’, i.e. minimise, the amount of capital required
to support their balance sheets. Thirteen years – and
one global financial crisis – later, even a cursory look
at the results speaks volumes about the success of this
approach: the average risk weights of G SIBs – officially,
and by definition, the riskiest banks – are, rather counterintuitively, among the lowest of all.29 The underlying
fallacy of the entire construction, however, has remained
unresolved: as long as bank management and investors
are shielded from the single most powerful corrective
factor to risk-taking provided by the market itself –
bankruptcy risk – by the expectation of government
support in the shape of bail outs, no amount of tinkering
with market-based mechanisms and incentives is likely to
remove the problem of moral hazard. Arguably, much of
the hugely complicated, intrusive and potentially distorting
micro-management contained in current and proposed
legislation, including exemptions, classifications, support
factors etc., could become redundant, without any major
loss of stability and diversity of the financial system, if
policy makers and regulators could summon the resolve
to treat banks like normal commercial companies - and
let them fail.

Solving “Too Big To Fail”
There are essentially three categories of measures that
still need to be properly implemented:
Î Resolution must become a credible option for
dealing with a large, failing bank. Recent experience
has shown, unfortunately, that political decisionmakers and regulators are still hesitant to put the
new resolution framework into practice.30 Continued
state support for the banking sector encourages
management to delay remedial action, increases
moral hazard and slows down the process of restoring
the EU banking sector to health and profitability. In
order to improve legal certainty and to render the
BRRD framework credible we would recommend
removing the “precautionary recapitalisation” clause
in Art. 32/4 BRRD.
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Î In order to put resolution into practice and increase
confidence among policy makers and regulators that
banks are resolvable without triggering systemic
contagion resolution, authorities must be encouraged
to make use of their powers, already available under
the BRRD (Art. 17), to impose structural changes upon
banks, if necessary to ensure their resolvability. Core
banking operations and critical functions must be
structurally separated and placed into independently
capitalised entities.
Î Macro-prudential policies must be harmonised and
tightened. The ESRB’s recent report31 confirms that
the macro-prudential regime in Europe lacks rigour
and consistency. Responsibility for the designation
and categorisation of G-SIBs and D-SIBs, as well
as for the application of macro-prudential tools,
including the calibration of the “combined buffer”
regime, should be centralised at the EU level. The
competencies and resources of the ESRB may need
to be upgraded accordingly.

3. Proportionality
In the previous section we have discussed in some detail
how the odds are presently stacked in favour of (very)
large banks. The benefits of size include the implicit SIFI
subsidy, the advantage of using IRB over Standardised
Approach (SA) risk modelling, cross subsidisation, e.g.
between investment and commercial banking, and
genuine economies of scale, e.g. on fixed assets, such
as IT infrastructure and on other fixed costs. The plight
of smaller banks is, viewed this way, merely the flip side
of the G-SIB/D-SIB problem – a competitive distortion
brought about by policies that, by and large, favour
national champions. Proportionality is about levelling the
playing field.
It is important to remind ourselves, however, why we
should care about levelling the playing field. As with any
other eco-system, diversity – in this case of bank sizes
and business models – improves the stability of the
system and its resilience in times of crisis.32 In fact, the
large majority of Europe’s 6,500 credit institutions33 are
unlikely, individually, to ever pose a serious risk to financial
stability.
They are, however, closely interconnected with the
financial system and still susceptible to contagion. This
is why the search for proportionality should not lead to a
loosening of prudential standards.
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A more promising approach is to look at the actual factors
that are blamed for smaller banks’ troubles. Much of this
discussion revolves around the cost of regulatory reporting
and compliance.34 It is certainly true that banks face more
intense regulatory scrutiny than before the crisis – for
good reason. The quality of prudential supervision relies to
a large extent on the timely availability and quality of data.
We would therefore support an approach that maintains
or improves the efficiency of reporting processes for
all banks and takes a more differentiated look at the
reporting requirements for smaller banks with traditional,
non-complex business models:
Î Banks currently have to supply data in multiple
formats to a number of different authorities for
different purposes (e.g. regulatory reporting to the
national supervisor and ESAs, monetary policy and
statistical data to the central bank, national and
European statistical offices, resolution-related data
to the resolution authority, etc.) There is frequently
significant overlap in terms of content but differences
in terms of format, presentation or delivery, which
cause duplication and inefficiencies.

The option to be exempted from reporting requirements on
businesses in which a bank has no material involvement,
should be limited to banks that conform to the definition of
a “small institution” (new Art. 430a/4 CRR), which needs
to be calibrated accordingly. In analogy to the D-SIB
regime (Art. 430a/1 CRR) a “small institution” should
be defined by size, using a combination of absolute and
relative criteria (total assets max. EUR 1.5 bn or less than
0.1% of GDP of the Member State where it is established)
and, in addition, by its business model. A non-complex
business model could be defined, for instance as not
having significant cross-border activities, not using the
internal model-based approach (IRB) for managing riskweighted assets and not operating a trading and/or
derivatives book that exceeds 5% of the bank’s leverage
exposure measure.

Î Smaller banks with traditional business models
that do not engage, in any material way, in complex
activities, are sometimes obliged to report on these
activities, which are for them de minimis but absorb
significant amounts of management time and
resources nevertheless.
To address duplication we would suggest the development
of standardised, pan-European reporting formats, which
comprise all regulatory and statistical information and can
be submitted electronically, at given intervals, once only,
to one single point of contact which is then responsible
for managing the sharing of data between the relevant
national and European authorities. Authorities would, in
turn, be both authorised and obliged to share relevant
data, if appropriate. The EBA should be mandated to
design appropriate templates and processes (new Art.
99 CRR, to be amended accordingly). We note, however,
that the efficiency of reporting processes also depends,
to a large extent, on the quality of the bank’s internal
processes and controls and the deployment of up-todate IT infrastructure. The efficiency of a bank’s reporting
systems, as well as their effectiveness, should be reviewed
regularly as part of the Supervisory Review and Evaluation
Process (SREP).
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C. Comments on selected
individual measures
1. Capital Requirements Regulation
(CRR II)
The Leverage Ratio
Finance Watch welcomes the introduction, at long last, of
a binding Leverage Ratio (LR).35 The build-up of excessive
leverage has proven to be one of the main threats to
financial stability in 2007/08 crisis and many of the crises
before. The Leverage Ratio is widely seen as a significantly
more reliable indicator of a bank’s distance to default than
risk-based capital measures36 and as a more appropriate
regulatory benchmark, e.g. for evaluating stress test
results.37 It is also simple for banks to implement and
more transparent for regulators to monitor and review.
That said, it is worth pointing out that the definition of the
Leverage Ratio, by now on its third iteration since 2010,38 is
moving away fast from its original design, and its intended
simplicity and transparency is diluted with every new
revision. The principal problem, differences in the treatment
of derivatives under IFRS and US GAAP accounting rules,
has still not been resolved.39 To overcome the impasse,
the Basel Committee has resorted to including elements of
its risk-sensitive modelling framework instead, turning the
Leverage Ratio into a hybrid of accounting and supervisory
approaches. This development is unfortunate – it would be
preferable, in our view, to revert to a purely accountingbased measure and require international banks, which are
already reporting under IFRS or US GAAP, respectively, to
provide notes with IFRS – US GAAP reconciliation as part of
their financial statements.
Regarding the calibration of the Leverage Ratio it is
important to bear in mind that an LR of 3% corresponds,
only just, to the minimum risk-weighted Tier 1 capital
requirement under Basel III.40 According to the EBA’s
findings, the largest and most complex credit institutions,
in particular those that operate the business model of a
‘cross-border universal bank’ and are at the same time G
SIBs, are significantly more prone to excessive leverage.41
The Commission does not currently propose an LR
surcharge for G-SIBs and D-SIBs on the grounds that
international discussions on this point are still ongoing.
By way of comparison, Switzerland42 and the US,43
which together account for ten of the 30 G SIBs, have
both already implemented higher LR requirements at 5%
(6% for U.S. institutions holding FDIC-insured deposits):
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A 5% Leverage Ratio requirement for European G
SIBs would level the playing field with their Swiss and
U.S. peers and effectively set a harmonised standard for
75% of the total G SIB population. Based on the EBA’s
analysis it would currently place an effective balance
sheet constraint on all of the thirteen EU G-SIBs,44 which
would be in keeping with its role as a counter-cyclical
measure designed to dampen the rate of balance sheet
expansion in an upturn.
The Commission’s proposal remains silent on the
possibility of setting a higher LR requirement for D-SIBs.
As mentioned previously, we strongly believe that the
prudential framework for D-SIBs in the EU must be
expanded and harmonised as a matter of urgency. In the
same way that D-SIBs are subject to buffer requirements
under the risk-weighted capital regime they should equally
be bound by a LR that is higher than the base level of 3%.
Finally, the Commission’s proposal (new Art. 429a/1/d-f
and 429c/4 CRR) contains a number of exceptions which
would exclude certain categories of exposures from the
LR denominator (the LR ‘exposure measure’). These
exceptions, e.g. the deduction of initial margin payments
for centrally-cleared derivatives trades (Art. 429c/4 CRR),
are not compliant with the Basel Committee’s definition
and should be rejected as they would affect comparability
across jurisdictions and thus frustrate the primary purpose
of the LR, which is to create a risk-neutral benchmark
that bridges differences in accounting standards, notably
between IFRS and US GAAP.

Net Stable Funding Ratio
The proposed implementation of the Net Stable Funding
Ratio (NSFR) comprises a number of exceptions (new Art.
428f CRR) which mirror similar adjustments made in the
EU incorporation of the Liquidity Coverage Ratio (LCR).
In its treatment of derivative transactions, of short-term
transactions with financial institutions and of High Quality
Liquid Assets (HQLA), the Commission’s proposal also
deviates from the Basel Committee’s definitions in several
respects (new Art. 428r – 428ag CRR). This could result
in overstating the funding position of EU banks, both in
absolute terms and relative to their overseas peers. As set
out previously we are sceptical of the wisdom of diluting
international standards by being overly accommodating
to European specificities. Not only does it diminish the
comparability across jurisdictions, it also increases the
risk of concealing systemic vulnerabilities.
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IFRS 9 and Fundamental Review of the
Trading Book
Finance Watch is generally supportive of the stated
objectives of the Fundamental Review of the Trading Book
(FRTB), which are to improve the accuracy and reliability
of calibrating capital requirements for market risk, limit
the potential regulatory arbitrage between banking and
trading book and reduce the scope for subjectivity. We
have commented on the advances and shortcomings of
the Basel Committee’s standards in our recent policy brief,
“Curbing Subjectivity”.45
In the context of the proposed implementation of the
FRTB framework, we would therefore concentrate on
the proposed adjustments. These concern, in particular,
securitisation, covered bonds and sovereign exposures:
Î Finance Watch has commented extensively on the
Commission’s proposal for a Capital Markets Union
(CMU)46 and, specifically, the Simple, Transparent
and Standardised (STS) Securitisation initiative.47 We
remain sceptical about STS, which includes, once
again, many of the features that were instrumental in
precipitating the last financial crisis, such as tranching,
synthetics and insufficient retention requirements.
We would therefore advise strongly against affording
these securities the same favourable treatment as, for
instance, high-quality covered bonds.
Î We are mindful of the specificities and inherent
challenges of sovereign bond markets in the EU in
general and within the Eurozone, in particular. These
provisions are reflective of the fact that European
economic, monetary and financial integration is still
incomplete and supporting measures may therefore
be necessary and justified. We caution, however, that
such measures are prone to producing unintended
and undesirable side effects and may introduce
distortions that affect the orderly functioning of the
capital markets. We would therefore recommend
mandating the EBA to conduct a review of the capital
adequacy regime for sovereign exposures under
the CRR within three years after the adoption of the
current legislative proposals.
Î IFRS 9, in its current form, penalises banks that use
the Standardised Approach (SA) to calculate their riskweighted assets (RWA) vis à vis competitors using the
Internal-Model Based Approach (IRB): only the latter
are able to count general provisions towards Tier 2
capital. Since IRB is in use primarily at larger banks
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this is yet another instance where smaller banks are
disadvantaged by the current Basel III framework with
its unjust, unnecessary and wasteful parallelism of
three concurrent risk-weighting regimes.48
The transitional rules set out in the proposal are, in our
views, overly generous:
Î Contrary to the European Parliament’s resolution on
the adoption of IFRS 9, which called for a transition
period of three years,49 and the EBA’s recommendation
of four years,50 the proposed transition period is
now five years (new Art. 473a/3/lit. a CRR). Bearing
in mind that the transitional arrangements do not
foresee any phase-in impact on capital requirements
for the first year – because this impact can be off-set
by the banks at 100% for the purposes of calculating
CET1 capital – there will be no incentive for banks
to adopt the new rules during the first 12 months at
all, i.e. the net effect is a simple postponement of the
introduction of IFRS 9 by one year.
Î It is unclear why such a long transition period would
be needed given that most of the impact is likely
to relate to traded securities, not illiquid long-term
assets such as loans, and the introduction of IFRS
9 has been anticipated ever since the publication of
its first instalment in late 2009.51 According to the
international standard-setting body, the IASB, the
standard is due to come into force as of 01 January
2018.
Î The transitional arrangements open up the possibility
for institutions to claim CET1 capital relief for certain
provisions (“incurred but not reported” losses,
IBNR) which have been booked already under the
predecessor standard to IFRS 9, IAS 39, and which
are therefore not even linked at all to the introduction
of the new standard.
Î We would endorse the EBA’s recommendation of
changing the approach to phasing in IFRS 9 from a
“dynamic” method, where the differential between
IFRS 9 and its precursor, IAS 39, is calculated
periodically throughout the transitional period and the
impact on CET1 capital compensated accordingly, to
a “static” approach, where the impact of transitioning
from IAS 39 to IFRS 9 is calculated, once and for
all, on the date when the law enters into force and
the differential is amortised over the (three-year)
transitional period.
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Î We believe that the objective of the proposed
transitional arrangements is to accelerate the
adoption of IFRS 9 while mitigating one-off effects.
The primary objective of IFRS 9, in our view, is to
better capture changes in asset quality and to
encourage earlier provisioning. This would support
the argument that the impact of IFRS 9 should be
measured once only and on the same set of assets
and the new standard should be applied fully from
that point onwards. All subsequent changes in assets
composition would therefore be reported under IFRS
9 while the initial impact would be amortised and
hence mitigated.

consultation launched by the Commission in October
201653 on a review of the macro-prudential policy
framework and the ESRB’s recent report on macroprudential policy in the EU, which highlighted still
significant institutional and structural deficiencies and
material divergences in the implementation of macroprudential instruments. It would be advisable in our view,
to await the outcome of the proposed reforms of macroprudential co-ordination and decision making processes
at the European level which should, one would hope,
result in a more uniform and effective application of the
macro-prudential toolset, in particular the buffer regime,54
by designated authorities under the guidance of the ESRB.

2. Capital Requirements Directive
(CRD V)

Pillar 2 guidance

Pillar 2
Finance Watch agrees, in principle, with the Commission’s
stated aim of harmonising competent authorities’ practice
regarding the application of Pillar 2 capital add-ons
across Member States. The proposed amendments to
the provisions (Art. 102 – 107 CRD IV) are so extensive,
however, that they amount to a wholesale re writing of the
Pillar 2 prudential framework.
The proposed new rules governing Pillar 2 capital
requirements (new Art. 104 – 104c CRD) place numerous
qualitative and quantitative constraints on the ability of
supervisory authorities to adjust capital requirements for
individual institutions or groups of institutions to account
for risks that have been identified by the supervisor but
are not adequately covered by the generic provisions set
out elsewhere in the CRR and the CRD.52 We believe that
these constraints are far too restrictive and are likely to
impinge severely on the ability of supervisors to adequately
exercise their mandate. In particular, authorities should be
allowed to take account of stress tests, including adverse
scenarios, in binding P2, not P2G, in accordance with the
stated objective of the original provision.
The proposed new rules explicitly bar competent
authorities from imposing Pillar 2 capital requirements to
cover macro-prudential or systemic risks (deletion of Art.
103 and insertion of new Art. 104a CRD). We agree that
this would be consistent, from a purely methodological
point of view, with the conceptual separation of microand macro-prudential responsibilities and supervisory
powers. But considering the current state of development
of macro-prudential supervision on the EU the effort,
well-intentioned as it may be, looks distinctly unrealistic.
The initiative also appears oddly mistimed: following the
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The Commission’s proposal incorporates the concept
of “Pillar 2 guidance” (P2G, also known as “soft Pillar
2”) into the CRD (new Art. 104b CRD). This requires
supervisors to formulate certain capital measures, in
particular those needed to compensate shortfalls exposed
by the adverse scenario of a stress test, as a non binding
recommendation (“guidance”) instead of being able to
impose binding capital requirements immediately. P2G
has been introduced into supervisory practice by the EBA
and ECB already in 2016 with dramatic results: at the
stroke of a pen, binding CET 1 capital requirements
for ‘significant’ Eurozone banks in the SSM were
reduced by 23%, on average!55 This move materially
weakens the existing Pillar 2 regime and further
compromises the already much-doubted effectiveness of
stress tests.

BY THE TIME THE FLAWS IN HIS “SOFT
PILLAR 2” DESIGN BECAME APPARENT,
THE ARCHITECT HAD ALREADY LEFT TOWN
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There is little evidence so far to suggest that regulatory
forbearance towards banks that failed in stress tests has
had any effect other than to delay the implementation,
eventually, of the necessary remedial measures.56
Moreover, because P2G is non binding, non-compliant
banks are able to continue making discretionary
distributions to shareholders and holders of AT1 securities
(contingent convertible or CoCo bonds) as well as bonus
payments to management and staff, effectively without
restrictions. This is particularly troubling given that
European banks have been harshly criticised by the BIS
and leading academics for maintaining generous dividend
pay-outs in times of severe losses, even at the cost of
eroding their capital bases.57 We are concerned that the
adoption of P2G may herald a return to the 1990s notion of
‘light touch’ regulation, which we thought had been utterly
discredited by the last financial crisis. There is, in our view,
no compelling reason for this tool: it is difficult to conceive
of a regulatory outcome that could not be achieved with
equal, if not greater, certainty by setting a clear, binding
Pillar 2 requirement that could be made subject to phasein periods, where appropriate.
It is surprising that the Commission should be proposing
such fundamental changes to the capital adequacy
regime without having produced, to our knowledge, any
detailed empirical analysis of the divergences in Member
States’ practice regarding, in particular, the structure
and calibration of micro- and macro prudential Pillar 2
add ons and / or a quantitative impact assessment that
would enable EU legislators to properly evaluate the
proposed measures. In view of the importance of this
matter for the effectiveness of prudential supervision and
the preservation of financial stability we would urge the
Commission to postpone the proposed changes to this
section until a) the ongoing review of the macro prudential
framework has been completed and b) a suitable
quantitative impact assessment of the proposed new Pillar
2 regime has been made available for public consultation.
In particular, legislators should be given adequate time
and information to consider the proposed incorporation of
the P2G regime into Level 1 legislation if the legislative
process should amount to anything more than rubberstamping of a regulatory fait accompli.
There are already numerous mechanisms in place,
such as EBA guidelines,58 supervisory colleges and
joint supervisory teams (within the SSM), to promote
regulatory convergence. This proposal appears to be
more concerned with restricting, rather than aligning, the
competent authorities’ powers. We very much support the
Commission’s objective to work towards harmonisation of
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supervisory practice in the Member States and towards a
level playing field for financial institutions in the EU. But
putting a padlock on the regulators’ toolbox is not the way
to do it.

3. TLAC/MREL and other
modifications of the Recovery
and Resolution regime
TLAC and MREL calibration
The Commission proposes to introduce a minimum
harmonised MREL requirement (also referred to as a “Pillar
1 MREL” requirement) applicable to G-SIBs only, in line
with the scope of application of the TLAC standard agreed
by the G20. Under TLAC a minimum level of capital and
liabilities – 16% of RWA or 6% of total exposure initially,
rising to 18% and 6.75% in 2022 – must be available
for resolving and recapitalising a bank in a crisis. All
other banks, including D-SIBs, remain under the existing
(“Pillar 2”) MREL regime, which is not subject to a binding
minimum level.59 As for the going-concern capital regime,
this leaves the calibration of MREL for D-SIBs largely in the
hands of the relevant authorities, in this case the SRB or
national resolution authority. Finance Watch believes that
D-SIBs should also be subject to a minimum harmonised
“Pillar 1 MREL” requirement.

Creditor hierarchy, insolvency
harmonisation
We are concerned about the lack of progress in
harmonising creditor hierarchies across EU Member
States. This is a critical step towards rendering the bailin tool credible and fit for purpose. We note that much
of the current discussion around bail-in, ‘burden sharing’
and MREL is overshadowed by misconceptions about the
resolution process and the legal and financial mechanics
of the bail in tool.
Firstly, the political discussion does not seem to differentiate
between the concepts of eligibility for bail in and eligibility
for MREL (or TLAC). The intention of the BRRD, and of the
FSB’s “TLAC Principles and Term Sheet”,60 is to define and
quantify distinct categories of liabilities that are not only
suitable for bail in but can be bailed with a high degree
of confidence without interfering with the claims of other
senior unsecured creditors. Because senior unsecured
creditors rank pari passu, i.e. have the same rank and
rights in an insolvency, it is very risky to assume that some
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of them may be bailed in in an insolvency while others
are spared. Art. 75 BRRD states explicitly that creditors
are entitled to compensation if they suffer a higher loss
under resolution than under a conventional insolvency
and liquidation. The risk of a successful legal challenge
against the resolution plan by unsecured creditors is quite
high under these circumstances and likely to discourage
resolution authorities from pursuing bail-in as a resolution
option at all. This reasoning is also reflected in Sections
10-11 of the “TLAC Principles and Term Sheet”, which
explicitly disqualify from TLAC “any liabilities that, under
the laws governing the issuing entity, are excluded from
bail-in or cannot be written down or converted into equity
by the relevant resolution authority without giving rise
to material risk of successful legal challenge or valid
compensation claims.”
Secondly, the discussion is undermined by a misconception
of what constitutes “market discipline”. “Market discipline”
is not tantamount to exposing as many creditors as
possible to the risk of being bailed in, in the hope that
putting them at risk would increase the level of scrutiny
and, possibly, pressure on bank management. As the term
indicates, “market discipline” is exercised by the (capital)
markets, i.e. by investors. Suppliers of everyday goods
and services, critical or not, are not agents of “market
discipline”. Unlike investors in bank equity or debt they are
not providing capital to the bank’s business in exchange
for a financial return. Theirs is a different relationship and,
in contrast to investors in tradeable securities, they are
not able to end it at a moment’s notice by selling their
stake. It is therefore not only prudent, to avoid disruption
to the bank’s critical operations, but also equitable to draw
a very clear distinction between financial and commercial
senior creditors. Any subordination regime, or new class
of securities, should therefore ensure that financial
creditors’ claims are separated from, and rank junior to
commercial creditors, irrespective of whether the latter
qualify as “excluded liabilities” or not.
For the bail-in tool to be credible and practicable, TLAC/
MREL-eligible liabilities must be limited to claims that can
be bailed in safely without triggering massive litigation
risks. It cannot be the resolution authorities’ responsibility
to take risks on the legal status of individual claims, or
category of claims, under Member State insolvency laws.
It is, rather, the legislator’s responsibility to create a
reliable legal framework at the European level.
A general depositor preference is a step in the right
direction as it contributes towards separating depositors
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from investors and towards channelling losses towards
institutional investors, who are better placed to evaluate
risks, correctly price debt instruments and, if necessary,
absorb these losses. It is not sufficient, however, as it
does not comprehensively address the issue of pari passu
claims.
Accordingly, liabilities eligible for TLAC / MREL need to be
subordinated to senior unsecured (pari passu) creditors.
The proposed definition of eligible instruments (new Art.
72b/2 / lit. d CRR) should therefore be rephrased and all
senior unsecured (pari passu) claims should be excluded
from eligibility for TLAC and MREL (new Art. 72a/2 CRR) –
not, for the avoidance of doubt, from the eligibility to be
bailed in altogether, which is defined in Art. 44/2 BRRD.
The exemptions from the subordination requirement (new
Art. 72b Abs. 3-6 CRR), which are based on Section
11 of the “TLAC Principles and Term Sheet”, should be
reconsidered as well: it is difficult to see how including
claims that may give rise to “material risk of successful
legal challenge or valid compensation claims” if bailed in
would not also “have a material adverse impact on the
resolvability of the institution” (new Art. 72b/3 / lit. c CRR).

MREL guidance and restrictions on
discretions
In analogy to the proposed strict limits on the ability of
supervisors to impose additional capital requirements
(Pillar 2, see above) the proposal aims at placing similar
restrictions on the resolution authorities’ calibration of
MREL (new Art. 45c/3 BRRD). The proposed wording
imposes a cap on MREL (“shall not exceed”) and ties the
resolution authority’s assessment of the loss absorption
and recapitalisation amounts firmly to the supervisory
authority’s calibration of Pillar 2 (new Art. 104a CRD).
In addition, EBA should be mandated to draft regulatory
technical standards to further narrow down the general
criteria that govern the resolution authority’s assessment
of MREL (new Art. 45c/7 BRRD).
In line with the proposed introduction of P2G for goingconcern capital requirements, the proposal introduces
analogous provisions for MREL (Art. 45e BRRD). As with
the calibration of binding MREL the resolution authority
would be effectively bound by the supervisory authority’s
judgment (new Art. 104b CRD).
The proposed rules are likely to create an institutional
hierarchy where the resolution authority is effectively
subordinated to the supervisory authority. This is,
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in our view, neither compatible with the FSB’s “Key
Attributes”61 nor desirable from a practical point of view.
The resolution authority’s analysis is necessarily different
from the supervisory authority’s as it has to work on the
assumption that an institution that ends up in its care will
be failing or have failed already, i.e. it will have breached
the safety nets that were put in place by the supervisory
authority. The resolution authority’s outlook is different,
too, and predicated primarily on the institution’s new,
post-resolution shape, which is based on the resolution
plan and likely to be very different from its pre-resolution
shape. The two perspectives are not conflicting but
complementary and it would be very unwise therefore to
give one precedence over the other.

Precautionary recapitalisation
Intentionally or not, the continuing drama around the
proposed state-funded rescue of a number of failing
Italian banks,62 could have a lasting, and potentially huge
negative signalling effect. It demonstrates to what lengths
governments are still prepared to go to in order to bail
out banks if that is seen as the politically expeditious
thing to do. Bank executives and investors will take this
episode as conclusive evidence that they can still count
on governments, i.e. the taxpayer, to ride to the rescue.
“Too big to fail” is still alive and well, at least in Europe. To
remove, once and for all, the temptation for policymakers
to off-load the wreckage of failed banks onto taxpayers’
shoulders, Finance Watch therefore strongly recommends
deleting the “precautionary recapitalisation” clause (Art
32/4 BRRD) from the current legislative package.

Additional Tier 1 (AT1) instruments /
Contingent convertible (CoCo) bonds
We have argued previously that instruments eligible for
bail-in should be held by professional investors as they
are best positioned to evaluate, price and, in necessary
absorb, their risk. Where even professional investors
continue to struggle, however, are AT1 instruments. These
instruments are poorly designed, poorly understood63
and, at present, very optimistically priced. The episode
in February 2016, when some AT1 issues suffered has

14

shed light on the fragility of this market. The decision to
prioritise AT1 coupons over other Tier 1 distributions (new
Art. 141/3 CRD), which was not part of the original design
of these instruments, may alleviate some of the concerns
of investors but will not solve the underlying problems.
The flawed design of the instrument, in particular the
poor alignment of incentives between AT1 investors and
other stakeholders, continues to draw criticism from both
academics and practitioners.64
There is a risk that this market has by now attracted large
numbers of investors looking for relatively high yields,
arguably without a full appreciation of the risk-return
characteristics of these complex instruments. It is, in our
view, very likely that these instruments will not perform
their intended role in the event of a crisis, not least as
a result of the misguided prioritisation of AT1 coupons.
Any investor reaction, i.e. “market discipline”, has been
pushed out to the point when the bank triggers the
“failing or likely to fail” threshold, i.e. entering resolution.
The value of the instrument as an early-warning system
transmitting signals from the market has largely been
lost in the process. Whereas ESMA issued a warning
note to institutional investors in July 2014,65 the UK FCA
intervened more decisively to prohibit the sale of these
securities to retail investors.66 In view of the attendant
risks, Finance Watch would strongly recommend a similar
ban on a pan-European basis.

© Finance Watch 2017. All rights reserved. The
contents of this report may be freely used or
reproduced without permission provided the
original meaning and context are not altered in
any way. Where third party copyright has been
acknowledged, permission must be sought from
the third party directly. For enquiries relating to
this Policy Brief, please email contact@financewatch.org. This electronic publication, as well as
previous issues of the Finance Watch Policy Briefs,
is available at www.finance-watch.org.
Finance Watch has received
funding from the European
Union to implement its work
programme. There is no
implied endorsement by the EU or the European
Commission of Finance Watch’s work, which
remains the sole responsibility of Finance Watch.

FINANCEWATCHPOLICYBRIEF – JUNE 2017

THE 2017 BANKING PACKAGE: ONE STEP FORWARD, TWO STEPS BACK
Footnotes
1. European Commission, Frequently Asked Questions: Capital Requirements (CRR/CRD IV) and Resolution
Framework (BRRD/SRM) Amendments (MEMO/16/3840), 23 November 2016; http://europa.eu/rapid/pressrelease_MEMO-16-3840_en.htm
2. European Central Bank, Euro Area Bank Lending Survey: Fourth Quarter of 2016, 17 January 2017; https://
www.ecb.europa.eu/stats/pdf/blssurvey_201701.pdf
3. European Central Bank, Survey on the Access to Finance for Enterprises (SAFE): April
to September 2016, 30 November 2016; https://www.ecb.europa.eu/pub/pdf/other/
accesstofinancesmallmediumsizedenterprises201611.en.pdf
4. Since October 2014 access to finance has been, on average, the least important concern of Euro area SMEs.
In the latest SAFE survey (April – September 2016), SMEs confirmed, for the fourth time in a row, a net
increase in the availability of bank loans and the willingness of banks to provide credit at lower interest rates.
5. European Systemic Risk Board, Vulnerabilities in the EU Residential Real Estate Sector, 28 November 2016;
https://www.esrb.europa.eu/pub/pdf/reports/161128_vulnerabilities_eu_residential_real_estate_sector.
en.pdf
6. OECD, Interim Economic Outlook – March 2017,07 March 2017; http://www.oecd.org/eco/outlook/Willrisks-derail-the-modest-recovery-OECD-Interim-Economic-Outlook-March-2017.pdf
7. e.g. European Systemic Risk Board, Market Liquidity and Market-Making, October 2016; www.esrb.
europa.eu/pub/pdf/reports/20161005_market_liquidity_market_making.en.pdf; Autorité des Marchés
Financiers, Study of Liquidity in French Bond Markets, November 2015; http://www.amf-france.org/en_US/
Reglementation/Dossiers-thematiques/Societes-cotees-et-operations-financieres/Marches-obligatoires/
Etude-marche-obligataire.html; see also: Adrian, Tobias, et al., Market Liquidity after the Financial Crisis,
Federal Reserve Bank of New York Staff Report No. 796, October 2016 (rev. January 2017); https://www.
newyorkfed.org/medialibrary/media/research/staff_reports/sr796.pdf?la=en; International Organization of
Securities Commissions, Examination of Liquidity of the Secondary Corporate Bond Markets: Consultation
Report CR01/2016, August 2016; https://www.iosco.org/library/pubdocs/pdf/IOSCOPD537.pdf; Bank for
International Settlements, Fixed Income Market Liquidity, CGFS Publications No 55, January 2016; http://
www.bis.org/publ/cgfs55.pdf
8. European Commission, Accelerating the Capital Markets Union: Addressing National Barriers to Capital Flows,
Report from the Commission to the Council and the European Parliament, COM (2017) 147 final, 24 March
2017; https://ec.europa.eu/info/files/170227-report-capital-barriers_en
9. Fender, Ingo / Lewrick, Ulf, Adding It All Up: The Macroeconomic Impact of Basel III and Outstanding Reform
Issues, BIS Working Papers No. 591, November 2016; http://www.bis.org/publ/work591.pdf
10. Basel Committee on Banking Supervision, Regulatory Consistency Assessment Programme (RCAP):
Jurisdictional Assessments, April 2017; http://www.bis.org/bcbs/implementation/rcap_jurisdictional.htm;
Non-compliance with the Basel framework relates primarily to CRR capital adequacy rules for derivatives
and certain other credit exposures; cf. Basel Committee on Banking Supervision, Regulatory Consistency
Assessment Programme (RCAP): Assessment of Basel III Regulations – European Union, December 2014;
http://www.bis.org/bcbs/publ/d300.pdf
11. International Monetary Fund, Global Financial Stability Report: Getting the Policy Mix Right, Washington D.C.,
April 2017, pg. 43; http://www.imf.org/external/pubs/ft/gfsr/2016/01/
12. European Central Bank, ECB publishes Consolidated Banking Data for end-September 2016, 14 February
2017; https://www.ecb.europa.eu/press/pr/date/2017/html/pr170214.en.html
13. European Systemic Risk Board, Is Europe Overbanked?, Report of the Advisory Scientific Committee No. 4,
June 2014; https://www.esrb.europa.eu/pub/pdf/asc/Reports_ASC_4_1406.pdf

15

FINANCEWATCHPOLICYBRIEF – JUNE 2017

THE 2017 BANKING PACKAGE: ONE STEP FORWARD, TWO STEPS BACK
14. e.g. Joint Committee of the European Supervisory Authorities, Report on Risks and Vulnerabilities in the European
Financial Sector – April 2017, 20 April 2017; https://esas-joint-committee.europa.eu/Publications/Reports/
Spring%20Joint%20Committee%20Risk%20Report%20(JC%202017%2009).pdf; International Monetary Fund,
Global Financial Stability Report: Getting the Policy Mix Right, Washington D.C., April 2017, pg. 27; http://www.imf.
org/external/pubs/ft/gfsr/2016/01/; European Central Bank, Financial Stability Review, November 2016, pg. 63;
https://www.ecb.europa.eu/pub/pdf/other/financialstabilityreview201611.en.pdf
15. European Systemic Risk Board, A Review of Macroprudential Policy in the EU in 2016, April 2017, pg. 32; https://
www.esrb.europa.eu/pub/pdf/other/20170413_esrb_review_of_macroprudential_policy.en.pdf
16. European Central Bank, Full List of Supervised Entities (as of 1 January 2017), 03 April 2017; https://www.
bankingsupervision.europa.eu/ecb/pub/pdf/list_of_supervised_entities_201701.en.pdf
17. European Banking Authority, Report on the Leverage Ratio Requirements under Art. 511 of the CRR (EBAOp-2016-13), 03 August, 2016, pg. 15; https://www.eba.europa.eu/documents/10180/1360107/EBA-Op-201613+(Leverage+ratio+report).pdf
18. As of year-end 2015, total assets of the thirteen EU G SIBs amounted to EUR 17 trn, compared to total GDP for the
EU 28 of ca. 16 trn
19. Finance Watch, Policy Note: The Importance of Being Separated. Making the Public Interest Sovereign over Banks,
08 April 2013; http://www.finance-watch.org/our-work/publications/580-importance-of-being-separated
20. For a graphical representation of estimated intra-sectoral spillover effects cf. International Monetary Fund, Financial
Sector Assessment Programme: Germany. Stress-Testing the Banking and Insurance Sectors – Technical Note, IMF
Country Report No. 16/191, Washington D.C., June 2016, pg. 43; https://www.imf.org/external/pubs/ft/scr/2016/
cr16191.pdf
21. Author’s calculations, based on Basel Committee on Banking Supervision, G-SIB Framework: Denominators (End2015 Exercise), November 2016; http://www.bis.org/bcbs/gsib/denominators.html and individual banks’ G-SIB
disclosures
22. Pigrum, Claudia / Reininger, Thomas / Stern, Caroline, Bail-in: Who Invests in Non-Covered Debt Securities Issued
by Euro Area Banks?, Oesterreichische Nationalbank Financial Stability Report No. 32, December 2016, pg. 111;
https://www.oenb.at/en/Publications/Financial-Market/Financial-Stability-Report/2016/financial-stability-report-32.
html
23. Joint Committee of the European Supervisory Authorities, Report on Risks and Vulnerabilities in the European
Financial Sector – April 2017, 20 April 2017; https://esas-joint-committee.europa.eu/Publications/Reports/
Spring%20Joint%20Committee%20Risk%20Report%20(JC%202017%2009).pdf
24. European Systemic Risk Board, A Review of Macroprudential Policy in the EU in 2016, April 2017, pgs. 37-38;
https://www.esrb.europa.eu/pub/pdf/other/20170413_esrb_review_of_macroprudential_policy.en.pdf
25. Schoenmaker, Dirk, Written evidence for the Public Hearing on the Review of the EU Macro-Prudential Framework
by the European Commission, 07 November 2016; http://bruegel.org/wp-content/uploads/2016/11/WrittenEvidence-Schoenmaker-Macroprudential-5-11.pdf
26. European Systemic Risk Board, Report on Misconduct Risk in the Banking Sector, pg. 14; https://www.esrb.europa.
eu/pub/pdf/other/150625_report_misconduct_risk.en.pdf
27. Shin, Hyung-Song, Market Liquidity and Bank Capital, Speech at the AQR Asset Management Institute Conference
‘Perspectives 2016: Liquidity Policy and Practice’, London, 27 April 2016; http://www.bis.org/speeches/sp160506.
pdf; Shin, Hyung-Song, Bank Capital and Monetary Policy Transmission. Panel Remarks at the XVII. ‘ECB and its
Watchers’ Conference, Frankfurt, 07 April 2016; http://www.bis.org/speeches/sp160407.pdf; Acharya, Viral V. /
Pierret, Diane / Steffen, Sascha, High Time to Tell European Banks: No Dividends, 04 August 2016; http://pages.
stern.nyu.edu/~sternfin/vacharya/public_html/pdfs/dividends_v4Aug2016.pdf
28. Schoenmaker, Dirk, What Happened to Global Banking after the Crisis?, Bruegel Policy Contribution No. 7/2017, 02
March 2017; http://bruegel.org/wp-content/uploads/2017/03/PC-07-2017-140317.pdf

16

FINANCEWATCHPOLICYBRIEF – JUNE 2017

THE 2017 BANKING PACKAGE: ONE STEP FORWARD, TWO STEPS BACK
29. Finance Watch, Response to the BCBS Consultation on the ’Revisions to the Basel III leverage ratio framework’, 19
July 2016, pg. 4 and Fn. 13; http://www.finance-watch.org/our-work/publications/1271-response-bcbs-leverageratio
30. Bloomberg, Monte Paschi Bailout Plan Has Some ECB Supervisors Grumbling, 27 March 2017; https://www.
bloomberg.com/news/articles/2017-03-27/italy-s-monte-paschi-bailout-has-some-ecb-supervisors-grumbling
31. European Systemic Risk Board, A Review of Macroprudential Policy in the EU in 2016, April 2017; https://www.
esrb.europa.eu/pub/pdf/other/20170413_esrb_review_of_macroprudential_policy.en.pdf
32. Ayadi, Rym, et al., Banking Business Model Monitor 2015: Europe, IRCCF / HEC Montréal / Centre for European
Policy Studies (CEPS), 14 January 2016, pg. 94; https://www.ceps.eu/system/files/Banking-Business-ModelsMonitor-Europe-2015.pdf
33. European Central Bank, Number of Monetary Financial Institutions (MFIs) in the Non-participating Member States,
April 2017 (unconsolidated); https://www.ecb.europa.eu/stats/ecb_statistics/escb/html/table.en.html?id=JDF_
MFI_MFI_LIST_NEA
34. e.g. Hackethal, Andreas / Inderst, Roman, Auswirkungen der Auswirkungen der Regulatorik auf kleinere
und mittlere Banken am Beispiel der deutschen Genossenschaftsbanken: Gutachten im Auftrag des
Bundesverbandes der Deutschen Volksbanken und Raiffeisenbanken, 30. September 2015; https://www.bvr.de/p.
nsf/0/9E961A8C21A26B1BC1257ED100309950/$file/GUTACHTEN-BVR2015.pdf
35. Finance Watch, Response to the BCBS Consultation on the ’Revisions to the Basel III leverage ratio framework’, 19
July 2016; http://www.finance-watch.org/our-work/publications/1271-response-bcbs-leverage-ratio
36. Blundell-Wignall, Adrian / Roulet, Caroline, Business models of banks, leverage and the distance-to-default, OECD
Journal: Financial Market Trends, Vol. 2012/2; https://www.oecd.org/finance/BanksBusinessModels.pdf; Admati,
Anat R., The missed opportunity and challenge of capital regulation, National Institute Economic Review, No.
235/2016, 3 February 2016; https://www.gsb.stanford.edu/sites/gsb/files/missed-opportunity-dec-2015_1.pdf
37. Acharya, Viral V. / Pierret, Diane / Steffen, Sascha, Introducing the “Leverage Ratio” in Assessing the Capital
Adequacy of European Banks, 01 August 2016; http://pages.stern.nyu.edu/~sternfin/vacharya/public_html/pdfs/
benchmarking_August2016.pdf
38. The original standard, published by the Basel Committee in December 2010 (Basel Committee on Banking
Supervision, Basel III: A Global Regulatory Framework for More Resilient Banks and Banking Systems (BCBS 189),
December 2010; http://www.bis.org/publ/bcbs189.pdf was replaced by the current definition (Basel Committee on
Banking Supervision, Basel III Leverage Ratio Framework and Disclosure Requirements (BCBS 270); http://www.
bis.org/publ/bcbs270.pdf in January 2014. This standard is due to be revised yet again based on the outcome of
the ongoing public consultation (Basel Committee on Banking Supervision, Consultative Document: Revisions to the
Basel III Leverage Ratio Framework (BCBS D365), 25 April 2016; http://www.bis.org/bcbs/publ/d365.pdf
39. e.g., Choulet, Céline, The Leverage Ratio, - The Appearance of Simplicity, Conjoncture: BNP Paribas
Economic Research, 30 June 2014; http://economic-research.bnpparibas.com/Views/DisplayPublication.
aspx?type=document&IdPdf=24497
40. Assuming a ratio of risk-weighted assets (RWA) to total unweighted assets (LR ‘exposure measure’) of 0.375 (RWA
‘density ratio’) an LR of 3.0% would correspond to a Tier 1 ratio of 8.0% (of RWA). EU banks have to comply with a
minimum statutory Tier 1 ratio of 6% (of RWA) plus – unless exempted – a ‘capital conservation buffer’ of 2.5% (of
RWA), i.e. in total a Tier 1 ratio of 8.5% (of RWA).
41. European Banking Authority, Draft Report on the Calibration of the Leverage Ratio under Art. 511 of
the CRR, London, 15 April 2016, pg. 17; https://www.eba.europa.eu/documents/10180/1406974/
Slides+Public+Hearing+15+April+2016+LR+Report+%283%29.pdf
42. Eidgenössische Finanzmarktaufsicht (FINMA), Fact Sheet: New “Too Big To Fail” Capital Requirements for Global
Systemically Important Banks in Switzerland, 21 October 2015; https://www.finma.ch/en/~/media/finma/
dokumente/dokumentencenter/myfinma/faktenblaetter/faktenblatt-to-big-to-fail-regime-verstaerkt.pdf

17

FINANCEWATCHPOLICYBRIEF – JUNE 2017

THE 2017 BANKING PACKAGE: ONE STEP FORWARD, TWO STEPS BACK
43. U.S. Treasury / Federal Reserve System / Federal Deposit Insurance Corporation, Regulatory Capital –
Supplementary Leverage Ratio (Final Rule), 79 Federal Register 187, 26 September 2014; https://www.gpo.gov/
fdsys/pkg/FR-2014-09-26/pdf/2014-22083.pdf
44. European Banking Authority, Report on the Leverage Ratio Requirements under Art. 511 of the CRR (EBAOp-2016-13), 03 August, 2016, pg. 98; https://www.eba.europa.eu/documents/10180/1360107/EBA-Op-201613+(Leverage+ratio+report).pdf
45. Finance Watch, Curbing Subjectivity: A Technical Brief on the Fundamental Review of the Trading Book Proposal,
November 2016; http://www.finance-watch.org/our-work/publications/1306-technical-brief-frtb
46. Finance Watch, Capital Markets Union: Q&A, 14 December 2015; http://www.finance-watch.org/ifile/Publications/
Reports/CMU-QA-FinanceWatch2015.pdf; Finance Watch, Speaking notes for the European Commission’s Public
Hearing on CMU, 08 June 2015; http://www.finance-watch.org/our-work/publications/1251-dg-fisma-hearing-cmu
47. Finance Watch, Revision of CRR on STS Securitisation, March 2016; (http://www.finance-watch.org/ifile/
Publications/sheets/Revision-CRR-STS-securitisation_Finance-Watch_March2016.pdf; Finance Watch,
STS Securitisation: Q&A, 14 December 2015; http://www.finance-watch.org/ifile/Publications/Reports/STSsecuritisation-QA-FinanceWatch2015.pdf; Finance Watch, A Missed Opportunity to Revive “Boring” Finance? A
Position Paper on the Long Term Financing Initiative, Good Securitisation and Securities Financing, December 2014;
http://www.finance-watch.org/our-work/publications/998-position-paper-on-ltf
48. Basel III allows banks to choose between the Standardised Approach (SA) and two versions of the Internal RatingsBased (IRB) Approach, Foundation IRB (F-IRB) and Advanced IRB (A-IRB). In many banks, SA and IRB co-exist,
enabling them to effectively “pick and choose”, on a case-by-case basis, the most favourable option that yields
the lowest risk-weighted assets (RWA) and hence the lowest capital requirement. This option, which is meant to
be granted for a transitional period only, is widely tolerated by regulators. In addition, IRB banks in the EU benefit
from a blanket exception (“permanent partial use”, Art .150 CRR) that allows them to apply SA risk weights, i.e.
a risk weighting of zero, to EU sovereign debt exposures. The resultant difference in average risk weights (RWA
density) between SA and IRB banks is significant and allows IRB banks to operate with lower level of capital, to the
detriment, specifically, of small and medium-sized competitors; e.g. Huizinga, Harry, Banks’ Internal Rating Models
- Time for a Change? The “System of Floors” As Proposed by the Basel Committee, IPOL IDA (2016) 587.365,
In-depth Analysis provided at the request of the ECON Committee of the European Parliament, 03 November 2016;
http://www.europarl.europa.eu/thinktank/en/document.html?reference=IPOL_IDA(2016)587365
49. European Parliament, Resolution on International Financial Reporting Standards: IFRS 9; 30 September
2016; http://www.europarl.europa.eu/sides/getDoc.do?pubRef=-//EP//TEXT+MOTION+B8-20161060+0+DOC+XML+V0//EN
50. European Banking Authority, Opinion on Transitional Arrangements and Credit Risk Adjustments
due to the Introduction of IFRS 9 (EBA/OP/2017/02), 06 March 2017; https://www.eba.europa.eu/
documents/10180/1772789/EBA+Opinion+on+transitional+arrangements+and+credit+risk+adjustments+due+t
o+the+introduction+of+IFRS+9+%28EBA-Op-2017-02%29.pdf
51. International Accounting Standards Board, IASB Completes First Phase of Financial Instruments
Accounting Reform, 12 November 2009; http://www.ifrs.org/News/Press-Releases/Documents/
PRIASBcompletesfirstphaseoffinancialinstrumentsaccountingreform2.pdf
52. Capital requirements a defined by the CRR are explicitly limited to covering “entirely quantifiable, uniform and
standardised elements of credit risk, market risk, operational risk and settlement risk” (Art. 1 lit. a CRR) whereas
Chapter 4 of CRD IV provides for a set of capital buffers intended to cover macro-prudential risks. All other risk
factors, in particular risks that are specific to an individual bank or a group of banks, are meant to be captured by
Pillar 2 capital requirement add ons.
53. European Commission, Consultation Document: Review of the EU Macro-Prudential Policy Framework, 01 August
2016; http://ec.europa.eu/finance/consultations/2016/macroprudential-framework/index_en.htm; see also Finance
Watch, Response to the European Commission’s Consultative Document on the Review of the EU Macroprudential
Policy Framework, 24 October 2016; http://www.finance-watch.org/our-work/publications/1304-response-macroprudential
18

FINANCEWATCHPOLICYBRIEF – JUNE 2017

THE 2017 BANKING PACKAGE: ONE STEP FORWARD, TWO STEPS BACK
54. Chapter 4 of Title VII CRD IV (‘Capital Buffers’) defines the capital conservation buffer (Art. 129), the counter-cyclical
buffer (Art. 130), the G-SIB / D-SIB buffer (Art. 131) and the systemic risk buffer (Art. 133 CRD IV)
55. Average for 123 of the 129 ‘significant’ Eurozone banking groups supervised by the ECB in 2016; European Central
Bank, SSM SREP Methodology Booklet: 2016 Edition, November 2016, pg. 5; https://www.bankingsupervision.
europa.eu/ecb/pub/pdf/srep_methodology_booklet_2016.en.pdf
56. The Italian bank Monte dei Paschi di Siena failed two EBA stress tests in sequence, 2014 and 2016, before being
bailed out by the Italian government in December 2016 after suffering a run on deposits. Financial Times, Monte
dei Paschi Shares Suspended After Liquidity Warning, 21 December 2016; http://www.ft.com/fastft/2016/12/21/
monte-dei-paschi-shares-suspended-after-liquidity-warning/
57. Shin, Hyung-Song, Market Liquidity and Bank Capital, Speech at the AQR Asset Management Institute Conference
‘Perspectives 2016: Liquidity Policy and Practice’, London, 27 April 2016; http://www.bis.org/speeches/sp160506.
pdf; Shin, Hyung-Song, Bank Capital and Monetary Policy Transmission. Panel Remarks at the XVII. ‘ECB and its
Watchers’ Conference, Frankfurt, 07 April 2016; http://www.bis.org/speeches/sp160407.pdf; Acharya, Viral V. /
Pierret, Diane / Steffen, Sascha, High Time to Tell European Banks: No Dividends, 04 August 2016; http://pages.
stern.nyu.edu/~sternfin/vacharya/public_html/pdfs/dividends_v4Aug2016.pdf
58. European Banking Authority, Guidelines on Common Procedures and Methodologies for the Supervisory
Review and Evaluation Process (SREP) (EBA/GL/2014/13), 19 December 2014; https://www.eba.europa.eu/
documents/10180/935249/EBA-GL-2014-13+(Guidelines+on+SREP+methodologies+and+processes).pdf
59. Finance Watch, Policy Brief: TLAC/MREL: Making Failure Possible?, 01 March 2016; http://www.finance-watch.org/
our-work/publications/1213-policy-brief-tlac-mrel
60. Financial Stability Board, Principles on Loss-absorbing and Recapitalisation Capacity of G SIBs in Resolution: TLAC
Principles and Term Sheet, 09 November 2015; http://www.fsb.org/wp-content/uploads/TLAC-Principles-andTerm-Sheet-for-publication-final.pdf
61. Financial Stability Board, Key Attributes of Effective Resolution Regimes for Financial Institutions, 15 October 2014;
http://www.fsb.org/wp-content/uploads/r_141015.pdf
62. Stiefmueller, Christian M., Failing or Likely to Fail?, Finance Watch ‘Hot Topics’,13 January 2017; http://www.
finance-watch.org/hot-topics/blog/1316-failing-or-likely-to-fail; Finance Watch, Policy Brief: Should Precautionary
Recapitalisations Make Taxpayers Nervous?, 08 October 2014; http://www.finance-watch.org/our-work/
publications/942-fw-policy-brief-october-2014
63. Deutsche Co-CEO says CoCos are “bad product”, Financial Times, 16 March 2016; www.ft.com/fastft/2016/03/16/
deutsche-co-ceo-says-cocos-are-bad-product/
64. McCunn, Ayowande, Forbearance Incentives: Undermining the Distinction between Going- and Gone-concern
Capital, University of Oxford / Oxford-Man Institute, 05 April 2016; http://www.oxford-man.ox.ac.uk/sites/default/
files/McCunn%20-%20Forbearance%20Incentives.pdf; Persaud, Avinash, Why Bail-In Securities Are Fool’s Gold,
Peterson Institute for International Economics Policy Brief No. 14-23, November 2014; https://piie.com/sites/
default/files/publications/pb/pb14-23.pdf
65. European Securities and Markets Authority, Potential Risks Associated with Investing in Contingent
Convertible Instruments (ESMA/2014/944), 31 July 2014; https://www.esma.europa.eu/sites/default/files/
library/2015/11/2014-944_statement_on_potential_risks_associated_with_investing_in_contingent_convertible_
instruments.pdf
66. Financial Conduct Authority, Temporary Product Intervention Rules: Restrictions in Relation to the Retail Distribution
of Contingent Convertible Instruments, August 2014; https://www.fca.org.uk/publication/tpi/restrictions-in-relationto-the-retail-distribution-of-cocos.pdf

19

FINANCEWATCHPOLICYBRIEF – JUNE 2017

About Finance Watch
Finance Watch is an independently funded public interest association dedicated
to making finance work for the good of society. Its mission is to strengthen the
voice of society in the reform of financial regulation by conducting advocacy

and presenting public interest arguments to lawmakers and the public. Finance
Watch’s members include consumer groups, housing associations, trade
unions, NGOs, financial experts, academics and other civil society groups that
collectively represent a large number of European citizens. Finance Watch’s

founding principles state that finance is essential for society in bringing capital
to productive use in a transparent and sustainable manner, but that the legitimate
pursuit of private interests by the financial industry should not be conducted to
the detriment of society. For further information, see www.finance-watch.org

Finance Watch
Rue d’Arlon 92
1040 Brussels
Tel: + 32 (0)2.880.0430

www.finance-watch.org

